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STUDY OF SECURITIES AND EXCHANGE COMMISSION 


WEDNESDAY, JANUARY 9, 1952 


House or REPRESENTATIVES, 
SUBCOMMITTEE OF THE COMMITTEE ON 
INTERSTATE AND ForEIGN COMMERCE, 
Washington, D. C. 

The subcommittee met at 10 a. m., Hon. Louis B. Heller (chair- 
man of the subcommittee) presiding. 

Mr. Hetier. The subcommittee will be in order. The Chair 
desires to make the following statement: 

On August 22, 1951, the Interstate and Foreign Commerce Com- 
mittee by unanimous vote adopted the following resolution: 

That the Chair be authorized to appoint a special subcommittee of seven 
members with authority to investigate the Securities and Exchange Commission 
and the exercise, by the Commission, of the duties and functions granted to it 
by law; and that this special subcommittee may report to the committee from 
time to time the results of its investigation with such recommendations for 
legislation or otherwise as it deems desirable and shall, before the expiration of 
the present Congress, submit to the committee a final report. 

Pursuant thereto and on August 24, 1951, the Honorable Robert 
Crosser, the distinguished chairman of the entire committee, 
appointed the following members to the subcommittee: 

uis B. Heller (New York) chairman; William T. Granahan 
(Pennsylvania); John A. McGuire (Connecticut); Harley O. Staggers 
(West Virginia) ; Leonard W. Hall (New York); Hugh D. Scott, Jr. 
(Pennsylvania); and John B. Bennett (Michigan). 

I should like to point out that pursuant to rule XI of the House 
entitled “Powers and Duties of Committees,’ the Committee on 
Interstate and Foreign Commerce, among its diversified powers and 
duties, has jurisdiction over securities and exchanges and that in 
conformity with the intent of section 136 of the Legislative Reor- 

anization Act of 1946, it is the duty of the Interstate and Foreign 
ommerce Committee to exercise— 
continuous watchfulness of the execution by the administrative agencies concerned 
of any laws, the subject matter of which is within the jurisdiction of such com- 
mittee; and, for that purpose, shall study all pertinent reports and data submitted 
to the Congress by the agencies in the executive branch of the Government. 

Since the House had recessed on August 23, 1951, until September 
12, 1951, the organizational meeting of this subcommittee was held 
on September 20, 1951. This meeting was attended by the chairman 
of the entire committee, the Honorable Robert Crosser and the mem- 
bers of the Subcommittee. At this meeting it was decided to invite the 
Commissioners of the Securities and Bechenge Commission to meet 
with the subcommittee in executive session for an informal conference 
on September 25, 1951. On that day there appeared before this 


1 








2 STUDY OF SECURITIES AND EXCHANGE COMMISSION 


subcommittee all the members of the Commission, to wit: Commis- 
sioner Harry A. McDonald, Chairman and Commissioners Donald C. 
Cook, Richard B. McEntire, Paul R. Rowen, and Robert I. Millonzi. 

The Commission was requested to furnish a comprehensive state- 
ment of its duties, functions and operations by September 28. Such 
statements were submitted Fast: a 28 and October 9, 1951. 

The subcommittee met again in executive session on October 17, 
1951. At this conference the scope of the investigation to be under- 
taken by the subcommittee was discussed and it was agreed that the 
Commission should prepare condensed statements for final submission 
which would fully disclose to the subcommittee (1) the laws admin- 
istered by the Commission; (2) the ways in which the Commission 
had administered the various statutes under which it functions; and 
(3) the operations of the Commission, so that the subcommittee could 
become thoroughly informed as to the powers, duties, and functions of 
the Commission, and its procedures, problems, and so forth. It was 
further agreed that these statements would be made part of the record 
and that there would appear before the subcommittee at its next 
meeting certain members of the Securities and Exchange Commission 
to be designated by the Commission itself, who would submit to 
interrogation relative to the said prepared statements. 

The condensed report of the Securities and Exchange Commission 
entitled ““A Summary of the Functions and Operations of the Secur- 
ities and Exchange Commission’”’ was submitted on October 29, 1951. 
In view of the fact that the Congress had adjourned on October 20, a 
copy of this statement was forwarded to the members of the subcom- 
mittee for study. Since the majority of the subcommittee had left 
the country on a committee assignment shortly thereafter, it was not 
possible to resume hearings until today. 

The procedure of filing statements with the subcommittee in advance 
of scheduled hearings was agreed upon in the interest of expediting 

roceedings. It appears relevant at this point to make a few pre- 
iminary remarks for the record as to the proposed investigation. 

At the informal conference attended by the Commissioners it was 
pointed out that the intention of the subcommittee was, to use the 
words of the distinguished chairman of the Interstate and Foreign 
Commerce Committee, Hon. Robert Crosser: 
to conduct an inquiry into the work of the Securities and Exchange Commission, 
and to consider whether or not the purpose of the law creating the Commission 
has been fully appreciated and carried out. 

In other words, the subcommittee will seek to ascertain whether or 
not the legislative intent and policy have been understood and carried 
out by the Commission. The inquiry will be conducted in an objec- 
tive, fair, judicial, and impartial manner in the interest of the Nation. 

In reviewing the Commission’s activities we shall aim to do so in a 
constructive and dignified manner, to give credit and recognition to 
the Commission’s achievements, and to point out any deficiencies and 
weak spots wherever these may occur, so that proper steps may be 
taken to correct them. 

As heretofore explained at the informal conference, slander and 
character assassination will be ruled out of order. We will not smear, 
but we will not whitewash. At all times it shall be the aim of the 
subcommittee to extend to those involved and to those who want to 
be heard the privilege and opportunity to present their views. We 
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shall, however, avoid cluttering the record with irrelevant testimony 
and baseless defamatory remarks. We shall strive to keep the evi- 
dence within reasonable bounds of relevancy. 

The record should also disclose that at the executive session of the 
subcommittee held on October 17, 1951, the subcommittee adopted 
the following rule: 


For the purpose of taking sworn testimony at public or executive hearings two 
members of the Subcommittee shall constitute a quorum under the provisions of 
House Resolution 78, Eighty-second Congress, first session. However, if the 
chairman and the ranking minority member of the subcommittee so agree, one 
member of the subcommittee shall constitute a quorum for such puipose at any 
particular heating. 


Testimony given in executive session may be included by the vote 
of the committee in the printed hearings. Corrections in such testi- 
mony will be permitted only if necessary in the interest of clarity, 
brevity, or accuracy, or to correct any errors in transcription. If 
any other changes are to be made, application must be made to the 
chairman. 

The several topics discussed in the Securities and Exchange Com- 
mission’s statement dated October 29, 1951, will be placed in evidence 
and made part of the record as testimony relating to those topics are 


presented during the hea ; 
Now it is my undeemaiting that Commissioner McDonald, the 
Chairman, is here to testify on the Securities Act of 1933, which is the 
first chapter, pages 1 through 16, in the Commission’s statement of 
October 29, 1951. This chapter will be considered as part of his 
direct testimony and made part of this record at this point. 
(The data referred to follows:) 


Tue Securities Act or 1933 
BACKGROUND OF THE ACT 


Prior to the passage of the Securities Act of 1933 it had become clear that lax 
financial and ethical standards were undermining the integrity of our capital 
markets, destroying investor confidence, and were leading the business and 
financial enterprises of this country to the brink of disaster. The orgy of specu- 
lation which culminated in the disastrous debacle of 1929 made clear the pressing 
need for the establishment and preservation of higher standards of business con- 
duct if the American system of. private capital and democracy was to survive. 
Between 1920 and 1933, approximately $50,000,000,000 of new issues were sold 
to American investors, of which some $25,000,000,000 or 50 percent had become 
worthless by 1933. 

The State “‘blue sky’’ laws were inadequate to meet the situation mainly 
because State authorities were unable to cope with the depredations of un- 
scrupulous promoters operating over State lines. The experience gained in a 
decade of feverish activity revealed the need for Federal legislation which would 
curb financial malpractice and require those using and soliciting the use of other 
people’s money to conform to certain minimum standards. Between 1933 and 
1940, there were enacted seven statutes specifically designed to protect the 
American investors, and the administration of those statutes (including important 
functions under chapter X of the Bankruptcy Act) has been vested in the Securi- 
ties and Exchange Ceseasianien. 

The first of these statutes was the Securities Act of 1933. The language of 
the act and its legislative history indicate four cardinal principles which guided 
the Congress in enacting this statute. The principal objective of the act was to 
protect investors by requiring adequate and accurate disclosure regarding securi- 
ties publicly offered for sale in interstate commerce or by use of the mails. A 
second important aim was to create a mechanism for compelling such disclosure, 
under which, however, neither action nor nonaction of the agency charged with 
its administration could be interpreted as a guaranty or approval of any par- 
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ticular security. issue or the accuracy of any statements made with regard to 
the security or its issuer. Thus, the functions ted to the Commission under 
the act are limited to determining whether the information filed is adequate and 
accurate, and to compelling, insofar as possible, disclosure of relevant information. 
It is unlawful to represent that the Commission has in any way passed upon the 
merits of, or given approval to, any security. 

The third cardinal principle upon which the act is erected is that all those 
responsible for statements, upon the basis of which the public is solicited to 
invest its money, shall be held to minimum standards of care and diligence. 
To implement this purpose, the act imposes certain liabilities, for failure to exer- 
cise such care and diligence, upon issuers, their directors, principal officers, and 
upon underwriters of securities publicly offered. The fourth was to outlaw 
fraud in the sale of all securities, whether or not newly issued, and to make such 
prohibition effective by vesting investigative and enforcement authority in an 
administrative agency specifically charged with this task. 


REGISTRATION 


To accomplish the disclosure objective of the act, it is provided that, before 
nonexempt securities may be offered or sold to the public through the mails or 
in interstate commerce, a registration statement must be filed with the Com- 
mission and must become effective. In general, Government and municipal 
securities and the issues of banks, railroads, and cooperatives are exempted from 
those provisions of the act. 

As originally enacted, the act required a 20-day waiting period after filing 
before the registration statement could become effective. act was amended 
in 1940 to give to the Commission the power to accelerate so as to permit an 
earlier effective date. The principal purposes of the waiting period are to give 
the public an opportunity to absorb the information in the prospectus or registra- 
tion statement and to obviate the hasty methods and high pressure tacties of 
distribution, previously in vogue, which practically compelled distributors, 
dealers, and even their customers in many cases to make commitments blindly. 

An integral part of the registration statement, which is available for public 
inspection when filed, is the prospectus which is required to contain the miore 
important information in the registration statement in order to make available 
to investors in a convenient form the basic material necessary to an appraisal of 
the security offered and its issuer. Among other things, information is required 
with regard to the character, size, and profitableness of the issuer’s business, its 
capitalization, the purpose of the issue, outstanding options, remuneration of 
management, bonus and profit-sharing arrangements, underwriters’ commissions, 
and pending or threatened legal proceedings. In addition, certified financial 
statements must be included. 

Initially, experts were recruited from all classes of issuers, from the financial 
community and investor groups, and from the legal and accounting profession, 
to assist in the F sonar ew of forms and rules suitable to the specialized needs 
of the many different kinds of businesses which would be required to file under 
the act. It has since been the Commission’s established practice to submit 
proposed registration forms and rules to those persons to whom they would 
apply and to seek their comments and criticisms. e procedures first developed 
in 1933 and 1934 for public participation in the formulation of registration and 
reporting forms, and in the adoption of other rules and regulations, are the 
techniques which have since been incorporated in the Administrative Procedure 
Act of 1946 as procedures required to be followed by all agencies subject to that 
act. An important segment of the Commission’s work continues to be concerned 
with the adoption and continuous revision of forms, rules, and regulations in the 
light of experience and changing conditions and circumstances in order to improve 
and simplify the registration cess, 

For similar reasons, the Commission organized its staff in a fashion which 
would most expeditiously accomplish the statutory objcot'ves and yet create no 
undue interference with the process of security flotation. Consideration of 
registration statements filed by companies engaged in every field of industrial, 
commercial, and financial activity requires the skills of attorneys, accountants, 
engineers, corporation and security analysts, and economists. At the inception 
there were, however, no available precedents or experience upon which to pattern 
an organization which would effectively perform the various jobs as an integrated 
operation within the tight statutory time schedule for processing registration 
statements and the private time schedules of those engaged in the sale of securities. 
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It was determined that a conventional organization based upon a division of 
nnel according to 4 pony we wer skills into separate bureaus would be unsuitable 
it would tend to impede coordination, cause delay in operations, and 
create a serious problem as to centralizing responsibility. To bring into play in 
the most effective manner the varied skills of the different experts who would be 
required to examine registration statements and to provide for expeditious review 
of such examination, the Registration Division (now called the Division of Corpor- 
ation Finance) was ofganized on a functional basis and has continued essentially 
in that form until the present time. The Division is divided essentially into 12 
examining sections, each headed by a chief and, when fully manned, staffed by 
2 attorneys, an accountant, 7 analysts, and clerical and stenographic help. Due 
to budgetary limitations, these sections are now seriously understaffed. There 
are also four technical sections—an Engineering Section; an Oil and Gas Section; 
a Regulation A Seetion, which is primarily concerned with offerings under the 
limited exemption afforded by section 3 (b) of the act; and an Ownership Reports 
Section, which processes ownership reports filed under the Securities Exchange 
Act, the Public Utility Holding Company Act, and the Investment Company Act. 
These sections are initially responsible for the processing of registration state- 
ments, annual, current, and other reports, proxy statements, applications for 
exemption, interpretative and general correspondence, the conduct of adminis- 
trative hearings and proceedings, certain investigatory work, and the processing 
of correspondence arising from every phase of the Division’s work. 

There are five assistant directors, of whom four are responsible for reviewing 
the examining work of the sections and one is responsible for the initial review of 
interpretative and legal matters; and a chief accountant who is responsible for 
the review of all accounting questions. In addition, there are specialists who 
assist the staff with respect to special fields of work. Subject to the supervision 
of the Commission, the director, with the aid of the associate director, formulates 
the broad policies and is ultimately responsible for all of the work of the staff. 
To attain uniformity of policy application, the flow of work is so organized as to 
require each assistant director to review a portion of the work of each of the 
examining sections. The director’s practice of holding weekly staff meetings with 
the associate and assistant directors, the chief acoourtant for the Division, and 
with other key personnel, at which differences of opinion re; ing application of 
policy, unique problems and oom for revision or modification are thoroughly 
canvassed, resulted in a high degree of coordination, efficiency, and centralized 
wy © prunes 6 of internal operations. 

ll matters arising under the Division’s jurisdiction with respeet to a particular 
company, regardless of the statute involved, are assigned to a icular section 
and assistant director, which makes for the most effective use of staff as well as a 
substantial convenience to the persons subject to regulation. The staff is always 
available to the public for discussion of specific problems which arise prior to 
formal filing of registration statements, applications, and reports and, thereafter, 
for general assistance by conference, letter, or telephone. 

Commenting generally on the functional type organization in the regulatory 
agencies, the Hoover Commission said: ‘“The Securities and Exchange Commission 
is one example of an agency which has organized its staff primarily in this fashion, 
and apparently with marked success in administration.”” (See Task Force Report 
on Regulatory Commissions, appendix N (1949), at p. 52.) 

It must be reemphasized that the work of the staff is primarily concerned with 
obtaining adequate and accurate disclosure. Speculative or apparently unsound 
issues can be registered and sold provided the truth is told. The Commission 
cannot and does not direct the flow of capital except in the limited sense of pre- 
venting the patently fraudulent pete 3 The basic policy is not to protect the 
investor by insulating him from the risk but to make available to him the informa- 
tion with which to gage the risk. To accomplish this result with minimum inter- 
ference with business, it was necessary to devise new administrative techniques 
and procedures for which there were no adequate precedents or prior experience. 

The statute sets up no procedure for the processing of registration statements. 
It seems to offer only a choice between automatic effectiveness upon the lapse of 
the statutory period or the institution of formal proceedings looking to a public 
stop order banning the sale of the securities involved. If, in those cases where 
revision of the registration statement seemed required, resort could only be had to 
formal proceedings, serious delays would be caused, and securities flotation would 
otherwise be hampered. Since this appeared te be contrary to the congressional 
intent, an informal procedure which would Breen appropriate revision or modifi- 
cation without a hearing was devised. is teehmique, which has since been 
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applied. to the Commission’s work under other acts, has, in the words of the 
Attorney General’s Committee on Administrative Procedure, ‘‘proved to be an 
extraordinarily effective method of clearing up defects and permitting the state- 
ment to become effective’ (Monograph on the SEC (1940) at pp. 24-25). It 
involves essentially an informal procedure whereby the registrant is notified of 
any deficiencies disclosed upon analysis of the statement, usually within approxi- 
mately 10 days after the original filing date, and is afforded an opportunity to 
correct the statement by amendment before the indicated effective date. 

This letter of deficiency technique has received explicit congressional authoriza- 
tion in section 8 (e) of the Investment Company Act of 1940, the most recent of 
the “securities acts,’’ and has been adapted to the additional duties undertaken 
as administration of new statutes was delegated to the Commission, It is now 
employed not only with respect to the Securities Act but in connection with 
analysis of registration statements and reports under the Securities Exchange Act 
of 1934, qualification of indentures under the Trust Indenture Act of 1939, the 
processing of documents filed pursuant to the Investment Company Act of 1940, 
and the processing of proxy soliciting material filed pursuant to the Commission’s 
proxy rules. This and other techniques have made possible the rapid flow of 
work through the Commission which led the Task Force of the Hoover Commis- 
sion to state that ‘‘Even its crities concede that its staff is able and conscientious, 
and that the Commission generally conducts its work with dispatch and expedition 
where speed is most essential’ (Task Foree Report on Regulatory Commissions 
(1949 at p. 144). 

Reference has.already been made to the fact that the act as originally enacted 
provided for a waiting period of 20 days before effectiveness. In 1940, the in- 
dustry proposed an amendment to section 8 (a) to grant the Commission power 
to accelerate, so as to permit earlier effectiveness of a registration statement cov- 
ering the so-called ‘‘blue chip’”’ type of security which enjoyed, among other things, 
listing privileges on a national securities exchange. he Commission felt, how- 
ever, that to facilitate financing by legitimate small business, the power ef acceler- 
ation could be extended to cover other issues without sacrificing the statutory 
objectives. It, therefore, urged the amendment of section 8 (a) in its present 
form which provides that the effective date shall be the twentieth day after the 
filing of the registration statement or an amendment thereto or such carlier date 
as the Commission may determine, giving due regard to the adequacy of the 
information respecting the issuer which has previously been made public, the ease 
with which the issuer’s capital structure cad the rights of holders of the securities 
to be issued can be understood and, generally, with due regard to the public in- 
terest and the protection of investors. The Commission has implemented this 
statutory policy by expediting registration as much as possible consistent with 
the statutory standards and has permitted effectiveness of registration in sub- 
stantially less than 20 days after the filing of the registration statement or of a 
material amendment thereto. 

Since 1933, in excess of 9,000 registration statements have been filed under the 
Securities Act of 1933 by more than 5,000 individual registrants The aggregate 
stated dollar value of the registration statements filed amounted to approximately 
$70 billion as of June 30, 1951, of which approximately 94 percent in dollar amount 
was effective as of that date. During the 5 years ended June 30, 1951, a total of 
2,511 statements have been filed covering an aggregate stated dollar value of 
approximately $30 billion. 

SMALL BUSINESS 


Section 3 (b) of the act originally gave the Commission authority to exempt 
from the registration requirements of the act any class of securities issued in 
an amount not exceeding $100,000, subject to such terms and conditions as the 
Commission might prescribe. With some misgivings, but with the feeling that a 
broadening of the exemption as a means of facilitating financing by small business 
merited a serious trial, the Commission supported a recommendation to Congress, 
that the $100,000 limit be raised to $300,000. On January 6, 1945, the act was 
so amended, reserving to the Commission the power originally granted to promul- 
gate appropriate rules imposing terms and conditions appropriate in the public 
interest and the interest of investors. 

The Commission has adopted regulation A which provides for certain general 
exemptions; regulation A—R, for notes and bonds secured by first liens on family 
dwellings; regulation A—M, for assessable shares of stock of mining corporations; 
regulation B, for fractional undivided interests in oil and gas units; and regulation 
B-T providing exemptions relating to interest in oil royalty trusts. Under these 
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rules persons may in general avail themselves of the exemption if they file a simple 
letter of notification with the Commission, and if they incorporate into any written 
communications which they may send to investors a few basic items of information. 
Under the statute persons to whom the exemption is available are not obsolved 
of possible civil and criminal liability in the event that they engage in fraudulent 
or misleading practices. During the five fiseal years ended June 30, 1951, there 
were some 8,000 filings with the Commission purusant to its rules under section 
3 (b), covering an aggregate dollar amount of approximately $1 billion. 


INTERPRETATION AND ADVISORY FUNCTIONS 


Because of the technical problems and new fields of law created by the securities 
acts, staff assistance has been and is available to registrants, attorneys, and the 
general public with respect to the application of this legislation by letter, telephone, 
and conference at the Commission’s Washington office and at its regional offices. 
Interpretative advice is rendered to any person presenting a concrete problem, 
and it is rendered as rapidly as the exigencies of the particular case require. 
This would not be possible without fairly broad delegations of authority to staff 
members, and in practice such delegations have been made. However, all inter- 
pretative opinions are eventually reviewed by senior staff members with a view 
to insuring that the Commission's basic policies are followed. 

A cardinal principle which has guided the work in this area has been to interpret 
the act so as to give effect to the primary statutory purpose of requiring the avail- 
ability of adequate and accurate information, while at the same time permitting 
a practical and sensible operation of the legislation. To the greatest extent 
practicable, the rules and forms have provided definitions of words and phrases to 
assist registrants, their counsel and others in complying with the statutes. Mem- 
bers of the public, registrants and their representatives have made wide use of the 
available interpretative advisory services. From time to time, the more important 
interpretations relating to matters of general interest or application are published 
as releases and widely disseminated to the press and other interested persons. 
In 1946, previously issued releases of this type were republished in volume 11, 
No. 189 of the Federal Register for September 27, 1946, beginning at page 10912. 


ACCOUNTING AND AUDITING 


The Securities Act and other statutes administered by the Commission empower 
it to prescribe rules and regulations with respect to the form and content to 
financial statements to be filed with the Commission and the accounting principles 
and auditing practices to be observed in their preparation. The result is that the 
Commission has tremendously affected the accounting profession and aceounting 
practices. Because the Commission’s accounting jurisdiction derives from 
provisions in several of the securities laws, the subject of accounting and auditing 
is treated separately in a later section of this report. 


ENFORCEMENT 


As previously noted, one of the basic features of the Securities Act was the 
creation of an administrative agency with special responsibility for ferreting 
out securities frauds, whether or not the securities involved were newly issued. 
We believe that experience has shown the practical wisdom of this step. The 
most flagrant frauds of the past have been stamped out. The ‘bucket shops,” 
the “boiler rooms,’’ and the fraudulent ‘‘tipster sheets’’ have largely disappeared. 
The veteran confidence men who traveled from State to State engaging in these 
operations have in most cases disappeared from the scene, usually after serving 
one or more Federal jail terms. 

The members of the subcommittee undoubtedly have seen the publicity cau- 
tioning American investors against the blatant securities frauds which have 
been emanating in recent years from Canada, more specifically from the Province 
of Ontario. ese are the very types of frauds which used to be practiced in 
this country, and some of the best known Canadian operators are American 
expatriates who had found it impossible to conduct similar operations in this 
country. After years of effort and negotiation, we believe that we are on the 
eve of a truly effective extradition treaty with Canada which will enable the 
— States to reach these violators and end their depredations in the United 

tates. 

This is not to say that the problem of securities frauds has been solved. What 
has happened is that the character of the problem has changed. Increasingly 
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subtle methods gre employed, and their detection calls for a high expenditure of 
man-hours and a high degree of financial sophistication on the part of our attor- 
neys and securities investigators. Many of these current ty of fraud are 
described in our annual reports to the Congress, and in our earlier report to this 
subcommittee entitled ““Enforcement.”’ 

One of the interesting developments has been an attempt to evade the Securities 
Act and its disclosure provisions through the ostensible sale of tangible real or 
)neemeagpr property, such as oil leases, or groves of tung trees, or a pair of live silver 
oxes, or a share in oyster bottom acreage. In most of these cases the “‘seller’’ 
retains control or management of the thing ‘‘sold,” and what is essentially in- 
volved is that the “‘buyer’’ invests a sum of money with the “‘seller’’ and looks to 
the efforts of the ‘‘seller’’ to produce a return on the money so invested. In 
such cases the courts have generally upheld the contention of the Commission 
that what was being sold was a security within the meaning of the Securities 
Act of 1933. 

The enforcement work under the Securities Act of 1933 is basically the respon- 
sibility of the attorneys and investigators in the Commission’s 10 regional offices, 
subject to supervision and coordination from Washington. Statistical informa- 
tion concerning this phase of our work is given in the over-all section on enforce- 
ment which appears later in this report. One of the most important phases of 
our enforcement work—the prevention of manipulation in the securities markets— 
is discussed in our report on the Securities Exchange Act of 1934. 

The job of prevent ng securities frauds requires constant vigilance, particularly 
in these days when the public is increasingly stock market conscious, and when 
important classes of consumer goods are tending to shrink, with the consequence 
that larger amounts of money are available for investment in one form or another. 
The problem is rendered particularly acute by the fact that in the next few years 
ea quantities of War Savings bonds will mature. The securities swindler 
makes a special point of promising his victim a higher rate of return than the 
Government has been paying. The protection of the investor against securities 
frauds will require the Commission’s special attention in the years ahead. 


CONCLUSION 


Some 15 years after enactment of the Securities Act Mr. Hal H. Dewar, a 
former president of the Investment Bankers Association of America, stated in his 
inaugural address: ‘‘Still, the basic principles behind the Federal statutes are con- 
sistent with a free society, and I think that most investment bankers will now 
agree with this. I don’t have to tell you, however, what our attitude was before 
their enactment.”’ 

He went on to say: ‘For many years there was a glorious opportunity for the 
business itself to do a constructive job in putting sound statutes on the books. 
But we weren’t thinking constructively. Our efforts in this field consisted of 
active resistance to Federal blue sky legislation. Most of us, as a matter of fact, 
weren’t thinking of these problems one way or the other. Either position is a 
symptom of the negative approach. If Federal securities legislation is right, then 
think what an achievement it would have been for our association to be its pro- 
tagonist. It is jobs like that that I want to see us do. It is jobs like this that we 
can do if we attack our problems bisically and constructively.’’ Proceedings of 
the Thirty-seventh Annual Convention, Investment Bankers Association of Amer- 
ica. (1948) at page 210. 

Before and after the passage of the Securities Act, there were widespread pre- 
dictions that the civil liability provisions of the act would result in a flood of law- 
suits and that the requirement of registration would seriously impede the free flow 
of capital. The flood of lawsuits never came, and the basic worth of this legisla- 
tion is generally acknowledged. It is significant that it was unnecessary to close 
the securities markets during the recent war as was done during the first World 
War. Ina period which required tremendous expansion of industrial capacity of 
the country to meet the demands of war, the very existence of the securities laws 
and the safeguards furnished by them made possible the tremendous solicitation 
of public funds with dispatch and at the same time minimized the activities of 
those who attempt to capitalize upon the accelerated tempo of the period to ob- 
tain other people’s money for fraudulent purposes. 


Mr. Hetuier. Commissioner McDonald will please be sworn at this 
time. 
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TESTIMONY OF HON. HARRY A. McDONALD, CHAIRMAN, SECURI- 
TIES AND EXCHANGE COMMISSION, ACCOMPANIED BY ALFRED 
HILL, EXECUTIVE ASSISTANT TO THE CHAIRMAN OF THE 
SECURITIES AND EXCHANGE COMMISSION 


(The witness was duly sworn by Mr. Heller.) 

Mr. Heiter. Commissioner, before we proceed to question you on 
your direct statement, which is the first déigier of the Commission’s 
statement dated October 29, 1951, would you be good enough to 
answer just a few preliminary questions? 

Mr. McDonatp. Certainly. 

Mr. Hetier. When, Mr. Chairman, did you become a member of 
the Securities and Exchange Commission? 

Mr. McDona.p. The exact date I think was March 26, 1947. 

Mr. Heuer. Prior thereto, were you connected with any govern- 
mental agency? 

Mr. McDona.p. Federal Government? 

Mr. Heuer. Yes; Federal Government. 

Mr. McDonavp. Never. 

Mr. Hetier. Have you had any experience in any State govern- 
ment, any connection with any State government? 

Mr. MePonsse. I have held a couple of appointive jobs in the 
State of Michigan. 

Mr. Hetier. Would you care to state those? 

Mr. McDona.p. Yes. 

Mr. He uuer. Please do so. 

Mr. McDona.p. I was appointed at one time as a member of the 
Michigan State Fair Board. I think I served two terms on that. 
I was chairman of that 1 year. I was appointed by Governor 
Fitzgerald as chairman of the Michigan Unemployment Compen- 
sation Commission and I served on that commission as chairman 
for over 2 years. I resigned from that commission some time early 
in 1941, I think it was. That was the extent of my governmental 
appointments. But those were both State. 

ir. Hexuer. So that your first job with the Federal Government 
was with the Securities and Exchange Commission? 

Mr. McDona.p. That is true. 

Mr. McGutre. When you were appointed from the State of 
Michigan to this commission, was there another member from 
Michigan on the commission? 

Mr. McDona.p. No, sir. 

Mr. Hetter. Will you state your educational background? 

Mr. McDona.p. I was educated in the public schools of Iowa. 
I received the balance of my high school education in the normal 
school at Cedar Falls, Iowa, I attended college at the lowa State 
Teachers College at Cedar Falls, lowa, and later I went to the 
University of =, my where I took my degree. I studied law for 


the better part of 2 years and then enlisted in the Navy in the First 
World War. 

Mr. Hetuer. Did you graduate from law school? 

Mr. McDona.p. I did not graduate in law. I graduated in the 
undergraduate school with a bachelor’s degree. ; 
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Mr. Heuer. Would you also be good enough to state your business 
background? 

Mr. McDona.p. Upon leaving the Navy in 1919, I was engaged 
for a short time in advertising-selling. Subsequently I went to the 
Cleveland Electric Illuminating Co., which is the power company 
of Cleveland, in a minor capacity. I was known as what was called a 
municipal agent arranging for street lighting and the like. It was a 
very minor position. From there I went to Detroit, Mich., in the 
dairy business, in 1923, and I was in the dairy business until 1931. 

I was president of what was known at that time as the Arctic Dairy 
Products Co. and was president of the Detroit Creamery Co., both of 
which were sold to the National Dairy Products Co. 

I was a director of the National Dairy Products Corp. and then, 
when I left the National Dairy Products Corp., I founded McDonald, 
Moore & Hayes, a broker-dealer firm. We started that in the latter 
part of 1932. Mr. Hayes died in 1936, and the firm’s name was 
changed to McDonald-Moore & Co. I was with that company until 
I came to the Commission in 1947. 

McDonald-Moore is still a broker-dealer in Detroit operated by 
four partners, one of whom is my son. They own 25 percent each. 

I also simultaneously organized a dairy company under my own 
name in the city of Detroit, and that company is still operating. It 
is one of the large independent dairies of Detroit at this time. 

That gives you, I think, a thumbnail sketch of my business 
background. 

In addition to that, I was interested in other companies. I was on, 
I think, seven boards of directors of corporations that were listed. 
I resigned from all of those when I became Commissioner. I did not 
resign from family corporations such as were not listed and had no 
connection with the Securities and Exchange Commission. 

Mr. McGuire. When did you become Chairman of the Com- 
mission? 

Mr. McDonanp. I think it was the last week in October or the 
first week in November of 1949. 

Mr. McGuire. How do you become Chairman? Is he elected by 
the other Commissioners, or is he designated by the President? 

Mr. McDona.p. At that time it was election by the other Com- 
missioners, but subsequently—and I think this was early in 1950 
when the President’s Reorganization Plan took effect—the Chairman 
of the Commission has been designated by the President. 

Mr. McGuire. Thank you. You were elected Chairman by the 
other Commissioners. What was the political make-up of the Com- 
mission at that time? 

Mr. McDona.p. Three Democrats and two Republicans. 

Mr. McGutre. And that is the present Commission? 

Mr. McDona cp. Yes. 

Mr. Heuuier. Mr. Chairman, you mentioned your affiliation with 
seven listed corporations. 

Mr. McDona.p. That is right. 

Mr. Heuer. Would you give us a little more information on that? 

Mr. McDonaup. I should not have said seven listed. I was a 
~member of Crowley-Milner Co., which is the second largest depart- 
ment store in Detroit. That is a listed corporation. 
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I was a member of the Union Investment Co., which is the largest 
independent finance company in Michigan, and that is a listed 
corporation. 

I was a member of Ryerson-Haynes, which is a listed corporation. 
At that time those were the listed corporations that I was on. 

Mr. Heuer. You mean listed on the Detroit Exchange? 

Mr. McDonaxp. Listed in Detroit and on the curb. The Com- 
mission having jurisdiction over those exchanges, I naturally resigned 
from those directorates. 

Mr. McGurre. Off the record. 

(Discussion off the record.) 

Mr. Hetuer. Coming now to your direct statement entitled, “The 
Securities Act of 1933,’’ which is now in the record, are there any ques- 
tions that the members of the subcommittee would like to put to the 
Chairman at this time? 

(No response.) 

If not, I have a number of questions that I would like to ask. 

Mr. Chairman, describe briefly the lax financial and ethical stand- 
ards which existed prior to 1933 as indicated in the first paragraph of 
your statement, which were undermining the integrity of our capital 
markets and destroying investor confidence. 

Mr. McDona.p. Perhaps I could give you a little personal experi- 
ence on that. 

Mr. Heiter. You may do so. 

Mr. McDona.p. It was either my privilege, or my misfortune, to 
be rather mixed up in the financial end of things at that time. 

Mr. Heuuer. So that the record may indicate it, I suppose you are 
going to take us back to the era of 1920; is that correct? 

Mr. McDona.p. I am going to take you into the twenties for just 
a moment. $ 

In 1924, 1925, and 1926, when the market started to get under way, 
broker-dealers, as we think of them today, who carried margin ac- 
counts, would margin any kind of security. They would margin it 
on a number of points. For example, if you would buy a $10 stock 
they might margin it on 2 points. If you were paying $40 for a stock, 
they might want 5 points. If you were buying an $80 stock, they 
might ask 10 points. 

f course, today, you know that the regulation is 75 percent equity 
and 25 percent is the maximum that you can borrow. 

Consequently, you had a terrifically expanded credit situation. 
People were gambling in the market, and it was an ‘up’ market. 
There were very few dips. By and large, the people who are in the 
security business are smart; they are quick, and they are pretty quick 
to recognize where they can take advantage. They manipulated 
markets. In other words, a market that you might have had was not 
a true bid-and-ask market, or a true auction market. It was what 
they chose to make it. 

I have seen in my experience new stocks come out and go up $10 
before they are “boarded”’ the first morning; that is, before they are 
| put on the board—and I mean stocks going on the board for the first 
time. The opening bid would be 10 to 12 points above the offering 
price—what they were offered for initially to the original shareholders. 
' It was a very select clientele that got those stocks, if you know what I 
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mean. And they would take a new issue and not tell you anything 
about it. It was “hush-hush.” It was “whisper.”’ It was “It is 
going to be a dandy, and so-and-so is buying it.’ They would call a 

roker-dealer in Detroit and say, ‘How many shares do you want?” 
without sending them any information. 

If it was an established company, he might get something out of 
Moody’s. If he was fortunate, he could get something out of the 
manuals. Ordinarily it was one of those things that they would shove 
him into in order to make him make a commitment. 

To make this particularly emphatic in your mind, once a broker- 
dealer buys some stock, he is going to sail is to somebody. That is 
his business. He does not buy stock to hold it on his shelves. 

The whole thing was so artificial in 1929——and I am second-guessing 
now, looking backward, for I could not see it at that time—that it was 
evident that it had to crack. 

In the opening statement we say some $50 billion of securities had 
been circulated or sold to the American public, and when this survey 
was made half of them were worthless. It was just one big orgy. 
Manipulation by New York houses was common, and anybody in the 
New York houses at that time will tell you so. 

Today that sort of thing is caught within an hour if there is a 
movement in the stock. ‘Toa so the thing collapsed and out of it 
came the 1933 act. 

I could dwell on this for quite some time, but I do not know that you 
particularly want it, Mr. Chairman. 

Of course, with the collapse in 1929, 1930, and 1931—and the worst 
came in 1932—came a great collapse in public confidence, and the 
public would not buy gold dollars for 50 cents. I can recall one 
morning when the New York Stock Exchange was closed—and I was 
in the brokerage business at that time—a certain man came and 
begged me to buy some Chrysler stock from him. He had to have 
some money for personal purposes and he begged me to buy it for 
$8 a share. The stock the following year I think paid $15 in divi- 
dends, or the second year following. 

So, you can see everything was at a standstill and was chaotic. 
Out of that came the 1933 act. 

I might say that the broker-dealers throughout the country grum- 
bled a great deal. They thought that the 1933 act was going to put 
them out of business. They thought that the showing of the com- 
missions they were receiving and the spread they were receiving would 
be extremely detrimental to their business, but it has not proved so. 

Mr. Hetter. In other words, Mr. Commissioner, the experiences 
of the 1920’s demonstrated that a mass of essentially unsound securi- 
ties was being issued during that decade; is that correct? 

Mr. McDonatp. That is very true. 

Mr. Hextuer. And that many industrial concerns, in general, 
issued securities even though those funds were not needed under any 
sound investment program? 

Mr. McDonavp. That is true. And the leverage principle was 
resorted to terrifically at that time. 

Mr. Hetuer. And then you talked about the operations of the 
dealers. Isn’t it a fact that during this particular era these dealers and 
underwriters lacked fair and prudent dealing with the public? 
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Mr. McDonatp. Perhaps I should qualify that statement that I 
made awhile ago. I would not say that all dealers were necessarily 
dishonest. There were honest dealers. There were people who had 
honest intentions, but the system was wiong. 

Mr. Heuer. We are not going to try to encompass all the dealers, 
and my question did not intend that we do so; but what I am trying 
to find out is whether or not it can be safely stated that a great 
number of these distributors made statements to prospective pur- 
chasers—these whispers and other things that you discussed— 
without proper investigation as to their truth and without any effort 
on their part to place before buyers the essential facts necessary to 
have a sound appraisal of the securities. 

Mr. McDona.p. In my opinion, the statement you just made is 
very true. 

Mr. Heyer. Would you say that the selling literature during that 
era was found to be often deliberately misleading? 

Mr. McDona.p. The selling literature was practically extinct. 
You may be interested to know that about 6 months ago a house 
that carries on a quotation service in New York sent me—and I 
think I can bring them over to this committee, if they are interested 
in seeing them—a bookfull of old financial circulars that were used 
in 1923 to 1929, and they are really laughable. They are something 
to look at. They just said nothing. Would you like to see them? 

Mr. Heuer. We would like to see them. Do you have them with 
you? 

Mr. McDona.p. No; but we will bring them over. 

Mr. Heuer. Now, you talked about the margin situation during 
the period prior to 1933. Was it also a fact then that the excess 
reserves of banks and the accumulated funds of corporations beyond 
their immediate needs were made available to those who wanted to 
buy stocks? 

Mr. McDona.p. Oh, yes. You see, the broker-dealer at that 
time—— 

Mr. Heuer. I am referring to the brokers’ loan. 

Mr. McDona.p. I am going to come to that. The more margin 
business a broker-dealer could get and bring to the shop, the more 
money he could make. He would charge the customer who was 
buying on margin anywhere from 4% to 6% percent, depending upon 
how. good a customer he was. He would borrow from the bank from 
1 to 3 percent under that, thereby making a nice profit on his debit 
balances. Consequently, houses that had large balances, or that 
were carrying large balances for customers, would make as much 
money on the interest as they would on their exchange business in a 
great many instances. Consequently, that encouraged margin trading. 

Mr. Heuuer. In other words, money therefore flowed so freely 
that the corporate industry could not resist the temptation to issue 
securities beyond the immediate needs for cash? 

Mr. McDonavp. Mr. Chairman, that perhaps of itself was not 
the principal difficulty at that time. The great difficulty at that 
time was that you could buy a piece of property and draw a set of 
plans, or have a set of plans drawn, and issue real-estate bonds and 
sell bonds to the public—6-percent or 7-percent real-estate bonds— 
in excess of the total cost of the land, buildings, and all. Conse- 
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quently, the first securities that really went sour were real-estate 
securities. That preceded just a little bit the stock-market fall. 

Now, you know what call money was bringing at the time, and you 
know how some of these stocks were selling 40 or 50 times their 
earnings and how some of the bank stocks were selling on a fictitious 
basis. So, there was only one eventual outcome to the thing. In 
other words, the basis upon which securities were issued was so slip- 
shod; the methods employed were so high-handed and so high- 
pressured, and the market was moving up all the while; and, of course, 
what they called the clerks were coming in the market. I do not 
mean that as a facetious reference, but people with small amounts of 
money were coming in; the white-collar people were putting their 
savings in the market expecting to make big profits, and for awhile 
they did. Then came the day of reckoning. 

Mr. Hetter. In other words, a large proportion of our population 
was daily gambling in securities with borrowed funds? 

Mr. McDona.p. That is correct. 

Mr. Heuer. The same conditions, of course, obtained with respect 
to bonds which were floated? 

Mr. McDonatp. Definitely. There again I must say there were 
good securities even at that time. There were good bonds. They 
were not all that way. Because, as I said, out of $50 billion, the study 
found $25 billion to be worthless, and that is a pretty fair indication 
of the situation as it existed at that time. 

Mr. He.uer. As a result of that condition, it became evident that 
at some time policing of the markets would be necessary. 

Mr. McDonatp. Would you want me to touch for a moment on 
the State situation? 

Mr. Hewtier. With respect to the blue-sky laws? 

Mr. McDowna.p. Yes. 

Mr. Heiter. We would appreciate that. 

Mr. McDownavp. Prior to 1929 there were not a great many States 
that had blue-sky commissions—and I mean security commissions as 
such. There are some States today that do not yet have security 
commissions. However, I am talking now about Michigan, my home 
State. They had a securities commission at the time, but the law 
at that time did not have any teeth in it; not the teeth that it has 
today. 

Mr. GraNAnAN. Prior to the enactment of the act? 

Mr. McDonavp. That is right. You see, security issues trans- 
cended State lines. In other words, the origination of practically 
all the big issues was in New York, and they were sold throughout 
the country through the use of the mails in interstate commerce; 
also, over the telephone. 

You could have a business set up in Toledo, Ohio, that sold into 
Michigan by use of the mails, and that concern would never go into 
Michigan. You could defeat the purpose; so, it was necessary to 
have a Federal law which handled the entire situation between the 
States. 

Quite frankly, the Securities and Exchange Commission today 
makes one of its prime objectives cooperating with State commis- 
sions. If a State can handle a proposition, we would much rather 
that they handle it, and some States do a very good job. But it 
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was evident that States could not effectively police interstate trans- 
actions, and that is why the Federal regulations were so necessary. 

Mr. Hever. And there are now blue-sky laws in the various 
States. I think every State but one has them; is that correct? 

Mr. McDonaxp. I do not know. 

Mr. Hixi. They do not all have commissions. New York, for 
example, has an antifraud bureau in the attorney general’s office. 
Practices vary. Practically all the States do have some kind of 
legislation. 

Mr. Heuer. That is what I mean. 

Mr. McDona.p. I think there is more than one State that does not 
have them exactly as such. The State of New York, in its fraud act, 
accomplishes somewhat the same objective. 

Mr. Huuusr. At any rate, these acts all complement the Securities 
Act in its aim to protect the public and investors; is that correct? 

Mr. McDona.p. That is true. 

Mr. Hetuer. The Securities Act of 1933, as you understand it, Mr. 
Commissioner, is not what is known as a regulatory form of statute. 
Is that correct? 

Mr. McDona.p. Not in itself; it is not. 

Mr. Heiter. What do you understand that act to be? 

Mr. McDonatp. Well, the cardinal principle underlying the 1933 
act—and I think quite fortunately so—is the matter of disclosure. 
An issuer—that is, a company that wants to go to market—is re- 
quired to file with the Securities and Exchange Commission a regis- 
tration statement, and that registration statement is a very import- 
ant document. It inquires into a lot of history and so forth which 
itself may not be too important at all times, but it points up the prin- 
cipal business, the ‘cand af the business; it points up all the import- 
ant points of the business, and then it gets to the financials, which, for 
our purpose, are really the guts of the business. Those financials are 
always certified to by a reputable certifying agency, such as a c. p. a. 
or a recognized auditing firm. Everything is certified. There is 
nothing left to guess about. The registration statement is processed 
by a group, and this group goes over it in detail. If there is some- 
thing found lacking, or if there is something that looks as though the 
whole truth has not been toid, they send to the issuing company, or 
the attorneys representing them, what is called a deficiency letter, 
asking them to clear up the deficiency. We have some very smart 
statisticians, accountants, and attorneys. 

Mr. Heuizr. May I interrupt at this point, Mr. Chairman, to ask 
if we can just hold the discussion of this registration statement in 
abeyance until we get some more information about the statute and 
how you view it? 

Mr. McDona.p. All right. 

Mr. Hetuer. You said that the statute is known as a disclosure 
statute. Is that correct? 

Mr. McDonauxp. Principally so; that is true. 

Mr. Hetier. Does the Commission have any power under this 
statute to pass upon the merits of security issues? 

Mr. McDona.p. None whatsoever. 

Mr. Heuer. In other words, all that is required is that full dis- 
closure be made in a registration statement; is that correct, sir? 








16 STUDY OF SECURITIES AND EXCHANGE COMMISSION 


Mr. McDona.p. That is true. 

Mr. Heutier. And the Commission, of course, is no insurer as to 
the soundness of the security? ' 

Mr. McDonanxp. No, sir. 

Mr. Hetuer. Could you, in discussing this proposition of dis- 
closure, tell us briefly what the main requirements are? 

Mr. McDonatp. In disclosure? 

Mr. Heuer. Yes. 

Mr. McDona.p. The word is rather inclusive in itself. As I said 
a moment ago, you have the history, the business, the trend, the 
financials, the result of past years of operation, the amount earned 
after taxes and. the amount earned per share. The stock may be a 
listed stock, or if it is a new stock it might have an over-the-counter 
price, but everything that would be of interest in helping the un- 
sophisticated investor, or any investor, appraise the value of the 
stock, we attempt to get in this registration statement and in the 
prospectus. 

Mr. Heuer. It reaches into the very roots of the accounting 
theory and practice; is that correct? 

Mr. McDona.p. That is true. 

Mr. He tter. It reaches, in fact, to every consideration which is 
germane to the valuation of the security. 

Now, the information the Commission requires is set forth in a 
questionnaire known as Form S-1; is that right? 

Mr. McDonatp. That is right. 

Mr. Heiser. Was it intended, Mr. Chairman, that this Form S-1 
should contain all the inquiries necessary to afford full disclosure? 

Mr. McDona.p. That will catch a great percentage of the cases. 
Now there may be a case of some exceptional business that will come 
along where the staff might feel that they should have additional 
information, and they will make inquiry. 

Mr. Heuer. In other words, this form does not apply to every 
issue; is that correct? 

Mr. McDonatp. Yes, it does; every new issue when they are 
ee 

r. Heiter. But the circumstances of the new issue, a very new 
issue, are always looked into, and if other information is required a 
supplemental statement is required of the issuer? 

r. McDona tp. Is required of the issuer. 

Mr. Heuer. At what point is such demand made of the Com- 
au Is. it- made, for.instamce,.after Form S-1 has been sub- 
mitted? 

Mr. McDonatp. You mean when does the Commission see the 
registration statement? 

Mr. Hetuer. No. When does the Commission say that other 
information not in Form S—1 should be required? 

Mr. McDona.p. Well, that is an interesting point. The Com- 
mission ordinarily does not say that. That is a staff matter. If it is 
an inquiry on the part of the staff and if they are in doubt, and it is a 
novel thing, a new thing, they will come to the Commission with it, 
but only in rare cases is that true. The staff processes those and the 
Commission never sees an S-1, or the registration statement itself. 
They see the prospectus which is the result. 
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‘Mr. Heuer. A result of the registration statement? 

Mr. McDonatp. That is right. 

Mr. Heiter. Would it be fair to say, then, in rare cases you re- 
uire additional information to the information that is reauired in 
orm S-1? 

Mr. McDonavp. That is right. For example, you might have a 
request for a confidential treatment of a contract. If it is a request 
for confidential treatment it will come to the Commission. 

Mr. Heuer. Mr. Commissioner, would you look at this Form S-1 
and tell me whether this is the form used by the Commission in the 
application of registration statements? 

r. McDona.p. Yes; this is in force. This is the revised form 
that we are using now, the new form—November 1, 1951. 

Mr. Heuer. That, form will be made a part of the record at this 
point. 

(The Form S-1 referred to follows:) 


[As Revised November 1, 1951] 
SecuRITIEs AND ExcHance Commission, WASHINGTON 25, D. C. 
FORM S-1 


REGISTRATION STATEMENT UNDER THE SeEcurITIES Act or 1933 


(Name and address of agent for service) 
Approximate date of proposed public offering —-__----_--_- igh SES SO 


Calculation of registration fee 





Title of each class of securities being registered being offering aeuregs 
. offering 
price 

















GENERAL INSTRUCTIONS 


A. Rule as to Use.of Form S-1 

Form S-1 shall be used for registration under the Securities Act of 1933 of 
securities of all issuers for which no other form is authorized or prescribed, except 
that this form shall not be used for securities of foreign governments or political 
subdivisions thereof. 
B. Application of General Rules and Regulations 

Attention is directed to the General Rules and Regulations under the Act, 
particularly those comprising Regulation C. That regulation contains general 
requirements regarding the ee agers and filing of the registration statement. 
The detinitions peer le in 405 should be especially noted. 


C. Documents Comprising Registration Statement 
The registration statement shall consist of the facing sheet of the form, the pro- 
— containing the information specified in Part I, the information called for by 
art II, the undertaking to file reports, the required signatures, consents of 
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experts, financial statements and exhibits and any other information or docu- 
ments which are required or which the registrant may file as a part of the registra- 
tion statement. 


D. Form and Content of Prospectus 

(a) The purpose of the prospectus is to inform investors. Hence, the informa- 
tion set forth in the prospectus should be presented in clear, concise, understanda- 
ble fashion. Avoid unnecessary and irrelevant details, repetition or the use of 
unnecessary technical language. 

(b) The prospectus shall contain the information called for by all of the toms 
of Part I of the form, except that no reference need be made to inapplicable items, 
and negative answers to any item may be omitted. The prospectus shall also 
inelude all required financial statements except those specified in paragraphs (c) 
and (d). None of the other information or documents filed as a part of the regis- 
tration statement need be included in the prospectus. 

(c) All schedules to balance sheets and profit and loss statements may be 
omitted from the prospectus except (1) those prepared in accordance with Rules 
12-16, and 12-32 of Regulation S—X which are applicable to balance sheets and 
profit and loss statements included in the prospectus, and (2) those prepared in 
accordance with Rule 12-27 of Regulation ex which are applicable to a 
company’s latest balance sheet included in the prospectus. 

(d) If the profit and loss and earned surplus statements required are included in 
their entirety in the summary of earnings required by Item 6, they need not be 
otherwise included in the prospectus or elsewhere in the registration statement. 

(e) Unless clearly indicated otherwise, information set forth in any part of the 
prospectus need not be duplicated elsewhere in the prospectus. Where it isdeemed 
necessary or desirable to call attention to such information in more than one part 
of the prospectus, this may be accomplished by appropriate cross references. 
In lieu of restating information in the form of notes to the financial statements, 
reyes pr lage be made to other parts of the prospectus where such information 
is set forth. 


E. Foreign Subsidiaries 

Information with respect to any foreign subsidiary which is required by any 
item or other requirement of this form may be omitted to the extent that the 
required disclosure would be detrimental to the registrant, provided a statement is 
made that such information has been omitted. Where the names of foreign 
subsidiaries are omitted pursuant to this instruction, the number of subsidiaries 
whose names are omitted shall be stated. The Commission may, in its discretion, 
call for justification that the required disclosure would be detrimental. 


F. Exchange Offers 

If any of the securities being registered are to be offered in exchange for securities 
of any other issuer, the prospectus shall also include the information which would 
be required by Items 6 to 15, inclusive, if the securities of such issuer were being 
registered on this form. 


G. Preparation of Part II 

(a) Part II of the registration statement shall contain the numbers and captions 
of the items in part ITI of the form, but the text of the items may be omitted pro- 
vided the answers are so prepared as to indicate to. the reader the coverage of the 
items without the necessity of referring to the text of the items or the instructions 
thereto. 

(b) If the information required by Item 28, 29, 30, 31, 32 or 33 has been given 
in a registration statement, application for registration or annual report filed 
with the Commission pursuant to any act administered by the Commission and 
no additional information is needed to make the information previously filed 
accurate, complete and.up to date, the required information may be incorporated 
by a specific reference to the page or pages of the previous filing which contains 
such information. 

Nore.—It will facilitate examination of the registration statement if several 
copies of it are furnished in addition to those required by Rule 402. Such addi- 
tional copies need not be accompanied by any exhibits other than indentures 
pertaining to long-term debt being registered and copies of the underwriting 
contracts and other documents called for by Instruction 1 of the Instructions as 
to Exhibits. 
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Part I. INFORMATION REQUIRED IN PROSPECTUS 


Item 1. Distribution Spread 

The information called for by the following table shall be given, in substantially 
the tabular form indicated, on the first page of the prospectus as to all securities 
being registered which are to be offered for cash (estimate, if necessary). 





Price to ing discounts | : 
public | and commis- | Tegwtrant or 
sions 


| Underwrit- | Proceeds to 
| other persons 








Instructions.—1. The term “commissions” has the meaning given in paragraph 
(17) of Schedule A of the Act. Only commissions paid by the registrant or selling 
security holders are to be included in the table. Commissions paid by other per- 
sons shall be set forth following the table with a reference thereto in the second 
column of the table. Any finder’s fees or similar payments shall be appropriately 
disclosed. 

2. If it is impracticable to state the price to the public, the method by which 
it is to be determined shall be explained. In addition, if the securities are to be 
offered at the market, indicate the market involved and the market price as of the 
latest practicable date. 

3. If any of the securities being registered are to be offered for the account of 
security holders, refer on the first page of the prospectus to the information called 
for by Instruction 3 to Item 8. 


Item 2. Plan of Distribution 

(a) If the securities being registered are to be offered through underwriters, 
give the names of the managing underwriters, their relationship, if any, to the 
registrant and state briefly the nature of the underwriters’ obligation to take the 
securities. 

Instruction.—All that is required as to the nature of the underwriters’ obliga- 
tion is whether it is a “firm commitment”’ under which the underwriters must take 
and pay for all of the securities if any are taken, or whether it is merely an agency 
or “‘best efforts’ arrangement under which the underwriters are required to take 
and pay for only such securities as they may sell to the public. In the case of a 
firm commitment, “market outs’’ and other conditions precedent to the under- 
writers’ taking the securities need not be described. 

(b) Outline briefly the plan of distribution of any securities being registered 
which are to be offered otherwise than through underwriters. 


Item 8. Use of Proceeds to Registrant 


State the principal purposes for which the net proceeds to the registrant from the 
securities to be offered are intended to be used, and the approximate amount 
intended to be used for each such purpose. 

Instructions.—1. Details of proposed expenditures are not to be given; for ex- 
ample, there need be furnished only a brief outline of any program of construction 
on or addition of equipment. 

2. Include a statement as to the use of the actual proceeds if they are not suffi- 
cient to accomplish the purposes set forth and the order of priority in which they 
will be applied. However, such statement need not be made if the underwriting 
arrangements are such that, if any securities are sold to the public, the actual pro- 
ceeds of the issue cannot be substantially less than the estimated aggregate pro- 
ceeds to the registrant as shown under Item 1. 

3. If any material amounts of other funds are to be used in conjunction with 
the proceeds, state the amounts and sources of such other funds. If any material 
part of the proceeds is to be used to discharge a private loan, the item is to be 
answered as to the use of the proceeds of the loan if the loan was made within one 
year; otherwise, it will suffice to state that the proceeds are to be used to discharge 
the indebtedness created by the loan. 

4. If any material amount of the proceeds is to be used to acquire assets, 
otherwise than in the ordinary course of business, briefly describe the assets 
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and give the names of the persons from whom they are to be acquired. State the 
cost of the assets to the registrant and the principle followed in determining such 
cost. 


Item 4. Sales Otherwise than for Cash 

If any of the securities being registered are to be offered otherwise than for 
cash, state briefly the general purposes of the distribution, the basis upon which 
the securities are to be offered, the amount of compensation and other expenses 
of distribution, and by whom they are to be borne. 

Instruction.—If the distribution is to be made pursuant to a plan of acquisition, 
reorganization, readjustment or succession, describe briefly the general effect of 
the plan and state when it became or is to become operative. As to any material 
amount of assets to be acquired under the plan, furnish information corresponding 
to that required by Instruction 4 to Item 3. 


Item 5. Capital Securities 

Furnish the information called for by the following table, in substantially the 
tabular form indicated, as to each class of securities of the registrant and each 
class of securities, other than those owned by the registrant or its totally-held 
subsidiaries, of all subsidiaries whose financial statements are filed with the regis- 
tration statement on either a consolidated or individual basis: 





Amount Amount to 


Apemtt omens pacar - 
authori as of a 
Title of class or to be securities 

















Instruction.—Securities held by or for the account of the issuer thereof are 
not to be included in the amount outstanding, but the amount so held shall be 
stated in a note to the table. Also set forth in a note to the table a cross reference 
to the note in the financial statements containing information concerning the 
extent of obligations under leases on real property. 


Item 6. Summary of Earnings 

Furnish in comparative columnar form a summary of earnings for each of at 
least the last five fiscal years of the registrant (or for the life of the registrant and 
its immediate predecessors, if less) and for any period subsequent to the latest 
of such fiscal years for which profit and loss statements are required. 

Insiructions.—1. The summary shall cover a representative period and, sub- 
ject to appropriate deviation to correspond to significant characteristics of the 
registrant, the following items shall be included: net sales or operating revenues; 
cost of goods sold or operating expenses (or gross profit) ; interest charges; income 
taxes; net income; special items; net income pa special items. The summary 
shall reflect the retroactive adjustment of any material items affecting the com- 
parability of the results. See paragraph (d) of General Instruction D. 

2. Appropriate footnotes to the summary, including references to other parts 
of the prospectus, shall be furnished whenever necessary to reflect information or 
explanations of material significance to investors in appraising the results shown. 

3. If common stock is being registered, the summary shall be prepared to 
present earnings applicable to common stock. Earnings per share and dividends 
declared for each year of the summary shall also be included when appropriate. 


Item 7. Organization of Registrant 

State the year in which the registrant was organized, its form of organization 
(such as “‘A corporation,” ‘‘An unincorporated association” or other appropriate 
statement) and the name of the State or other jurisdiction under the laws of 
which it was organized. 
Item 8. Parents of Registrant 

List all parents of the registrant and, as to each such parent, indicate (1) the 
State or other jurisdiction under the laws of which it was organized and (2) the 
percentage of voting securities owned, or other basis of control by its immediate 
parent, if any. : : 

Instructions.—1. Include the registrant and show the percentage of its voting 
securities owned, or other basis ef control by its immediate parent. 
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2. If the securities being registered are to be issued in connection with or 
pursuant to a plan of en reorganization, readjustment or succession, 
indicate, so far as practicable, the status to exist upon consummation of the plan. 

3. If any of the securities being registered are to be offered for the account of 
security holders, name each such security holder and state the amount of securi- 
ties owned by him and the amount to be offered for his account. 


Item 9. Description of Business 

(a) Briefly describe the business done and intended to be done by the registrant 
and its subsidiaries and the general development of such business during the past 
five years. If the business consists of the production or distribution of different 
kinds of products or the rendering of different kinds of services, indicate, insofar 
as practicable, the relative importance of each product or service or class of 
similar products or services which contributed 15% or more to the gross volume 
of business done during the last fiscal year. 

Instructions.—The description shall not relate to the powers and objects speci- 
fied in the charter, but to the actual business done and intended to be done. 
Include the business of subsidiaries of the registrant only insofar as is necessary 
to understand the character and development of the business conducted by the 
total enterprise. 

2. In describing developments, information shall be given as to matters such 
as the following: The nature and results of any bankruptcy, receivership or 
similar proceedings with a to the registrant or any of its significant sub- 
sidiaries; the nature and results of any other materially important reorganization, 
readjustment or succession of the registrant or any of its significant subsidiaries; 
the acquisition of any material amount of assets otherwise than in the ordinary 
course of business; any materially important changes in the types of products 
produced or services rendered by the istrant and its subsidiaries; and any 
materially important changes in the mode of conducting the business, such as 
fundamental changes in the methods of distribution. 

(b) Indicate briefly, to the extent material, the general comparative conditions 
in the industry in which the —— and its subsidiaries are engaged or intend 
to engage, and the position of enterprise in the industry. If several products 
or services are involved, separate consideration should be given to the principal 
products or services or classes of products or services. 


Item 10. Description of Property 

State briefly the location and general character of the principal plants, mines 
and other materially important physical properties of the registrant and its sub- 
sidiaries. If any such property is not held in fee or is held subject to any major 
encumbrance, so state and briefly describe how held. 

Instruction.—The description should be limited to information essential to an 
investor’s appraisal of the securities being registered. In the case of a manu- 
facturing enterprise, for example, the answer should be limited to such over all 
statements as will reasonably inform investors as to the suitability, adequacy and 
productive capacity of the facilities used in the enterprise. In the case of an ex- 
tractive enterprise, appropriate information should be given as to production and 
reserves. Detailed descriptions of the physical characteristics of individual prop- 
erties or legal descriptions by metes and bounds are not required and should not 
be given. 

Item 11. Organization Within 5 Years 

If the registrant was organized within the past 5 years otherwise than as the suc- 
cessor to one or more predecessors, furnish the following information: 

(a) State the names of the promoters, the nature and amount of anything of 
value (including money, property, contracts, options or rights of any kind) re- 
ceived or to be received by each promoter directly or indirectly from the regis- 
trant, and the nature and amount of any assets, services or other consideration 
therefor received or to be received by the registrant. The term ‘promoter’ is 
defined in Rule 405. 

(b) As to any assets acquired or to be acquired by the registrant from a pro- 
moter, state the amount at which acquired or to be acquired and the principle 
followed or to be followed in determining the amount. Identify the persons mak- 
ing the determination and state their relationship, if any, with the registrant or 
any promoter. If the assets were acquired by the promoter within two years 
prior to their transfer to the registrant, state the cost thereof to the promoter. 


Item 12. Pending Legal Proceedings 


Briefly describe any material pending legal proceedings, other than ordinary 
routine litigation incidental to the business, to which the registrant or any of its 
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subsidiaries is a party or of which any of their property is the subject. Inelude 
the name of the court in which the proceedings are pending, the date instituted and 
the principal parties thereto. Include similar information as to any such pro- 
ceedings known to be contemplated by governmental authorities. 

Instructions.—1. If the business ordinarily results in actions for negligence or 
other claims, no such action or claim need be described unless it departs from the 
normal kind of such actions. 

2. No information need be given with respect to any proceeding which involves 
primarily a claim for damages if the amount involved, exclusive of interest and 
costs, does not exceed 15 percent of the current assets of the registrant and its 
subsidiaries on a consolidated basis. However, if any proceeding presents in 
large degree the same issues as other proceedings pending or known to be con- 
templated, the amount involved in such other proceedings shall be included in 
computing such percentage. 

3. Notwithstanding Instructions 1 and 2, any bankruptey, receivership, or 
similar proceeding with respect to the registrant or any of its significant subsidi- 
aries shall be described. Any proceeding in which any of the following persons 
has an interest adverse to the registrant or its subsidiaries shall also be described: 
any director, officer or affiliate of the registrant, any security holder named in 
answer to 20 (a) or any person having a material relationship with any such 
director, officer or security holder. 


Item 13. Capital Stock Reing Registered 

If capital stock is being registered, state the title of the class and furnish the 
following information: 

(a) Outline briefly (1) dividend rights; (2) voting rights; (3) liquidation rights; 
(4) pre-emptive rights; (5) conversion rights; (6) redemption provisions; (7) sink- 
ing fund provisions; and (8) liability to further calls or to assessment by the 
registrant. 

(b) If the rights of holders of such stock may be modified otherwise than by a 
vote of a majority or more of the shares outstanding, voting as a class, so state and 
explain briefly. 

(ec) Outline briefly any restriction on the repurchase or redemption of shares by 
the registrant while there is any arrearage in the payment of dividends or sinking 
fund installments. If there is no such restriction, so state. 

Instructions—1. Only a brief summary of the pertinent provisions from an 
investment standpoint is required. A complete legal description of the provisions 
referred to is not required and should not be given. Do not set forth the pro- 
visions of the governing instruments verbatim; only a succinct résumé is required. 

2. If the rights evidenced by the securities being registered are materially lim- 
ited or qualified by the rights of any other class of securities, include such informa- 
tion regarding such other securities as will enable investors to understand the 
rights evidenced by securities being registered. If any securities being registered 
are to be offered in exchange for other securities, an appropriate description of 
such other securities shall be given. No information need be given, however, as 
to any class of securities all of which will be redeemed and retired, provided appro- 
priate steps to assure such redemption and retirement will be taken prior to or 
upon delivery by the registrant of the securities being registered. 


Item 14. Long-Term Debt Reing Registered 

If long-term debt is being registered, state the title of the issue and outline such 
of the foltowing’provisions as are relevant: 

(a) Provisions with respect to interest, maturity, conversion, redemption, 
amortization, sinking fund or retirement; 

(b) Provisions with respect to the kind and priority of any lien, restricting the 
declaration of dividends or requiring the maintenance of any ratio of assets, the 
creation or maintenance of reserves or the maintenance of properties: 

(c) Provisions permitting or restricting the issuance of additional securities, 
the incurring of additional debt, the release or substitution of assets securing the 
issue, the modification of the terms of the security, and similar provisions. 

Instruction.—Provisions permitting the release of assets upon the deposit of 
equivalent funds, property no longer required in the business, obsolete property 
or property taken by eminent domain, need not be described. 

f%) The name of the trustee and the nature of any material relationship with 
the registrant or any of its affiliates, the pertentage of securities of the class 
necessary to require the trustee to take action, and what indemnification the 
trustee may require before proceeding to enforce the lien. 

Instruction.— The instructions to Item 13 shall also apply to this item. 
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Item 15. Other Securities Being Registered 
If securities other than capital stock or long-term debt are being registered, 
outline briefly the rights evidenced thereby. If subscription warrants or rights 
are being registered, state the title and amount of securities called for, the period 
during which and the prices at which the warrants or rights are exercisable. 
Instruction.— The instructions to Item 13 shall also apply to this item. 


Item 16. Directors and Executive Officers 

List the names of all directors and executive officers of the registrant and all 
persons chosen to become directors of executive officers. Indicate all positions 
and offices with the registrant held by each person named, and the principal 
occupations during the past five years of each executive officer and each person 
chosen to become an executive officer. 

Instructions.—1. If any person chosen to become a director or executive officer 
has not consented to act as such, so state. 

2. For the purpose of this item, the term ‘“‘executive officer’’ means the president, 
vice president, secretary, and treasurer, and any other officer who performs 
policy-making functions for the registrant. 


Item 17. Remuneration of Directors and Officers 

(a) Furnish the information required by the following table as to all remunera- 
tion (exclusive of pension, retirement and similar payments) which the regis- 
trant and its subsidiaries paid to, or set aside or accrued for the benefit of, the 
following persons during the registrant’s last fiscal year for services in all capa- 
cities: 

(1) Each director, and each of the three highest-paid officers, of the registrant 
whose aggregate remuneration exceeded $25,000, naming each such person. 

(2) All directors and officers of the registrant as a group without naming them. 
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Instructions.—1. This item applies to any person who was a director or officer 
of the registrant at any time during the fiscal year. However, remuneration is 
not to be included for any portion of the period during which any such person 
was not a director or officer of the registrant. 

2. Indicate separately remuneration paid during the fiscal year for services 
rendered during the prior year and total accrued deferred remuneration payable 
in the future otherwise than upon retirement. Do not include under this item 
remuneration paid to a partnership in which any director or officer was a partner 
but refer to information with respect thereto disclosed under Item 18 or 21. 

3. If the registrant has not completed a full fiscal year since its organization or 
if it acquired or is to acquire the majority of its assets from a predecessor within 
the current fiscal year, the informations shall be given for the current fiscal year, 
estimating future payments if necessary. To the extent that such remuneration 
is to be computed upon the basis of a percentage of profits, it will suffice to state 
such percentage without estimating the amount of such profits to be paid. 

(b) State the total amount set aside or accrued for the registrant’s last fiscal 
year by the registrant and its subsidiaries pursuant to all pension plans for the 
benefit of each director or officer named in answer to paragraph (a), and the total 
annual benefits estimated to be payable pursuant to all such plans to each such 
person in the event of retirement at normal retirement date. 





(A) (B) (C) 
Estimated an- 
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Instructions.—1. The term “pension plans” includes all pension, retirement or 
other deferred pompenentves plans, contracts or arrangements whether or not set 
forth in any fo document under which payments are to be made upon retire- 
ment after a specified number of years of service. 

2. Include in Column (B) Pe paid for life insurance or retirement an- 
nuities and all amounts paid into any pension fund or trust. However, it is 
unnecessary to include under this column payments made pursuant to any plan 
which has n qualified as non-discriminatory under Section 165 of the Internal 
Revenue Code. 

3. Except as to persons whose retirement benefits have already vested, the 
information called for by Column (C) may be given in a table showing the annual 
benefits payable upon retirement to persons in specified salary classifications. 

(ce) Describe all transactions during the registrant’s last fiscal year or subse- 
quent thereto in which any director or officer of the registrant received remunera- 
tion, directly or indirectly, from the registrant or its subsidiaries in the form of 
securities, options, warrants, rights, or other property, or through the exercise 
or disposition thereof. As to options, warrants or rights nted or extended, 
give (1) the title and amount of securities called for; (2) the prices, expiration 
dates, and other material provisions; (3) the consideration received for the t- 
ing thereof; and (4) the market value of the securities called for on the granting or 
extension date. As to options, warrants or rights exercised, state (1) the title 
and amount of securities purchased; (2) the purchase price; and (3) the market 
value of the securities purchased on the date of purchase. 

Instruction.—Instruction 1 to paragraph (a) shall also apply to this paragraph. 
This paragraph does not apply to warrants or rights issued to security holders, 
as such, on a pro rata basis. 


Item 18. Remuneration of Certain Other Persons 

Furnish the information required by the following table as to each of the persons 
specified below who received from the registrant and its subsidiaries during the 
last fiscal year of the registrant aggregate remuneration in excess of $25,000 for 
services in all capacities. Indicate the nature of the relationship by reason of 
which the remuneration of each such person named is required to be given. 

(a) Each affiliate of the registrant (other than its subsidiaries) ; 

(b) Each voting trustee named in answer to Item 19; 

(ce) Each security holder named in answer to Item 20 (a); and 

(d) Each person (other than the registrant or its subsidiaries) with whom any 
such voting trustee or security holder or any director or officer of the registrant 
had a material relationship. 





Name of person 


Capacities in which services | Aggregate 
were rendered | remuneration 








Item 19. Voting Trusts 

If, to the knowledge of the registrant or any principal underwriter of the securi- 
ties being registered, more than 10 percent of any class of equity securities of the 
registrant are held or to be held subject to any voting trust or other similar - 
ment, state the title of such securities, the amount held or tobe held, and the 
duration of the agreement. Give the names and addresses of the voting trustees 
and outline briefly their voting rights and other powers under the agreement. 


Item 20. Principal Holders of Equity Securities 

Furnish the following information, in substantially the tabular form indicated, 
as to all equity securities of the registrant and all options to purchase such securi- 
ties owned by the following persons as of a specified date within 90 days prior 
to the date of filing: 

(a) Each person who owns of record, or is known by the registrant to own bene- 
fically, more than 10 percent of any class of such securities or options. 

(b) All directors and officers of the registrant, as a group, without naming them. 
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(1) (2) (3) (4) (5) 


























Instructions.—1. Indicate in Column (3) whether the securities are owned 
both of record and beneficially, of record only, or beneficially only, and show 
separately in Columns (4) and (5) the respective amounts and percentages owned 
in each such manner. 

2. The percentages are to be calculated on the basis of the amount of out- 
standing securities or options of the class. In any case where the amount owned 
by directors and officers as a group is less than 1 percent of the class, the percent 
of the class owned by them may be omitted. 

3. If the seeurities are being registered in conneetion with, or pursuant to, a 
plan of acquisition, reorganization, readjustment, or succession, indicate, so far 
as practicable, the status to exist upon consummation of the plan on the basis 
of present holdings and commitments. 


Item 21. Interest of Management and Others in Certain Transactions 


(a) Describe briefly and where practicable state the approximate amount of 
any material interest, direct or indirect, of any of the persons specified below in 
any material transactions during the last three years, or in any material proposed 
transactions, to which the registrant or any of its subsidiaries was or is to be a 


ty: 

Pe Any director or officer of the registrant. 

(2) Any voting trustee named in answer to Item 19. 

(3) Any security holder named in answer to Item 20 (a). 

(4) Any person (other than the registrant or its subsidiaries) with whom any 
of the foregoing persons had a material relationship. 

(5) Any affiliate of the registrant (other than its subsidiaries). 

Instruction.—This item does not apply to the redemption of an entire class of 
securities of the registrant or its subsidiaries outstanding in the hands of the 
general public; a pro rata redemption in part or a redemption by lot of any such 
securities; exchanges of such securities for other securities of the same issuer 
pursuant to an offer made to all holders of the class of securities acquired in 
exchange; the exercise of conversion rights; or the purchase of securities pursuant 
to an invitation for tenders extended to all holders of the class. 

(b) As to any such transaction involving the purchase or sale of assets by or 
to the registrant or any of its subsidiaries, otherwise than in the ordinary course 
of business, state the cost of the assets to the purchaser and the cost thereof to 
the seller if acquired by the seller within two years prior to the transaction. 

Instruction.—No acquisition of assets, directly or indirectly, from a director or 
officer, shall be deemed made in the ordinary course of business if made upon a 
basis or at a price materially less favorable than the registrant could acquire 
similar assets from other sources. 


Part II. InrormMAaTION Not ReEequIREeD IN PROSPECTUS 


Item 22. Principal Underwriters 

Give the name and address of each principal underwriter of the securities being 
registered and state the respective amount underwritten. ‘Identify each such 
underwriter having a material relationship with the registrant and state the 
nature of the relationship. 


Item 23. Marketing Arrangements 


Briefly describe any arrangement known to the registrant or to any person 
named in answer to Item 20 (a) or 22 made for any of the following purposes: 

(a) To limit or restrict the sale of other securities of the same class as those 
to be offered for the period of distribution. 

(b) To stabilize the market for any of the securities to be offered. 

(c) For withholding commissions, or otherwise to hold each underwriter or 
dealer responsible for the distribution of his participation. 
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Item 24. Discounts and Commissions to Dealers 

State briefly the discounts and commissions to be allowed or paid to dealers, 
ineluding all cash, securities, contracts, or other consideration to be reeeived by 
any dealer in connection with the sale of the securities. 

Instruction.—If any dealers are to act in the capacity of subunderwriters and 
are to be allowed or paid any additional discounts or commissions for acting in 
such capacity, a general statement to that effect will suffice without giving the 
additional amount to be so paid. 


Item 25. Other Expenses of Issuance and Distribution 

Furnish a reasonably itemized statement of all expenses in connection with the 
issuance and distribution of the securities being registered, other than underwriting 
discounts and commissions. If any of the securities being registered are to be 
offered for the account of security holders, indicate the portion of such expenses 
to be borne by such security holders. 

Instruction.—Insofar as practicable, registration fees; Federal taxes; State 
taxes and fees; trustees’ and transfer agents’ fees; cost of printing and engraving; 
and legal, accounting, and engineering fees shall be separately itemized. The 
information may be given as subject to future contingencies. If the amounts of 
any items are not known, estimates designated as such shall be given. 


Item 26. Relationship with Regisirant of Experts Named in Statement 

If any expert named in the registration statement as having prepared or 
certified any part thereof was employed for such purpose on @ contingent basis 
or, at the time of such preparation or certification or at any time thereafter, 
had a substantial interest in the registrant or any affiliate or was connected with 
the registrant or any affiliate as a promoter, underwriter, voting trustee, director, 
officer, employee or affiliate, furnish a brief statement of the nature of such 
contingent basis, interest, or connection. . 
Instruction.—Attention is directed to paragraph (b) of Rule 2—01 of Regulation 
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Item 27. Sales to Special Parties 

Name each person or specify each class of persons (other than underwriters or 
dealers, as such) to whom any securities have been sold within the past six 
months, or are to be sold, by the registrant, any underwriter or any selling security 
holder, at a price varying from that at which securities of the same class are to 
be offered to the general public pursuant to this registration. State the considera- 
tion given or to be given by each such person or class. 


Item 28. Recent Sales of Unregistered Securities 

Furnish the following information as to all securities of the registrant sold by 
the registrant or any underwriter within the past three years which were not 
registered under the Securities Act of 1933. Include sales of reacquired securities 
as well as new issues; securities issued in exchange for a obs bi services, or other 
securities; and new securities resulting from the modification of outstanding 
securities, 

(a) Give the date of sale and the title and amount of securities sold. 

(b) As to any securities sold privately, give the names of the persons to whom 
sold. As to any securities sold publicly, give the names of the principal under- 
writers, if any. 

(c) As to securities sold for cash, state the aggregate offering price and the 
aggregate underwriting discounts or commissions, As to any securities sold 
otherwise than for cash, state the nature of the transaction and the nature and 
aggregate amount of consideration received by the registrant. 

(d) Indicate the section of the Act or the rule of the Commission under which 
exemption from registration was claimed and state briefly the facts relied upon 
to make the exemption available. 


Item 29. Subsidiaries of Registrant 

Furnish a list or diagram of all subsidiaries of the registrant, and as to each 
such subsidiary indicate (1) the State or other jurisdiction under the laws of 
which it was organized, and (2) the percentage of voting securities owned or other 
basis of control, by its immediate parent. Designate (i) subsidiaries for which 
separate financial statements are filed; (ii) subsidiaries included in consolidated 
financial statements; (iii) subsidiaries included in group financial statements filed 
for unconsolidated subsidiaries; and (iv) subsidiaries for which no financial 
pi are filed, indicating briefly why statements of such subsidiaries are 
not filed. 








Se 
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Instructions.—1. Include the registrant and show clearly the relationship of 
each person named to the registrant and to the other persons named. The names 
of particular subsidiaries may be omitted if the unnamed subsidiaries considered 
in the aggregate as a single subsidiary would not constitute a significant subsidiary. 

2. If the securities being registered are to be issued in connection with, or 

ursuant to, a plan of acquisition, reorganization, readjustment or succession, 
indicate insofar as practicable the status to exist upon consummation of the plan. 


Item 30. Franchises and Concessions 

State briefly the general effect of all material franchises and concessions held 
by the registrant and its subsidiaries. 

Ins'ruc‘ion.—As used in this item, the term ‘‘franchise’’ means a special privilege 
granted by governmental authority to use public property for business purposes, 
such as the use of the streets by a public utility company, or the maintenance of 
a business establishment upon the public domain, and the term “concession” 
means a grant by governmental authority of the right to engage in the exploitation 
of natural resources. 


Tiem 31. Bonus and Profit-Sharing Plans for Management 

Describe briefly every material bonus or profit-sharing plan provided by the 
registrant or its subsidiaries in which directors or officers of the registrant are 
eligible to participate, and state the basis of their participation therein and the 
basis and extent to which employees may participate therein. State for the 
registrant's last fiscal year the total amount paid or set aside by the registrant 
and its subsidiaries pursuant to each such plan and indicate the amount allocated 
to directors and officers and the amount allocated to employees. 

Irs ruc'ion.—The term “bonus or profit-sharing plan’ includes all bonus or 
profit-sharing plans, contracts, or arrangements whether or not set forth in any 
formal document. 


Tiem 82. Indemnification of Directors and Officers 

State the general effect of any contract, arrangement, or statute under which 
any director or officer of the registrant is insured or indemnified in any manner 
against any liability which he may incur in his capacity as such. 
Item 33. Trea'ment of Proceeds from Stock Being Registered 

If capital stock is being registered hereunder and any portion of the considera- 
tion to be received by the registrant for such stock is to be credited to an account 
other than the appropriate capital stock account, state to what other account 
such portion is to be credited and the estimated amount per share. 


Item 34. Financial Statements and Exhibits 
List all financial statements and exhjbits filed as a part of the registration state~ 
ment. 
(a) Financial statements, indicating those included in the prospectus, 
(b) Exhibits. 
UNDERTAKING To Fite Reports 


Subject to the terms and conditions of Section 15 (d) of the Securities Exchange 
Act of 1934, the undersigned registrant hereby undertakes to file with the Securi- 
ties and Exchange Commission such supplementary and periodic information, 
documents, and reports as may be prescribed by any rule or regulation of the 
Commission heretofore or hereafter duly adopted pursuant to authority conferred 
in that section. 

SIGNATURES 


Pursuant to the requirements of the Securities Act of 1933, the registrant has 
duly caused this registration statement to be signed on its behalf by the under- 
signed, thereunto duly authorized, in the City of -.....-.------------ , and 
SIE ies hin ty apin tthe oveinens A TE cla EE ona ten wo , 19... 


(Signature and Title) 


Pursuant to the requirements of the Securities Act of 1933, this registration 
statement has been signed below by the following persons in the capacities and 
on the dates indicated. 


(Signature) (Title) (Date) 
23578—52—pt. 1——-3 
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_ Instructions.—1. The registration statement shall be signed by the registrant, 
its principal executive officer or officers, its principal financial officer, its controller 
or principal accounting offieer and by at least the majority of the board of directors 
or persons performing similar fuctions. If the registrant is a foreign person, the 
registration statement shall also be signed by its authorized representative in the 
United States. 

2. The name of each person who signs the registration statement shall be typed 
or printed beneath his signature. Any person who occupies more than one of the 
specified positions shall indicate each capacity in which he signs the registration 


statement. 
INSTRUCTIONS AS TO FINANCIAL STATEMENTS 


These instructions specify the balance sheets and profit and loss statements 
— to be filed as a part of a registration statement on this form. Regulation 
S-X governs the certification, form and content of the balance sheets and profit 
and loss statements required, including the basis of consolidation, and prescribes 
the statements of surplus and the schedules to be filed in support thereof. Instruc- 
tion D of the General Instructions above specifies the schedules which may be 
omitted from the prospectus. 


A. THE RECISTRANT 


1. Balance Sheets of the Registrant 

(a) The registrant shall file a balance sheet as of a date within 90 days prior 
to the date of filing the registration statement. This balance sheet need not be 
certified. If all of the following conditions exist, this balance sheet may, however, 
be as of a date within six months prior to the date of filing. 

(1) The registrant files annual and other reports pursuant to Section 13 or 
15 (d) of the Securities Exchange Act of 1934; 

(2) The total assets of the registrant and its subsidiaries, as shown by the 
latest consolidated halance sheet filed, less any valuation or qualifying 
reserves, amount to $5,000,000 or more, exclusive of intangibles; and 

(3) No long-term debt of the registrant is in default as to principal, interest 
or sinking fund provisions. 

(b) If the balance sheet required by paragraph (a) is not certified, there shall 
be filed in addition a certified balance sheet as of a date within one year unless the 
fiscal year of the registrant has ended within 90 days prior to the date of filing, in 
which case the certified balance sheet may be as of the end of the preceding fiscal 
year. 


2. Profit and Loss Statements of the Registrant 

The registrant shall file a profit and loss statement for each of the three fiscal 
years preceding the date of the latest balamce sheet filed, and for the period, if any, 
between, if any, between the close of the latest of such fiscal years and the date of 
the latest balance sheet filed. These statements shall be certified up to the date 
of the latest certified balance sheet filed. 


8. Omission of Registrant's Statements in Certain Cases 

Notwithstanding Instructions 1 and 2, the individual financial statements of 
the registrant may be omitted if (1) consolidated statements of the registrant and 
one or more of its subsidiaries are filed, (2) the conditions specified in either of the 
following paragraphs are met, and (3) the Commission is advised as to the reasons 
for such omission. 

(a) The registrant is primarily an operating company and all subsidiaries 
included in the consolidated financial statements filed are totally held subsidiaries; 


r 

(b) The registrant’s total assets, exclusive of investments in and advances to 
the consolidated subsidiaries, corstitute 85% or more of the total assets shown 
by the comsolidated balance sheets filed and the registrant’s total gross revenues 
for the period for which its profit and loss statements would be filed, exclusive of 
interest and dividends received from the consolidated subsidiaries, constitute 
85% or more of the total gross revenue shown by the consolidated profit and loss 


statements filed. 


_B. CONSOLIDATED STATEMENTS 


4. Consolidated Balance Sheets 
There shall be filed a consolidated balance sheet of the registrant and its sub- 
sidiaries as of the same date as each balance sheet of the registrant filed pursuant 
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to Instruction 1. The consolidated balance sheet shall be certified if the regis- 
trant’s balance sheet as of the same date is certified. If the registrant’s balance 
sheets ere omitted pursuant to Instruction 3, the consolidated balance sheets 
filed shall be as of the same dates as the balance sheets of the registrant would be 
required and shall be certified if the corresponding balance sheet of the registrant 
would be required to be cértified. 


5. Consolidated Profit and Loss Statements 

There shall be filed consolidated profit and loss statements of the registrant and 
its subsidiaries for each of the three fiscal years preceding the date of the latest 
consolidated balance sheet filed, and for the period, if any, between the close of the 
latest of such fiscal years and the date of the latest consolidated balance sheet 
filed. These statements shall be certified up to the date of the latest related 
certified consolidated balance sheet filed. 


C, UNCONSOLIDATED SUBSIDIARIES AND OTHER PERSONS 


6. Unconsolidated Subsidiaries 

(a) Subject to Rule 4-03 of Regulation S-X regarding group statements of 
unconsolidated subsidiaries, there shall be filed for each majority-owned sub- 
sidiary of the istrant not consolidated the balance sheets and profit and loss 
statements which would be uired if the subsidiary were itself a registrant. 
Insofar as practicable, these nee sheets and profits and loss statement shall 
be as of the same dates or for the same periods as those of the registrant. 

(b) If it is impracticable to file a balance sheet of any unconsolidated subsidiary 
as of a date within 90 days prior to the date of filing, there may be filed in lieu 
thereof a certified balance sheet of the subsidiary as of the end of its latest annual 
or semi-annual fiscal period preceding the date of filing the registration statement, 
for which it is practicable to do so. 


7. Fifiy-Percent-Owned Persons 

If the registrant owns, directly or indirectly, approximately 50 percent of the 
voting securities of any person and approximately 50 percent of the voting securi- 
ties of such person is owned, directly or indirectly, by another single interest, there 
shall be filed for each such person the financial statements which would be required 
if it were a registrant. The statements filed for each such person shall identify 
the other single interest. 


8. Omission of Statements in Certain Cases 

Notwithstanding Instructions 6 and 7, there may be omitted from the registra- 
tion statement all financial statements of any one or more unconsolidated sub- 
sidiaries or 50-percent-owned: persons if all such subsidiaries and 50-percent- 
owned persons for which statements are so omitted, considered in the aggregate 
as a single subsidiary, would not constitute a significant subsidiary. 


9. Affiliates Whose Securities Secure an Issue Being Registered 

(a) For each affiliate, securities of which constitute or are to constitute a sub- 
stantial portion of the collateral securing any class of securities being registered, 
there shall be filed the financial statements that would be required if the affiliate 
were a registrant. 

(b) For the purposes of this instruction, securities of a person shall be deemed 
to constitute a substantial portion of collateral if the aggregate principal amount 
par value, or book value as shown by the books of the registrant, or market value, 
whichever is the greatest, of such securities equals 20 percent or more of the 
principal amount of the class secured thereby. 


D. SPECIAL PROVISIONS 


10. Reorganization of Registrant 

(a) If during the period for which its profit and loss statements are required, 
the registrant has eme from a reorganization in which substantial changes 
occurred in its asset, ility, capital stock, surplus or reserve accounts, a brief 
explanation of such changes shall be set forth in a note or supporting schedule to 
the balance sheets filed. 

(b) If the registrant is about to emerge from such a reorganization, there shall 
be filed, in addition to the balance sheets of the registrant otherwise required, a 
balance sheet giving effect to the plan of reorganization. These balance sheets 
shall be set forth in such form, preferably columnar, as will show in related manner 
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the balance sheet of the registrant pee to the reorganization, the changes to be 
effected in the ee and the balance sheet of the registrant after giving 
effect to the plan of reorganization. By a footnote or otherwise a brief explana- 
tion of the changes shall be given. 


11. Succession to Other Businesses 

(a) If during the period for which its profit and loss statements are required, 
the registrant has by merger, consolidated or otherwise succeeded to one or more 
businesses, the additions, eliminations and other changes effected in the succession 
shall be 2 ab ape - set forth in a note or supporting schedule to the balance 
sheets filed. In addition, profit and loss statements for each constituent business, 
or combined statements if appropriate, shall be filed for such period prior to the 
succession as may be necessary when added to the time, if any, for which profit and 
loss statements after the succession are filed to cover the equivalent of the period 
specified in Instructions 2 and 5 above. 

(b) If the registrant by merger, consolidation or otherwise is about to succeed 
to one or more businesses, there shall be filed for the constituent businesses finan- 
cial statement, combined if appropriate, which would be required if they were 
registering securities under the Act. In addition, there shall be filed a balance 
sheet of the registrant giving effect to the plan of succession. These balance 
sheets shall be set forth in such form, preferably columnar, as will show in related 
manner the balance sheets of the constituent businesses, the changes to be effected 
in the succession and the balance sheet of the registrant after giving effect to the 
plan of succession. By a footnote or otherwise, a brief explanation of the changes 
shall be given. 

(c) This instruction shall not apply with respect to the registrant’s succession 
to the business of any totally-held subsidiary. 


12. Acquisition of Other Businesses 

(a) There shall be filed for any business directly or indirectly acquired by the 
registrant after the date of the latest balance sheet filed pursuant to Part A or B 
above and for any business to be directly or indirectly acquired by the registrant, 
the financial statements which would be required if such business were a regisirant. 

(b) The acquisition of securities shall be deemed to be the acquisition 0: a busi- 
ness if such securiti.s give control of the business or combined with securities 
already held give such control. In addition, the acquisition of securiti's w! ich 
will extend the registrant’s control of a business shall be deemed the acquisition 
of the business if any of the securities being registered hereunder are to be offered 
in exchange for the securities to be acquired. 

(c) No financial statements need be filed, however, for any business acquired or 
to be acquired from a totally held subsidiary. In addition, the statemc nts of any 
one or more busin sses may be omitted if such busin: ss«s, considered in the acgre- 
gate as a single subsidiary, would not constitute a sisnificant subsidiary, provided 
that the statements of any business may not be omitted w ere any of t*e securities 
—— registered are to be offered in exchange for securities representing such 

usiness. 


13. Filing of Other Statements in Certain Cases 

The Commission may, upon the informal written request of the registrant, and 
where consistent with the protection of investors, permit the omission of one or 
more of the statements herein required or the filing in substitution thcrefor of 
appropriate statements of comparable character. The Commission may a'so by 
informal written notice require the filing of other statements in addition to, or in 
substitution for, the statements herein required in any case where such statemc nts 
are necessary or appropriate for an adequate pres:ntation of the financial condi- 
tion of any person whose financial statements are required, or whose statements 
are otherwise necessary for the protection of investors. 


E. HISTORICAL FINANCIAL INFORMATION 


14. Scope of Part E 

The information required by Part E shall be furnished for the seven-year period 
preceding the period for which profit and loss statements are filed, as to the ac- 
counts of each person whose balance sheet is filed. The information is to be given 
as to all of the accounts specified whether thev are pr sently carri d on the books 
or not. Part E does not call for an audit, but only for a survey or review of the 
accounts specified. It should not be detailed beyond a point mat: rial to an in- 
vestor. Information may be omitted, however, as to any person for wrom 
equivalent information for the period bas been filed with the Commission pursuant 
to the Securities Act of 1933 or the Securities Exchange Act of 1934. 
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15. Revaluation of Property 

(a) If there were any material increases or decreases in investments, in property, 
plant and equipment, or in intangible assets, resulting from revaluing such assets, 
state (1) in what year or years such revaluations were made; (2) the amounts of 
such increases or decreases, and the accounts affected, including all related entries; 
and (3) if in connection with such revaluations any related adjustments were made 
in reserve accounts, state the accounts and amounts with explanations. 

(b) Information is not required as to adjustments made in the ordinary course 
of business, but only as to major revaluations made for the paneer of entering in 
the books current values, reproduction cost or any values other than original cost. 

(c) No information need be furnished with respect to any revaluation entry 
which was subsequently reversed or with respect to the reversal of a revaluation 
entry recorded prior to the period if a statement as to the reversal is made. 


16. Capital Shares 

(a) If there were any material restatements of capital shares which resulted in 
transfers from capital share liability to surplus or reserve, state the amount of each 
such restatement and all related entries. No statement need be made as to re- 
statements resulting from the declaration of share dividends. 

(b) If there was an original issue of capital shares, any part of the proceeds of 
which was credited to accounts other than capital share accounts, state the title 
of the class, the accounts and the respective amounts credited thereto. 


17. Debt Discount and Expense Written Off 

If any material amount of debt discount and expense, on long-term debt still 
outstanding, was written off earlier than as required under any periodic amortiza- 
tion plan, give the following information: (1) title of the securities, (2) date of the 
write-off, (3) amount written off, and (4) to what account charged. 


18. Premiums and Discount and Expense on Securities Retired 

If any material amount of long-term debt or preferred shares was retired, and if 
either the retirement was made at a premium or there remained, at the time of 
retirement, a material amount of unamortized discount and expense applicable to 
the securities retired, state for each class (1) title of the securities retired, (2) date 
of retirement, (3) amount of premium paid and of unamortized discount and ex- 
pense, (4) to what account charged, and (5) whether being amortized and, if so, 
the plan of amortization. 


19. Other Changes in Surplus 


If there were any material increases or decreases in surplus, other than those re- 
sulting from transactions specified above, the closing of the profit and loss account 
or the declaration or payment of dividends, state 1) the year or years in which 
such increases or decreases were made; (2) the nature and amounts thereof; and 
(3) the accounts affected, including all material related entries. Instruction 15 
(c) above shall also apply here. 


20. Predecessors 


The information shall be furnished, to the extent it is material, as to any prede- 
cessor of the registrant from the beginning of the period to the date of succession, 
not only as to the entries made respectively in the books of the predecessor or the 
successor, but also as to the changes effected in the transfer of the assets from the 
predecessor. However, no information need be furnished as to any one or more 
predecessors which, considered in the aggregate, would not constitute a significant 
predecessor. 


21. Omission of Certain Information 


(a) No information need be furnished as to any subsidiary, whether consolidated 
or unconsolidated, for the period oe to the date on which the subsidiary became 
a majority-owned subsidiary of the registrant or of a predecessor for which infor- 
mation is required above. 

(b) No information need be furnished hereunder as to any one or more uncon- 
solidated subsidiaries for which separate financial statements are filed if all sub- 
sidiaries for which the information is so omitted, considered in the aggregate as a 
single subsidiary, would not constitute a significant subsidiary. 

(ce) Only the information specified in Instruction 15 need be given as to any 
predecessor or any subsidiary thereof if immediately prior to the date of succession 
thereto by a person for which information is required, the predecessor or subsidiary 
was in insolvency proceedings. 
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INSTRUCTIONS AS TO EXHIBITS 


Subject to the rules regarding incorporation by reference, the following exhibits 
shall be filed as a part of the registration statement. Exhibits shall be appro- 
priately lettered or numbered for convenient reference. Exhibits incorporated 

y reference may bear the designation given in the previous filing. Where 
exhibits are incorporated by reference, the reference shall be made in the list of 
exhibits called for by Item 34. 

1. Copies of each underwriting contract with a principal underwriter, each 
syndicate agreement and each purchase, sub-underwriting or selling group agree- 
ment or letter pursuant to which the securities being registered are to be distributed 
or, if the terms of such documents are not determined, the proposed forms thereof. 

2. Copies of any plan of acquisition, reorganization, readjustment or succession 
described in answer to Item 4, 9 or 12. 

R... Copies of the existing charter and bylaws or instruments corresponding 
thereto. 

4. (a) Specimens or copies of all securities of the registrant (including those 
being registered hereunder), all constituent instruments defining the rights of the 
holders of such securities and all constituent instruments defining the rights of the 
holders of long-term debt of subsidiaries for which consolidated or unconsolidated 
financial statements are required to be filed. 

(b) There need not be filed, however, (1) any instrument with respect to long- 
term debt not being registered hereunder if the total amount of securities au- 
thorized thereunder does not exceed 2% of the total assets of the registrant and 
its subsidiaries on a consolidated basis and if there is filed an agreement to furnish 
a copy of such instrument to the Commission upon request, (2) any instrument 
with respect to any class of securities if appropriate steps to assure the redemption 
or retirement of such class will be taken prior to or upon delivery by the registrant 
of the securities being registered, or (3) copies of instruments evidencing scrip 
certificates for fractions of shares. 

5. Copies of all options, warrants or rights to purchase securities of the regis- 
trant from the registrant or any of its affiliates. 

6. An opinion of counsel as to the legality of the securities being registered, 
indicating whether they will when sold be legally issued, fully paid and non- 
assessable, and, if debt securities, whether they will be binding obligations of the 
registrant. 

7. Copies of each material foreign patent for an invention not covered by a 
United States patent. If a substantial part of the securities to be offered or of 
the proceeds therefrom has been or is to be used for the particular purpose of 
acquiring, developing or exploiting one or more material patents or patent rights, 
furnish a list showing the number and a brief identification of each such patent or 
patent right. 

8. If any discount on capital shares is shown as a deduction from capital shares 
on the most recent balance sheet being filed for the registrant, there shall be filed 
a statement of the circumstances under which such discount arose and an opinion 
of counsel as to the legality of the issuance of the shares to which such discount 
relates. The opinion shall set forth any applicable constitutional and statutory 
provisions and shall cite any decisions which in the opinion of counsel are 
couvolling. 

9. If the registrant has any shares, the preference of which upon involuntary 
liquidation exceeds the par or stated value thereof, there shall be filed an opinion 
of counsel as to whether there are any restrictions upon surplus by reason of such 
excess and also as to any remedies available to security holders before or after 
payment of any dividend that would reduce surplus to an amount less than the 
amount of such excess. The opinion shall set forth any sagem constitutional 
and statutory provisions and shall cite any decisions which, in the opinion of 
counsel, are controlling. 

10. Copies of any voting trust agreement referred to in answer to Item 19. 

11. Copies of all pension, retirement or other deferred compensation plans, con- 
tracts or arrangements. If any such plan, contract or arrangement is not set 
forth in a formal document, furnish a reasonably detailed description thereof. 

12. Copies of all indemnification contracts or arrangements described in answer 
to Item 32. 

13. (a) Copies of every material contract not made in the ordinary course of 
business which is to be performed in whole or in part at or after the filing of the 
registration statement or which was made not more than two years before filing, 
except contracts called for, or the omission of which is expressly authorized by, 
the foregoing instructions. Only contracts need be filed as to which the registrant 
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or a subsidiary of the registrant is a party or has succeeded to a party by assump- 
tion or assignment, or in which the registrant or such subsidiary has a beneficial 
interest. 

(b) If the contract is such as ordinarily aceompanies the kind of business con- 
ducted by the registrant and its subsidiaries, it is made in the ordinary course of 
business unless the amount involved in the contract in proportion to the total assets 
and volume of business of the registrant and its subsidiaries, the duration of the 
contract and the mre with whom contracted, are such as to make it an extraor- 
dinary nature. ithout limiting the generality of the foregoing, the following 
contracts made with parties other than voting truscees, directors, officers, pro- 
moters, underw-iters, principal holders of equity securities or affiliates are deemed 
to have been made in the ordinary course of business and need not be filed. 

(1) Any contract for services or employment providing for remuneration, 
on an annual or shorter basis, of an amount less t five percent of the total 
amount charged by the registrant and its subsidiaries to selling general and 
administrative expenses for the last fiscal year. 

(2) Any contract for the acquisition or sale of fixed assets for a considera- 
< less than ten percent of all fixed assets of the registrant and its sub- 
sidiaries. 

(3) Any contract for the purchase or sale of current assets for a considera- 
tion less than ten percent of the net sales and operating revenues of the 
registrant and its subsidiaries for the last fiscal year. 

(4) Any contract creating or evidencing an indebtedness or an obligation 
in the nature of an indebtedness for an amount less than ten percent of the 
total net worth of the registrant. 

(5) Any contract covering wages or working conditions of labor. 

(c) Any management contract or bonus or profit-sharing plan, contract or 
arrangement (or if not set forth in any formal document, a written description 
thereof) except the following, shall be deemed material and shall be filed: 

(1) Ordinary purchase and sales agency agreements. 

(2) Agreements with managers of stores in a chain store organization or 
similar organization. 

(3) Contracts providing for labor or salesmen’s bonuses or payments to a 
class of security holders, as such. 


INSTRUCTIONS AS TO NEWSPAPER PROSPECTUSES 


1. Newspaper Prospectus 

The term ‘‘newspaper prospectus’? means an advertisement of securities in 
newspapers, magazines or other periodicals which are admitted to the mails as 
second-class matter and which are not distributed by the advertiser. The term 
does not include reprints, reproductions, or detached copies of such advertisement. 
A newspaper prospectus shall not be deemed a prospectus meeting the require- 
ments of Section 10 for the purpose of Section 2 (10) (a) or 5 (b) (2) of the Act. 


2. Presentation of Information 

(a) All information included in a newspaper prospectus may be expressed in 
such condensed or summarized form as may be necessary in the light of the 
circumstances under which newspaper prospectuses are authorized to be used. 
The information need not follow the numerical sequence of the items of the form 
and no information need be given in tabular form. 

(b) A newspaper prospectus shall not contain any information the substance 
of which is not set forth in the registration statement but may include in condensed, 
summarized, or graphic form, information the substance of which is contained in the 
registration statement, in addition to that specified in instruction 4 below. 

(c) All information included in a newspaper prospectus shall be set forth in 
type at least as large as seven-point modern type; provided, however, that such 
information shall not be so arranged as to be misleading or obscure the infor- 
mation required to be included in such a prospectus. 


3. Statemenis Required in Newspaper Prospectus 

(a) There shall be placed at the head of every newspaper prospectus, in 
conspicuous print, the following statement: 

“These securities, though registered, have not been approved or disapproved 
by the Securities and Exchange Commission which does not pass on the merits 
of any registered securities.” 

(b) There shall be placed at the foot of every newspaper prospectus, in 
conspicuous print, a statement to the following effect: 
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“Further information, particularly financial information, is contained in the 
registration statement on file with the Commission and in a more complete 
rospectus which must be furnished to each purchaser and is obtainable from the 
ollowing persons.’”’ (Insert names.) 

(c) If the registrant or any of the underwriters knows or has reasonable grounds 
to believe that it is intended to stabilize the price of any security to facilitate the 
offeringof the registered security, there shall be placed in the newspaper prospectus 
in capital letters, the statement required by Rule 426 to be included in general 
prospectuses. 

4. Contents of Newspaper Prospectuses 

A newspaper prospectus shall contain the information specified below. All 
other emai and documents contained in the registration statement may be 
omitted. 

As to Item 1, the aggregate offering price to the public, the aggregate under- 
writing discounts and commissions and the offering price per unit to the public; 
as to Item 2 (a), a brief statement as to the nature of the underwriter’s obligation 
to take the securities; as to Item 2 (b), a brief statement as to the manner of 
distribution; as to Item 3, a brief statement of the principal purposes for which 
the proceeds are to be used; Item 4; Item 5; Item 6; Item 7; as to Item 9, a brief 
statement of the general character of the business done and intended to be done; 
as to Item 10, a brief statement of the general type of property; Item 11 (a); as 
to Item 12, a brief statement of the nature and present status of any pending 
bankruptcy, receivership or similar proceedings; as to Item 13, paragraph (a) (1), 
(2), and (8); as to Item 14 (a), a brief statement with respect to interest and 
maturity provisions; as to Item 15, information corresponding to the foregoing; 
and as to Item 19, the title of each class of securities held or to be held subject 
to the voting trust agreement. 

5. Filing of Newspaper Prospectuses 

Five copies of every proposed newspaper prospectus, in the size and form in 
which it is intended to be published, shall be filed with the Commission at least 
three business days before definitive copies thereof are submitted to the newspaper, 
magazine, or other periodical for publication. Within seven days after publication, 
five additional copies shall be filed in the exact form in which it was published and 
shall be accompanied by a statement of the date and manner of publication. 

Mr. Heuier. Mr. McDonald, I see that the form which has just 
been offered as part of the record was revised on November 1, 1951. 

Mr. McDona.p. Yes. 

Mr. Hetter. I have a form which has been in effect since January 
17, 1949, and I would appreciate it if you would take both of those 
forms and tell us in what respects they differ. 

Mr. McDonatp. May I make very clear to the committee that I 
am not a technician and I cannot give you the items which were 
deleted or injected into the new one; but the purpose of the change 
from the former S-1, as we call it, was to shorten the prospectus and 
simplify it. In other words, it was taking advantage of the informa- 
tion we had gained over a long period of time to revise the form. 
And the principal objective was to shorten it; was it not, Al [Mr. 
Hill]? 

(After a pause: ) ; he 

Mr. Hill gives me a suggestion here: the underwriting contract and 
the names of the underwriters used to be carried in detail. For ex- 
ample, you might have had to list all the underwriters in the pros- 
pectus. Now they eliminate all but about the two top ones. The 
registration statement itself will show who the underwriters are, but 
the part of S-1 which goes in the prospectus eliminates that in the 
interest of shortening the prospectus. — 

Mr. Hewuer. Of course, we appreciate you do not prepare these 
forms, but someone on your staff is charged with that responsibility. 
Is that correct? 
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Mr. McDonatp. That is true. 

Mr. Heuer. What I would like to know is who was responsible for 
shortening that registration statement which you have just described? 

Mr. McDonatp. Who did the work on it? 

Mr. Heiter. Who did the work on that. 

Mr. McDona tp. I could not give you the party. Mr. Bane is a 

witness on that. He is in charge of the teat Finance 

— and all this sort of work. He is a storehouse of information 
on that. 

Mr. Heuer. And, as I understand it, he simplified the registration 
statements as a result of the Commission’s experiences over the years. 
Is that correct? 

Mr. McDona.p. That is right. May I take one second? 

Mr. Heuer. Yes. 

Mr. McDona.p. I do not do this for personal credit, but it has 
been my conviction that the prospectuses, as we were putting them 
out, were so big, so voluminous, that the people would not read them. 
And I have been pounding, trying always to get a shorter prospectus, 
to get something that was easier for the individual to grasp and read 
at comprehend, and this is in line with that type of policy—to 
shorten. 

We are going to bring over during the course of this hearing and 
we will show you all kinds of prospectuses. We will show you the 
biggest ones and show you the smallest ones. And there is quite a 
bit that can be done even under our present laws, but I still think 
there is an amendment needed. 

Mr. Hetuser. I think we should get the record clear on the dis- 
tinction between the registration statement and the prospectus. It is 
a fact—is it not, Mr. Chairman?—that the registration statement is 
filed with the Commission and is not readily accessible to the public 
unless a copy is requested and the appropriate charge is paid; is that 
correct? 

Mr. McDona.p. A charge is made only if photocopies are requested. 
They can go to the reading room and read it; they can go to the reading 
room and ask for it and read it. Then, if they want a copy, they pay 
so much per page to have it photostated. 

Mr. Heuer. But is not the registration statement intended to be 
a sort of statement between the Commission and the issuing company? 

Mr. McDonatp. It is really everything. It has everything they 
tell us. It is all there on the record. It is a public document. 

Mr. He tter. I understand that, but the prospectus is supposed to 
be the instrument which is intended to reach the hands of investors. 
Is not that correct? 

Mr. McDonatp. That is right. 

Mr. Heuer. I just want to get the record clear so that we can 
understand that. These prospectuses are pretty voluminous writings; 
are they not? 

Mr. McDona.p. In my opinion, they are. 

Mr. Hewtier. The prospectuses are not prepared by the Commis- 
sion; is that correct? 

Mr. McDonatp. No; they are not. You are an attorney. They 
are generally the work of the attorneys representing the issuers who 
want this thing and the other thing in, and by the time they have 
gotten it all in there, they have gotten it into a book. It is a question 
of preventing possible liability for omission of material facts. 
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Mr. Heuer. We will get to that. You guide the filling-out of a 
registration statement; is that correct—or the Commission does? 

r. McDonavp. That is true. But S-1 is filled out, and that 
guides it. 

Mr. Hetuer. But you do not guide the preparation of a prospectus? 

Mr. McDona.p. Yes; we do. 

Mr. Hetizr. You guide that, too? 

Mr. McDona.p. Yes, sir. 

Mr. Hetzer. Do you have similar forms to the one you just showed 
us for the preparation of the prospectus? 

Mr. McDonaup. You have asked me a question that I cannot 
exactly answer. Mr. Hill correctsme. I did know it if I had thought. 
The prospectus is, of course, taken right from S—1 or the registration 
statement. Again, if I may use the term, that is the guts of the 
registration statement. The registration statement has a lot of things 
in it that do not go in the prospectus. 

Mr. Heuer. | understand that. 

Mr. McDonatp. The prospectus is taken right from the forepart 
of S-1 and is governed entirely by the Commission as to the contents. 

There is a little contest among some of us who do not gap agree 
on what the statute requires there, of course. But you will get to 
that, I presume, later. 

Mr. Hetter. Would you please have Mr. Bane appear here at 
some meeting we shall call at a future date, and ask him to submit in 
the meantime a written prepared statement comparing the differences 
between the new S-1 and the old S—-1 forms? : 

‘ Mr. McDonatp. That could be easily done. We will get that 
one. 


(The requested data follows: ) 


Form S-1 


The Commission’s authority to promulgate forms for the registration of securi- 
ties under the Securities Act of 1933 is found in sectior 19 (a) of the act. Refer- 
ence should also be made to sections 7 and 10 and to schedules A and B of the act. 
The preparation, revision, and simplification of registration and reporting forms 
and the coordination of statutory filings under more than one act has been an 
important segment of the Commission’s work since its inception. 

As was to be expected, the Commission in promulgating the original forms for 
registration under the Securities Act of 1933 relied heavily upon the statutory 
suggestions contained in schedules A and B of the act as to the information to be 
elicited. From time to time, the original forms were supplemented or modified 
in the light of experience and continual study of the ration process. 

The mmission adopted a revised Form S—-1 on November 1, 1951. The 
revised Form S—1 permits the omission from the prospectus (pt. I of the registra- 
tion statement) of certain information which had heretofore been required therein 
and provides that such information be furnished elsewhere in the registration 
statement proper (pt. II) so that investors, their advisers, or others who may 
wish to make a more detailed study of the registrant or its securities will have 
such information available. Thus, for example, the revised Form S~1 provides 
that a summary of earnings for the required period and certified by independent 
public accountants will be accepted in lieu of conventional profit-and-loss state- 
ments and that such statements need not be included in the prospectus or else- 
where in the registration statement. Upon adoption of the form, the Commission 

inted out that in appropriate cases statements of tyre may be accepted in 

ieu of conventional balance sheets. Of course, such earnings, summaries, and 
statements of position must measure up to the same standards of. disclosure as 
those required for conventional financial statements. 
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Another example of the changes made is that the prospectus need no longer 
contain a description of the underwriting and marketing arrangements which in 
the past had to the inclusion of unnecessary detail. All that is now required 
to be included in the prospectus is merely an identification of the managing under- 
writers and a statement whether the underwriting arrangements constitute what 
is commonly referred to as a firm commitment or whether they are in the nature 
of an cy or a “best efforts” arrangement. Further details with respect to 
the ebdarutiting and marketing mg are required to be otherwise fur- 
nished in the registration statement. treatment is accorded to informa- 
tion concerning commissions and discounts to dealers. 

Certain categories of information heretofore required in the prospectus may now 
be entirely omitted therefrom and set forth elsewhere in the registration statement 
proper. For example, information with respect to franchises and concessions 
need only be described in the registration statement proper and not in the prospec- 
tus. This is also true with respect to information regarding indemnification of 
directors and officers. Apart from the elimination of categories of information 

uired to be included in the prospectus, the new Form S—1 has very materially 
seduced the number of items and detail of information required. Thus, remunera- 
tion of management need no longer be broken down between salaries, bonuses, 
etc., but may be shown in aggregate amounts. Many other items have been 
combined and otherwise further simplified to obviate unnecessary and immaterial 
detail. Of course, the Commission may still require the inclusion in the pro- 
os of information necessary to prevent that given from being misleading. 

detailed itemization of the various changes effected by the rebision of Form S-1 
is attached. 

Revision or Form S-1 


There are set forth below in parallel columns the instructions and items of the 
new form, the corresponding instructions and items in the old form, and an 
explanation of the principal changes made in the revision. 


General instructions 





New Old 
sastenetl Nature of change 





Bie thas Seuesulod Rule as to use of Form S-1: No change. 
Wi dais ities! | RSS Application of general rules and regulations: No substantial change. 
Si ng eT inincaapaeind a comprising registration statement expanded to cover pt. II of 
new form. 
Duiaiiidesees Dass csia Form and sper of pee ere bas to ~. oor ae ome © 
designed to encourage ~tening us. ‘ar. (c) was formerly 
iricluded in the Instructions as to F al Statements, Par. (d) was 
added to eliminate duplication between the ae SF earnings and 
conventional profit-and-loss statements heretofore req 4 
Ppictdida it csc a idinnd Foreign subsidiaries: This instruction was set forth in the old form as an 
instruction to several of the items. It was moved up to the General 
Instructions for convenience and to eliminate duplication. 
inns baba Ease, E...........| Contents of when several statements in effect: This instruction 
was eliminated because the subject matter is fully covered by rule 429. 
WP ieihiitinmeramdlchakamnmensineth Exchange offers: The old form did not contain any express provision with 
respect to the information to be given where the ies being registered 
are to be offered for securities of another issuer. The new instruction 
specifies what information is to be given in such cases. 
Sa ae pasa gibtspiekecel Preparation of pt. II: This instruction a proviees that in preparing pt. IT, 
the text of the items may be omitted. Incorporation by reference to 
other filings is permitted with respect to certain items. 
i ictincA chalice, wesctmanel The rules require the filing of only 3 copies of the registration statement. 
We find that it expedites our work if additional copies are available. 
ow ts voluntarily furnish such additional copies, and the 
| note is intended to encourage this practice without specifically requiring 
all registrants to do so. 
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Part I.—Information required in prospectus 





New item No. 


Old item No. | 


Nature of change 











| 


Distribution spread: No substantial change. 

Plan of distribution: Item 2 (a) requires the names of only the managing 
underwriters in the prospectus. A Len gpd list of all principal under- 
writers, the —— of their participation, and the nature of any material 
relationship with the registrant is called for in pt. 1] (item 22). 

we substantial oo 

bp Ro a woe Meck to registrant: Some of the detail omitted, otherwise no 
su 

Sales otherwise than for cash: The new item ma some of the detail con- 
tained in the two separate items in the old 

Capital securities: The new item gets the maids coletnn of the 
registrant and dogs not omit short-term paper as did the old = 

: Summary of earn : Although a summary of earnings A bean 
administratively or a number of genes, & was felt desirable to ies on a 
specific requirement in the new form for the guidance of persons not 
familiar with our administrative prectice. 

Organization of registrant: No substantial change. 

Parents of registrant: No substantial change. 








Description of business: This item in the new form is a combination and 
jo wom of the requirements contained in the indicated items of the 

rm. 

Description of property: This item has been revised with a view to reduci 
the amount of immaterial details frequently given. The description 
franchises and concessions has been transferred to pt. II (item 30). 

Organization within 5 years: The revised item permits the omission of some 
of the promotional details heretofore called for. 

Pending legal proceedings: The new item combines into a single item all 
pending proceedings of the kind perviously covered by the 2 items of 
the old form. 

Capital stock being registered: Pars. (b) and (c) of the new item have been 
added. Par. (d) of the old item has been transferred to pt. IT (item 34). 
Funded debt being registered: This item has been revised to eliminate some 

of the details previously required. 

Other securities being registered: No substantial change. 

Executive officers: The new item is a consolidation of the 2 items in the old 
form with respect to directors and executive officers and the business ex- 
perience of the latter. 

Remuneration of directors and officers: In par. (a) of the new form, the re- 
muneration of the individual directors and officers required to be named, 
as well as the remuneration of al! directors and officers as a group, may be 
shown in aggregate figures. Heretofore such remuneration was required 
to be broken down to show bonuses separately. Information with respect 
to pension, retirement and similar payments has been transferred to au. 
(b). The information called for by instruction 3 of the old form woul 
omitted from the revised form. 

Remuneration of certain other persons: No substantial change. 

Voting trusts: In the new form, this item requires a brief outline of the vot- 
ing rights and other powers of the voting trustees. As to such powers, 
the old form merely called for a brief outline of any limitations upon their 
voting rights. 

Principal holders of equity securities: The new item calls for holdings not 
only of equity securities but of outstanding options to purchase such se- 
curities. In the old form information with respect to options was called 
for in a separate item. : 

Interest of management and others in certain transactions: No substantial 
change. 
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Part II.—Jnformation not required in prospectus 





Old item No, | 


Nature of change 





Exhibit 18_. 
maaan 16_. 








underwriters: This item was transferred to pt. II because the aver- 
nvestor is not concerned with the identity of all ot the participating 
erwriters. However, the information is available for anyone who 


arrangements: This item has been transferred to pt. II because 

the investor is not interested in the details of the marketing arrangements 
or in the detailed arrangements between the underwriters for market sta- 
bilization. Rewever, the leew pore Be! of 74 is called to the in- 
vestor’s attention ~ aos legend required = le 426. 

Discounts and commissions to dealers: This Aine was transferred to pt. I 
because the investor ordinarily is not interested in the manner in Lith 
the total underwriting spread is split between the principal underwriters 
and the dealers. 

Other expenses of issuance and distribution: No substantial change. 

Relationship of experts named in statement: No change. 

Sales to special parties: No change. 

Recent sales of unregistered securities: No ae change. 

Subsidiaries of registrant: No substantial 

Franchises and concessions: The transfer of this inome to pt. IT will remove a 
great deal of detail from the prospectuses of utility companies. 

Bonus and profit-sharing Pro for management: The new item calls for a 
description of bonus an fit-sharing plans in which the management 
participates but omits mation with respect to pension plans since 
the notes to the financial pvinemenenl contain fairly complete information 
with respect to such plans, 

Indemnification of directors and officers: The new item makes clear that all 
ty s of indemnification are included, whether by contract, statute or 

wise. 

Treatment of proceeds from stock being registered: No substantial change. 

Financial statements and exhibits: This new item merely identifies all 
ane" ued statements and exhibits filed as a part of the registration state- 
men 


— 


ondarext 
wants it. 
ark 





Instructions as to financial statements 





Old 
instruction 


Nature of change 














exhit 
‘(@)- 





Balance sheets of registrant: Under the oviten, G Ge 6-month rule is no 
longer denied to bank holding or other panies. The rule is 
also available to unlisted companies reporting Sole a sec. 15 (d) of the 
1934 act which meet the other conditions. 

Profit-and-loss statements of registrant: No change nge. 

Qmission of Boy s~ one de statements in certain cases: The new instruction 
expands the rule-permitting the omission of the registrant’s individual 
statements in certain cases 

Consolidated balance sheets: The requirements with respect to consolidated 
balance sheets have been simplified. 

Consolidated profit-and-loss statements: No change. 

Cocanesh unconsolidated subsidiaries: No change. 

percent-owned persons: No change. 
Onsission of statements required by instructions 6 and 7: No substantial 


change. 
Recaninieate — securities secure an issue being registered: No change. 
utved as to past The new instruction omits certain statements 
ae wan past reorganizations. It adds a requirement for 
pee ee us te prospect — reorganizations. 

Su nm to etek busine businesses: The new instruction omits certain state- 
ments previously required as to past successions. It adds a requirement 
for statements as to prospective successions. 

Acquisition of other businesses: The requirements as to such acquisitions 
have been simplified. 

Filing of other statements in certain cases: No substantial change. 

Historical financial information: No substantial change. 

Omission of other statements in certain cases: This instruction was omitted 
because it is sometimes misapplied and is not necessary in view of the 
provisions of instruction 13. 

Omission of certain statements from » prospectus: This instruction is 
now included in General Instruction 
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Mr. Hetier. Now, Mr. Commissioner, I think somewhere in your 
testimony Pe talked about the act being concerned principally with 
a issues of securities. Would you be good enough to explain 
that? 

Mr. McDonatp. You mean the 1933 act? 

Mr. Heuter. Yes; the 1933 act. 

Mr. McDonatp. Would you give me that question again? I do 
not quite get what you mean. 

Mr. Heuer. I think Pp: stated that the Securities Act of 1933 
was principally concerned with the original issues of securities. 

Mr. McDonatp. It is. Now, they need not be original issues in all 
cases, but the 1933 act stripped of all the technicalities and so forth, is 
designed to disseminate information at the time when stock is being 
sold to the public, in excess of $300,000 an issue, and across State lines. 

Now, a new issuer who is going to issue stock naturally files a 
registration statement that complies with the 1933 act. If you were 
a controlling stockholder and you had stock that was listed on the 
New York Stock Exchange und. had been out for years and years and 
you were going to sell in excess of $100,000 for an individual (the cor- 
poration could sell $300,000) you would be required to comply with 
the 1933 act and file a registration statement. So there is a case 
where it is not exactly a new issue. You see what I mean. It_is 
existing stock but stock being sold to the public, and the requirement 
is that a registration statement to conform with the 1933 act be filed. 

May I say for the record that that particular point involves quite a 
controversy in the Commission. The Congress by statute created an 
exemption of $300,000 or less to be sold without registration. It is 
what we call a regulation A filing. 

Then I just made mention of an individual who might be construed 
to be a controlling holder being required to register stock, and it is a 
matter of Commission interpretation as to what constitutes control. 
And I think if this committee could take a look at that in their de- 
liberations, it might be very smart. 

Mr. Hetier. Would you say the Commission at the present time 
has any control over issues of stock which come under regulation A? 

Mr. McDonaup. Yes; we do have. There is where your States 
come in. In the State of New York, for example, if you are going to 
issue, if a corporation is going to issue, securities of amounts less Ben 
$300,000, they file with the New York SEC office and within 5 days 
they can sell. They need not furnish the information that is required 
by the 1933 act. In the State of Michigan, however, if they were to 
file with the regional office of the SEC, they would be required before 
they could sell in Michigan to satisfy the Michigan laws. 

Do you follow me on the difference there? 

Mr. Heuer. Yes. 

Mr. McDona.p. Now, I know that the Congress, I think in defer- 
ence to small business, created this exemption, but it is my considered 
opinion as a former broker-dealer and as a person who has been 
intimately in contact with this thing for 5 years—it is my considered 
opinion that your committee should give consideration to how the 
investor could be better protected. Because the individual investor, 
the small investor, generally gets ‘‘taken’’ in these small offerings. 

Now, understand I am not against small business; 1 am very much 
in favor of small business being financed; but I do think this committee 
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should take a look at that as well. I think that is a very important 
wa J for you to look at. 

. Heuer. Tell us about these applications under regulation A, 
Can you tell us, step by step, how that is accomplished? 

Mr. McDonatp. Well, I have been a little bit belligerent on regu- 
lation A, because I recognize that under regulation A there are a 
great many things done to take adenmtage of the investor; I must 

ualify that to this extent. You say “ dor’t you move in and 
do something about it?” I must confess that during this past year 
the Securities and Exchange Commission itself has devoted much 
time trying to study it, to see what we could do, 

Now, the “‘step bv step’’ is this for a regulation A filing. A corpora- 
tion needs some funds; a small corporation. It will employ an under- 
writer. The underwriter might take it on what we call a “best efforts”’ 
deal; he will sell if he can and, as he sells it, he will take down securities. 
Or he might make a firm underwriting contract with the corporation 
and, if it is less than $300,000, assuming he is located in Cleveland, 
Ohio, he would file with the Cleveland office of the Securities and 
Exchange Commission a letter of intent to sell. The Cleveland office 
will require certain information. 

Mr. Heuer. Will you state right there whether that letter of 
intent is comparable to the S—1 form? 

Mr. McDona.p. No, sir. 

Mr. Heuer. Tell us briefly what it consists of. 

Mr. McDonatp. You are taking me into rather deep water there. 
Baldwin Bane could give you that so much better than I. I would 
prefer you get that from Mr. Bane, because he knows every detail of 
that and I think he would give you a better picture than I. 

Mr. Heuuer. I see. We shall be glad to take it up with him. 

Mr. McDonatp. May I say this on the record? 

Mr. Heuer. Yes. 

Mr. McDowna.p. It is my hope that regulation A will get some 
attention from your committee with a recommendation, perhaps, 
for legislation that will strengthen it. And I say that with all defer- 
ence to the broker-dealers throughout the country who might think 
small business is being discriminated against. They will cry “‘There 
is great expense to registration,” and so forth. But always I call 
your attention to the fact that these smaller issues are sold to the 
unsophisticated investor. The smart investors, the institutions, do 
not buy those issues. The small fellow is investing perhaps at the 
time of sale by an American corporation where it is a very hazardous 
undertaking. Personally, that is why I think he needs all the in- 
formation that can be given to him. You cannot take him by the 
hand, of course, but we should do everything we can to make the 
information available. 

Mr. Heuer. Are you at all acquainted with the letters of notifi- 
cation? 

Mr. McDona.p. I am. 

Mr. Hetier. From al experience as a businessman in the bank- 
ing business, are you able to tell us whether, in your opinion, a bank 


or lending institution would lend money on the type of information 
that some of those companies furnish the 
tion A? 

Mr. McDonatp. No. I think they would require more. 


Commission under regula- 
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Mr. Hetuzer. They would require more information? 

Mr. McDona.p. I think they would. And that is a very good 

uestion, Mr. Chairman, because you will come to that when you 
Tevail private placements in divulging information on the part of 
the issuer. In other words, why should individuals be asked to 
invest their personal savings if information is not given which corre- 
— to that required by a banking institution if a loan were to be 
made? 

Mr. Hetier. Commissioner, in 1949 you made an address entitled 
‘Small Issues in the Public Interest.” 

Mr. McDona.p. Those talks haunt us a little bit. 

Mr. Henuer. Let me just read this statement that you made in 
1949, and I want to know whether your attitude is still the same or 
whether you have changed your position. I quote [reading]: 

The second thing our studies show is that only a portion of the almost $250 
million of securities filed each year under regulation A are ever actually sold. 
Some issues never reach the offering stage; others are offered, fail, and are with- 
drawn. In many cases, only a part of the issue is sold. Where that happens, 
only a few States protect investors through an escrow or similar arrangement 
against wastage in an inadequately capitalized enterprise. 


Does this condition still obtain? 

Mr. McDowna tp. It certainly does. I remember when I made that 
talk. That is a very important thing. For example, suppose a busi- 
ness needs $200,000. If it got the $200,000, it might be able to make 
out, because it would be amply financed; but, if it only gets $75,000, 
the $75,000 might be wasted. Consequently, I am in favor of some 
arrangement where you have a take-down privilege. If you have an 
underwriting contract, where the underwriter steps in and puts u 
some money and then does not take all of the stock down—he sells 
$75,000 of the $200,000 issue—-those to whom he has sold those 
securities have a bad investment. 

Mr. Herter. And also you have no way of knowing how much of it 
has been sold; is that correct? 

Mr. McDona.p. That is correct; that is exactly right. Under our 
system at the present time, they come in, and if they offer $300,001) 
we do not know whether they sell it or not. 

Mr. Heuer. And this letter was a letter of intent and notification? 

Mr. McDona cp. It was a letter of intent and notification. 

Mr. Heuuer. And, once it is filed with the Commission, it remains 
good forever; is that correct? 

Mr. McDona.p. No. There is a termination point. That point 
is well taken. I will check that. I am not just sure. It is either 
6 months or a year, or it may not have any termination point. My 
thought is it does. 

May I just continue for 1 second? You will file and the filing is 
looked over. As to the issuers, we have a record we check agaimst 
to see if there is a criminal record of the issuers and so forth. You 
would be surprised how important that is, particularly when you get 
into the renewal of regulation A. And, if there is no criminal record 
against them and the other conditions are right, then the exemption 
is open to them, is available to them, and we do not have to weigh 
the evidence as to just how much they sold. Consequently, I made 
that talk. 

Mr. Hetuer. Am I correct in saying that in some way there is a 
follow-up by the Commission? I am not prepared to know how it is 
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done, but from my studies I have come to the conclusion there is a 
follow-up of the filings with a questionnaire; and in that way you 
try to find out the results of the offerings and, where nothing has been 
pe some step is taken with respect to the letter of notification. 
Would that be a correct statement? 

Mr. McDona.p. I wish I could answer that exactly. I cannot. 
At the time I recall we tried to invoke a method of follow-up to find 
out what happened, and I do not think it has been too successful. I 
would like, if I might, to check that and report back to you on that. 

Mr. Hetiter. We would be very happy if you did. I think that 
is a very important point. 

Now, gentlemen, I think we agreed to go on until a quarter to 12; 
so, let us suspend now until 2:15. 

(The subcommittee thereupon took a recess until 2:15 p. m.) 


AFTERNOON SESSION 


The subcommittee resumed at 2:15 p. m., Hon. Louis B. Heller 
(chairman) presiding. 


TESTIMONY OF HON. HARRY A. McDONALD AND ALFRED HILL— 
Resumed 


Mr. Heuer. I think, Mr. Chairman, we have agreed that only a 
portion of the securities filed each year under the regulation A are 
actually sold; is that correct? 

Mr. McDonaxp. That is right. Incidentally, we checked at noon, 
or Mr. Hill did, and found that a regulation A filing is good indefinitely 
with no changes in the letter of notification necessary, unless there is 
a change of circumstance or condition within the company. Now, 
that does not mean that you could file a regulation A as of January | 
and sell half of it and then quit for 6 months or a year; but, if you 
sold it continuously, it is good until such time as the issue is sold or 
they withdraw the filing. 

Mr. Heuer. There is no limiting period? 

Mr. McDona.p. No specified period. You have much the same 
situation in an investment trust, for example. Investment trusts are 
registered and they are good for a year. 

r. Hevier. In other words, I think it was stated before—and it 
could be correctly stated now—that letters of notification, once filed, 
are good forever? 

r. McDona.p. Mr. Hill checked that, but that does not sound 
right tome. I want to check that again. 

ain I see that these talks come back to haunt you. In this 
talk that I made before the State administrators—the same talk to 
which you adverted this morning—I make the statement that a 
letter of notification once filed is good forever. Strictly speaking, 
that is correct; but practically, as it works out, no. 

Mr. Heuer. Is that because you have some kind of system of 
follow-up on these notifications? 

Mr. McDona.p. I wish I could answer that correctly. I think I 
know, but I do not want to put it in the record if it is incorrect. We 
do not have a follow-up. I do not think our supervision over 
regulation A filings and sales is what it should be. I would like you, 
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if you do not mind, to go into that more in detail with Mr. Bane. 
That is in his Rp as well. 

Mr. Heuer. We would be very happy to do so. Are you able to 
say whether the letter of notification gives a description. of the 
business? 

Mr. McDonatp. Under regulation A? 

Mr. Heuer. Yes. 

Mr. McDona tp. It does to a certain extent; limited. 

Mr. Heuser. Is an accountant’s certification required? 

Mr. McDona.p. In the State of New York, no. There are certain 
regional offices that have different requirements. That may seem 
inconsistent to you, and it is inconsistent to us, but it is a system that 
grew up. Mr. Hill calls attention to the rules promulgated under the 
1933 act, and I will read from that. 

Each letter of notification shall contain the following information: (1) the full 
names and complete mail addresses of (a) the issuer; (b) all directors and officers 
of the issuer; (c) the person or persons by, on behalf of, or for the benefit of whom 
the offering is to be made, and (d) each principal underwriter. * * * 

Mr. Hetuer. That does not include financial statements; is that 
correct? 

Mr. McDona.p. It goes on into some more detail, but financial 
statements in certain regional officers are required. But they are 
company figures and not certified figures. 

Mr. Heuer. I see. In other words, different rules obtain in the 
various regional offices as to whether an accountant’s certification is 
required; would that be a correct statement? 

r. McDona.p. No; that is not a correct statement, Mr. Chair- 
man. Would you mind if Mr. Hill explained that? 

Mr. Heuer. Not at all. 

Mr. Hitt. The rule itself does not require financial statements 
whether certified or not. However, when a letter of notification is 
filed with a regional office, they look at it for surface indications that 
there might be something wrong with the offering, and sometimes 
what they see will cause them to ask for further information; not 
under the rule but because of the general fraud provisions of the act. 
And in asking further information they may ask for a financial state- 
ment. Some offices historically have been a little tougher than 
others, you might say. Some are more likely to ask for a financial 
statement when their suspicions are srouned. But the regulation 
itself does not — financial statements as a part of the letter of 
notification, certified or otherwise. 

Mr. Heiter. When you refer to the regulation, you are talking 
of the rule; is that correct? 

Mr. Hit. Yes. . 

Mr. Hetuer. Promulgated by the Commission? 

Mr. Hiuu. Yes; it is called regulation A. 

Mr. Heuer. Let us get this right, then. In other words, the rule 
does not require an accountant’s certification; is that correct? 

Mr. Hiiu. That is correct; not in so many words but in the proc- 
eo 

Mr. Hetuer. In the process, if you feel it is necessary and you 
want to see an accountant’s certification, you ask for it? 

Mr. Hiri. I do not know that they actually go as far as to make a 
demand that it be certified, but they say, ““You have filed something 
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with us which looks very questionable,’ and they may ask for more 
information, to satisfy themselves that it is not an out-and-out 
fraud. And, in the process of doing so, they may say, ‘‘Let us see 

our books; let us see a financial statement, if you have one. If you 
fois a certified accountant’s statement, we would like to see that.’ 
But that is in the process of processing these letters of notification 
during the 5-day period. 

Mr. Heuer. In view of the statement just made by Mr. Hill, 
wvuld you not consider these financial statements to be essential to 
inform the investor and that they should be included as a requirement 
under the rule? 

Mr. McDona.p. I certainly do because today certified statements 
are usual and accepted in every business. Every business has a cer- 
tified statement. The tax situation makes it necessary today to have 
a different trend in bookkeeping. 

Mr. Heuer. Would not such a statement reveal any attempt to 
conceal, let us say, insolvency, or poor operating results and things of 
that nature? 

Mr. McDona.p. It certainly would. It would help to disclose 
many other things that you have not pointed out, such as inventory 
differences, accounts-receivable discrepancies, and a great many 


Mr. Heuuier. The reason, Mr. Chairman, I wanted some direct 

testimony on this is because I have been informed that many cor- 
orations coming under regulation A have found their way into the 
ankruptcy courts. 

Mr. iadise: That is the trouble with the regulation. 

Mr. Heuer. So, if these financial statements were required to be 
brought to the attention of the Commission, they would certainly be 
very helpful under those circumstances? 

Mr. McDonaxp. I believe that it would help to protect the investor. 

Mr. Heuuer. I would like to go back for a moment to one phase 
of your testimony which you gave this morning. I will put the fol- 
lowing question to you. The Securities Act of 1933 exempts certain 
classes of securities from registration, such as Government and 
municipai securities, bank and railroad issues, and private placements. 
Why were these securities exempted from the registration require- 
ments, and what is your personal feeling about the wisdom of exempt- 
ing them? I assume you will probably have to discuss each of those 
we ay F separately. 

r. McDonaxp. Taking them in the order that you asked them, 
municipal bonds issued by a municipality, or a political subdivision— 
and there are several varieties of them—would, I believe, lend them- 
selves well to exemption, because their source of issue is different from 
an industrial corporation. Ordinarily speaking, certain types of 
revenue bonds are backed by the power to tax for debt service, and 
it seems to me that Congress was wise in making that exemption. 

Now, with ard to Government bonds, I do not believe it is 
necessary to make any comments on them. After all, it is the Gov- 
ernment itself. 

Railroad bonds are issued under the supervision and direction of 
the Interstate Commerce Commission, and I am hesitant to put into 
this record anything that might indicate that the Securities and 
Exchange Commission was attempting to widen its domains, so to 
speak, by taking in railroad securities. 
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But if you are ing me personally, from my own experience, I 
would say that the certification of all securities that are to be certi- 
fied by a Government administrative agency should be certified at 
one agency. In other words, I feel that the Securities and Exchange 
Commission is better equipped to process the necessary registration 
statements for the issuance of corporate securities, because we do 
more of it. That is our business. 

The Interstate Commerce Commission, of course, has many, many 
other activities, and that is a direct answer to that. 

Now, the other securities that you mentioned, the direct place- 
ment—that is an awfully big subject. 

Mr. Hetter. I expect to devote a great deal of time to that. 

Mr. McDona tp. It has so many facets to it and so many phases 
that I would prefer, if you do not mind, to take that up at a different 
time. 

Mr. Heuer. I would also prefer to go into that problem very care- 
fully and independently. Whether I am able to get it from you or 
some other Commissioner, I do not know, but that is one of the sub- 
jects that I am very anxious to look into. 

Now, Mr. Commissioner, you made reference, I believe, in this 
morning’s testimony that when a registration statement is filed there 
appears with such statement a verification by a certified public ac- 
countant. Would you explain to the committee the relationship be- 
tween the accountant and the issuer. Who does the hiring of the 
accountant? 

Mr. McDonavp. That is a very good question. That strikes right 
at the heart of the independency of the audit. In other words, the 
pt ge acon by an auditor who is not independent is not worth a great 

eal. 

If there is any one thing that the Securities and Exchange Com- 
mission has done in this commercial world of ours, it has been to see 
to it that the certification of any financials of any corporation are 
made by completely and wholly disinterested people who are inde- 
pendent. How do we test that and how do we check that? There 
are Many ways. 

An accountant, for example, would not even be allowed to have so 
much as 10 shares of General Motors stock if he were certifying Gen- 
eral Motors. It seems rather, may I use the word, penny-ante in 
relation to the total shares outstanding, but it is true. No account- 
ing firm will allow any of its employees to own any shares in a corpo- 
ration of which they control the audit. 

May I say that the American Institute of Accountants has coop- 
erated nicely with the Securities and Exchange Commission and our 
Accounting Division, and there have been great strides made in ac- 
counting. That takes in other things. What constitutes net income? 
How do you state net income? In the old days you could not tell 
what net income was unless you would analyse it. You could not 
put one statement against another and be sure that you were talking 
about the same thing. Today you can. 

Mr. Heuer. Of course, this question of accounting is likewise an 
independent subject which we hope to deal with later. 

Mr. McDona.p. It is even larger than the other. 

Mr. Heuer. Do we understand then, that the accountant who is. 
independent is directly retained by the issuer? 
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Mr. McDonatp. Well, that is also a good question. Many times 
in a proxy statement being sent out to stockholders for annual meet- 
ings the question will come up as to whether or not the management 
ought not to change their accounting firm, and we have at times 
considered it a proper subject to include in proxy statements. It is 
true that the accountants are engaged in most instances by the 
management, but in a great many instances they are engaged as the 
result of a stockholders’ vote. 

Mr. Hexter. Initially then, can we agree that the management 
retains the accountant? 

Mr. McDona.p. No; I would not accept that as such. If you 
mean by management the general manager, I would say no. I would 
say the board of directors of a corporation. 

Mr. Heuer. I am referring to the board of directors. 

Mr. McDona.p. In that instance I would accept it. 

Mr. Hetter. In the first instance, you would agree that the board 
of directors of a corporation generally retains the accountants? 

Mr. McDonavp. That is true. 

Mr. He.uer. And you say that no accounting firm will allow any 
of its members or employees to own a single share of stock in a corpora- 
tion for which it is to prepare a financial statement for registration 
purposes? 

Mr. McDonatp. That is true. Let me give you a case that I was 
asked to take to the Commission this week. 

Let us take Merrill-Lynch, for example, in their New York office, 
and Merrill-Lynch is being audited by XYZ accounting firm. If a 
partner of the XYZ accounting firm traded and had an account with 
Merrill-Lynch that does business strictly on a commission basis, could 
they be independent in the auditing of Merrill-Lynch? That goes 
quite far, does it not? It is a question that we have not resolved as 
yet. That shows you how far we try to go over there in seeing to it 
that the auditors who audit a corporation and certify financials are 
actually independent. 

Mr. Heuer. Does the rule apply to the main partners of the firm, 
or does it apply to anyone connected with the accounting firm? 

Mr. McDona xp. If you are talking about the ownership of stock, 
anyone—the employees. 

Mr. Heuer. What is the theory behind that ruling? 

Mr. McDona.p. Well, it is a little hard to accept it. For example, 
it would be very difficult for me to just exactly accept that because an 
employee might own 100 shares of a corporation which had 1 million 
shares outstanding, and he happened to be an employee of an account- 
ing firm, it would not be an independent audit. Iam trying to impress 
upon you how far we go. Perhaps sometimes it is a little too far. 

May I read into the record part of article 2 of regulations S-X 
relating to certification and qualifications of accountants. 

Rule 2-01 (b) and (c) provide that: 

(b) The Commission will not recognize any certified public accountant or 
public accountants as independent who is not in fact independent. For example, 
an accounting will not be considered independent with respect to any person or 
any affiliate thereof, in whom he has any financial interest, direct or indirect, or 
with whom he is, or was during the period of report, connected as a promoter, 
underwriter, voting trustee, director, officer, or employee. 

(c) In determining whether an accountant is in fact independent with respect 
to a particular registrant, the Commission will give appropriate consideration to 
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all relevant circumstances including evidence bearing on all relationships between 
the accountant and that registrant or any affiliate thereof, and will not confine 
itself to the relationship existing in connection with the filing of reports with the 
Commission. 

In other words, it is quite broad—any relationship. 

Mr. Heuuer. Leaving no discretion with the Commission. 

Mr. McDonatp. The Commission does have discretion. 

Mr. Heuer. In other words, while you have that rule, it is sort 
of an enforced discretionary rule depending upon the facts and cir- 
cumstances of each case; is that correct? 

Mr. McDonatp. That is right. 

Mr. Heuer. I have noticed in the press a good many speeches 
by the recently elected president of the New York Stock Exchange, 
Mr. Funston—— 

Mr. McDonatp. That is correct. 

Mr. Heuer. In which he talks about the control of stocks, by the 
public. Now, are you able to tell me, Mr. McDonald, or give me an 
estimate of what percentage of our population owned securities in the: 
1920’s and what percentage owns stocks today? 

Mr. McDona.p. I cannot give you that from memory, but there 
was a record made. I cannot guarantee its accuracy. But if we 
take the period say of 1925, we could get you the total shares out- 
standing on the New York Stock Exchange and the total number of 
holders. That can be ascertained and we can get that information 
for you now. ‘That figure is easily available, the number of shares 
outstanding on the New York Stock Exchange and the number of 
holders. Te is terrific today. I believe that the A. T. & T. has 1 
million holders today. 

Mr. Heuer. Does the Commission keep records of the number of 
security holders in the United States? 

Mr. McDona.p. We do not. 

Mr. Heuuer. Is there any way of ascertaining that information? 

Mr. McDona.p. The man that you referred to, Mr. Funston, was 
attempting to secure then some sort of a survey on how many holders 
there were of shares. You can tell how many people hold shares of 
listed companies, but there are thousands of small companies that 
have unlisted shares so that you have no way of making an accurate 
check on how many shares or shareholders there are. 

Mr. Hii. The Brookings Institute is doing some work for the 
New York Stock Exchange on that problem and we are cooperating 
with them to the extent that we can with our basic files. 

Mr. Hetuier. When do you think those records will be available? 

Mr. Hux. I do not know what progress they have made or how 
fast they are going. There is the problem of duplication, of course. 

Mr. Heuer. I notice on page 2, about the seventh line from the 
bottom, of your statement the following: ‘“T’o implement this purpose, 
the act imposes certain liabilities. * * *” 

Would you care to comment on that? 

Mr. McDona pn. Well, that is the failure to state a material fact. 

Mr. Heuer. In the registration statement? 

Mr. McDownaup. In the registration statement. You might have 
a board of directors who authorized a new issue and when they author- 
ized it they accepted the responsibility and the liability that goes 
with it. Now, in filing that registration statement, they might file 
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a registration statement that satisfied the Corporation Finance Di- 
vision of the Securities and Exchange Commission, but yet they might 
omit a material fact, and if they omitted a material fact of course civil 
liability attaches. 

Mr. Hutter. In other words, the act does provide certain types of 
penalties for these violations; is that correct? 

Mr. McDownanp. If it is a fraud it would be a criminal charge, and 
then of course the courts take over. We have our own sanctions where 
it involves an infraction of our own rule. 

Mr. HetierR. Does the Commission seek injunctions in cases where 
fraud is disclosed? 

Mr. McDona.p. Oh, yes, definitely; to enjoin future selling. 

Pee! Heuter. That would be after the registration statement is in 
ect! 

Mr. McDonatp. Yes, and while it is being sold—while there is a 
distribution taking place. 

Mr. “peta amy you able to say how many of these injunction 
suits or actions have been commenced during the past year or two? 

Mr. McDonaup. Yes. We have accurate information on that, 
Mr. Chairman. We can give you that for the record. It would be 
a — idea if we could give it to you in a memorandum tomorrow. 

r. Hinx. Very often we will bring it under several acts. A suit 
against a person who is selling securities fraudulently will often be 
brought under the 1934 as well as the 1933 act. As a matter of fact, 
those two acts together take care of the great bulk of our enforcement 
activities, and often it is interrelated—-fraud in the sale of securities. 

Mr. Heuer. That is because the stocks are already being issued? 

Mr. Hiuu. Yes; are being newly issued. 

Mr. McDona tp. I think it would be helpful if that were given to 
you tomorrow. Mr. McEntire is coming over tomorrow and you can 
all have copies of it for the record. 

Mr. Heiizr. That statement will be made a part of the record at 
this point. 

(The requested data follows:) 

The Commission instituted a total of 32 injunctive actions during the fiscal 
year ended June 30, 1950, and 20 during the fiscal year ended June 30, 1951. In 
the case of misrepresentations in registration statements filed under the Securities 
Act, the Commission generally relies on informa! or formal administrative action 
or criminal prosecution, depending on the circumstances of the case, particularly 
* the question of willfulness, and none of these injunctive actions was based on ma- 
terial contained in such a registration statement. 

Mr. Hetuter. Now, these willful violations and misstatements or 
omissions of material facts, as I understand, are treated as criminal 
acts and are criminally prosecuted; is that correct? 

Mr. McDonatp. Well, there is a process there. Of course, the 
administrative procedure comes into play, and if there is a report and 
the staff brings in a complaint that something of that kind has oc- 
curred, the Commission will authorize an investigation. An investi- 
gation, of course, will enable the staff to issue subpenas, bring in wit- 
nesses, records, and so forth. Then, if upon investigation—and those 
investigations are mostly private investigations—the evidence is 
shown to the Commission that they do have evidence of fraud, or 
something in which the Justice Department would be interested for 
criminal prosecution, it is releeed to the Justice Department for 
prosecution. 
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Mr. Heuer. When you speak of a private investigation—and you 
did use those words? 

Mr. McDonauxp. Yes. 

Mr. Heuer. Do you mean that you invite the alleged offender to 
our office and put the problem right before him, the violation before 
im? Is that the way you work it? 

Mr. McDona op. If it is an informal investigation they might invite 
them to the office to tell the facts. If they think they are not getting 
all the facts the Commission can authorize a formal private investiga- 
tion in which they can swear their witnesses and issue subpenas. 

Mr. Heuer. Is that done in Washington or is it done in each 
regional office? 

a r. McDona.p. Everywhere. It might be done in any regional 
office. 

Besse Hever. What is the general practice? Where does that take 
place? 

Mr. McDonaup. Wherever the people are. For instance, a lot of 
it is done in New York. 

Mr. Heuer. In other words, Mr. Chairman, assuming for the sake 
of argument there is a firm in New York that you suspect is engaged in 
these willful violations, is it the practice of your New York office to 
send for AB Co. and tell them what the charges are and sit down and 
discuss the case that way? 

Mr. McDonaxp. Not that abruptly. More than likely if they 
were suspicious of a brokerage firm—for example, if there was some 
ne of it—they might shoot in the inspectors and check the 

ooks. 

Mr. Hetter. Is that before a private conference? 

Mr. McDona.p. Oh, yes. We can at any time walk in and take a 
look at the books of a brokerage firm. That is one of the great things 
about inspection—they do not know when they are coming and that 
is when you might unearth some situations. 

Mr. Hetuer. Let us go a little slow on this. That is exactly what 
I am trying to find out. Let us put it this way: The Commission in 
Washington receives a letter, let us say, from someone stating that 
he has knowledge of willful violation, willful misstatements or omis- 
sions of the AB Co. From that point on will you tell us, step by step, 
what you do? 

Mr. McDona.p. Where is the firm located? 

Mr. Heuer. In New York. 

Mr. McDona.p. The complaint will go back to New York, and if 
it is on a broker-dealer we would undoubtedly put an inspector in 
there to look the books over. If you tell them all about it first the 
books might change. We would put an inspector in there to take a 
look. Upon sufficient evidence they would invite the people over to 
the office to talk to them about it. If there was a hesitancy to talk 
and they thought they had sufficient evidence to make the case the 
basis of a broker-dealer revocation, or any sanctions, they might come 
before the Commission and ask for a formal order. 

Mr. Heuter. But the first step after you received the complaint 
would be to send one of your investigators in there to make a quick 
spot check of the books? 

Mr. McDona.p. Generally speaking, yes, but that is because the 
books furnish the answer in most instances. 
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Mr. Heuer. Then, after you have made such a spot check, or 
after your *aaspecgeemy have, in whose discretion is it to decide from 
that point? 

Mr. McDonatp. Well, the procedure is pretty well laid out; that 
is pretty much routine, once there is evidence of something which is 
—. to or is in violation of rules—put it that way—or the statute. 

ELLER. When you do find such a criminal violation, do you 
sit down, let us say, with them and discuss it privately, or do you just 
refer it immediate y to the prosecuting officer? 

Mr. McDonatp. Oh, no. Our cases are turned over to the prose- 
cutor. For example, it takes a long time to develop a case, as you 
know. It is done by ‘thorough investigation and witnesses under oath 
and by reams and reams of testimony, and then it comes from the 
regional office. For example, if the people who were working on a 
case in the r — office in New York make a recommendation to 
the regional director and after hearing the case they think it should 
result in criminal prosecution, the regional director would review that 
case and take that case and give it to what we call our Trading and 
Exchange Division, which is the enforcement division, and they 
review the case. If they feel the evidence is such that it should be 
prosecuted, then the bring the case to the Commission. They recite 
the findings to the Commission, give the Commission the facts, and 
the Commission then determines by vote whether it should be referred 
for criminal prosecution or not. 

Mr. Hetuier. What happens to those cases where the Commissioners 
decide there are not sufficient facts to criminally prosecute but where 
there has been a violation? 

Mr. McDona.p. You are dividing it. For example, there might 
be a violation which called for administrative sanctions, such as sus- 
pension of the broker-dealer’s license or revocation of the license but 
not a sufficient violation to be what you might say would constitute 
acrime. We have lots of those cases. Lots of cases are not referred 
criminally, but we proceed to exact sanctions after the Commission 
makes a finding. But before you do that, of course, you have oral 
argument; you have briefs and oral argument. Then the Commission, 
of course, makes its finding and exacts sanctions. The sanction might 
be severe censure; it might be a revocation of the broker-dealer’s 
license; or it might be a suspension for a period, or it might be any 
number of things. 

Mr. Heuer. In these security fraud cases, it is not a fact that the 
or of the investor is not quite an advantageous one, since the 

rden is placed upon the claimant in those cases to prove his case? 

I refer to civil liability cases. 

Mr. McDonanp. Of course, if there is a case made out by the Com- 
mission against a firm and they are fining him, it materially assists 
a civil suit. It may not be the purpose of it, but it does. 

Mr. Heuer. It is sort of a prima facie case in any civil action which 
he thereafter commences for the recovery of damages; is that correct? 

Mr. McDonaxp. I would think so. 

Mr. Heuer. Referring now for a moment again to these account- 
ant statements which are made part of the registration statement, 
can you tell me how the Commission checks these statements, if it 

does; or are they accepted because they are certified? 
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Mr. McDonaup. Well, that really strikes again at the real heart of 
certification and the importance of certification and what does cer- 
tification mean. When I appeared before this committee before, 
we were discussing a certain case, and it was rather inferred that the 
Commission before accepting, we will say, an inventory figure, should 
check that inventory. Now, gentlemen, it would just be a physical 
impossibility for our Commission to have sufficient men to check 
all of the figures and all of the inventories of all of the things that come 
in. When you have reputable firms who have checked that, who 
accept the ome ter pee that goes with that certification, then we 
do not go back of that. In other words, if the inventory figure is 
such, if accounts receivable are such, and a reserve is set up for de- 
preciation of accounts receivable for bad debts, we have a right to 
assume the auditors who certify that statement have checked those 
accounts receivable before they certify those accounts receivable and 
know the amount set up for doubtful accounts in that reserve is suffi- 
cient and ample. And we have a right to assume they have checked 
the inventory, and the accuracy of the inventory is acceptable. 
Also, as you know, management is always required to certify to the 
auditors. So we have a pretty good check. And I will say this: 
there are very, very few instances where there is any question about 
the adequacy of their check. 

The accounting profession today, I must say, has done a very, 
very good job, and so far as certification for our use, for the use of 


the Securities and Exchange Commission, is concerned, I think they 
are to be commended. 

Mr. Heuuer. But the fact remains, Mr. Chairman, that the 
Commission accepts as prima facie the accountant’s report without 


going into it in any shape, manner, or form? 

Mr. McDonatp. That is true, except where it may not conform 
to our accounting rules and to reorganized accounting principles. 
For instance, I mentioned awhile ago net income and, if you will recall, 
as you read the statements, you go back and find the statement of 
earned surplus; you have net earnings, sales, and allowances, and so 
forth. Then you will find income; then you have an analysis of earned 
surplus. And we have set up the manner in which that must be done. 
If they do not quite conform to that, we send it back to make them 
conform, but we do not check the accuracy of the figures they have. 

Mr. Heuer. So that if they comply with the accounting formula, 
so to speak, which the Commission has promulgated, a check which 
could be done in just a few moments, there is no further investigation 
of a certified statement. 

Mr. McDona.p. That is true. 

Mr. Hetzer. Now, is that the fact because you do not have 
sufficient help, or is it the fact because you accept the theory of the 
independence of the accountant? 

Mr. McDona.p. Well, you could put it on both bases. For 
instance, we must accept the independency of the accountant. If 
we have any occasion or reason to doubt it, we check it. But assuming 
we know it is an independent audit, we could not possibly have 
enough people to go in and check all of the other. 

Mr. Heuer. Well, how could you have any occasion to suspect 
the account is not accurate if all that is being done now is to see 
whether the formality of the formula meets the requirements and 
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that is all? How could you possibly have any suspicion? Put it this 
way: would suspicion be aroused by the name of the accountant who 
submits the report? 

Mr. McDonatp. Just let me get that, Mr. Chairman. You made 
the a that perhaps the name of the accountant might make 
some difference? 

Mr. Heuer. Yes. I just do not know. 

Mr. McDonatp. You have put your finger on a rather practical 
point there. If it is a small accounting firm and they have not been 
filing statements with the Commission, naturally they will examine 
it closely—not with the idea of doubting the accuracy but of satisfying 
themselves that the auditor is informed. And there have been in- 
stances where we have gone a little further than that. Now, ‘ac- 
counting” cannot be a weasel word with the Commission. There is 
a civil liability, and an accountant, when he certifies a statement, 
actually insures the statement. 

I could give you cases here. It would not be fair to give you the 
names on the record of those cases, but I can think of a case here not 
long ago, not too far away, which ran into very, very large figures, 
because a certain wy 4 firm had certified a reserve which was not 
ample, and banks on the basis of that and the accuracy of that state- 
ment had loaned money. It is the same thing with the SEC. When 
they come in to the SEC and file a statement, they are going to be 
right, because, if they are not right, they are in plenty of trouble. 

Mr. He tier. Do you think that a staff of expert accountants to 
check all of these financial statements might be a wise thing to have? 

Mr. McDonatp. Mr. Chairman, I think we are doing all the 
checking that is necessary. I am personally satisfied on that, and I 
am always skeptical when it comes to representations. But I am 
personally satisfied. You know in that Division we have good 
accountants; we have very good accountants. 

Mr. Hetuer. And I suppose the theory or the concept of inde- 
pendence which has beeu brought forth by the Commission has put the 
situation in such a way that it is not necessary to have any inde- 
pendent check. Is that correct? 

Mr. McDona np. I think that is correct, except I would not want 
to reflect at all on the great work that the American Institute of 
Accountants has done. They have done a great job in disciplining 
themselves, so to speak, and raising their own standards. There 
used to be a time when an issuer could say to the accountant “If you 
do not fix it that way, if you do not put it down that way, I will get 
another firm of accountants,” but he cannot do that today. In other 
words, no executive of a corporation can say to the representative of 
an accounting firm ‘‘You put the inventory in at a certain figure” or 
‘You put this in at a certain figure, or we will get another firm of 
accountants.” You cannot do that. And that is what gives you real 
figures when they come in, and you can depend and rely upon their 
accuracy. 

Mr. Hetier. The Commission has held, then, as I understand, 
that any financial interest in a client, no matter how small, disqualifies 
the accountant. Is that correct? 

Mr. McDonatp. Generally speaking, that is a correct statement. 
There may be some circumstances of small, minor things that I do not 

think about at this moment, but your statement in general is true. 
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Mr. Heuer. As to these footnotes that appear on many of these 
registration statements, has anything ever been done by the Com- 
mission to correct that situation? 

Mr. McDonatup. May I ask you what you mean when you say 
“‘to correct footnotes’? Footnotes are generally put there when there 
is something that might be a nonrecurring item or might be something 
out of the usual or might be something they wanted particularly to 
call attention to. It seems to me you will never get entirely away 
from the use of footnotes. I think the Commission has gotten that 
cleaned up about as much as it possibly can. 

That reminds me. We have had a great many times around the 
table discussions on footnotes to balance sheets, but I think now they 
are down to about the minimum. 

Mr. Heuer. Do not these footnotes often complicate the reading 
and understanding of the statement? 

Mr. McDona.p. In general, I would say yes. The less footnotes. 
we have, the better and the clearer and more concise the statement. 

ut I would have to say under certain circumstances footnotes are 
justified—a minimum of footnotes. 

May I say this to you, though, that an accounting firm takes a big 
chance. For example, if they have audited for a firm, and they are 
not independent, we will say, and it is proved that they are not inde- 
pendent, we will require a new audit. That might require thousands 
and thousands of dollars. The accounting firm has to pay for it. 
There are a great many hazards that they are subject to, if they are 
not extremely careful. 

Mr. Heuer. Now, suppose tomorrow a firm comes in with a regis- 
tration statement. Under your theory, because it is a certified state- 
ment, you do not go beyond it if it has followed the formula. Do you 
accept that statement from that firm, or do you go beyond it and 
examine it? 

Mr. McDona.p. We accept it if it is a very well accepted firm. 

Mr. Hetusr. Despite the fact it has been cited for a violation in the 
past? 

Mr. McDona.p. It might be a better firm because of that. I do 
not want to leave the impression, though, with the committee that 
just because the statement of finances is thrown in there that they are 
not looked over; but when you take the statement—we will just take 
the XYZ Corp. that is going to sell, say, $12 million or $15 million of 
common stock—any outfit selling that amount of common stock would 
have a really sizable footing. So, our own accountants would not 
feel nor would we as a Commission feel they should check the assets 
and liabilities column down through for the accuracy of the figures. 

I do not believe we have ever had a case—have we, Al?—involving 
the accurancy of the actual figures themselves from reputable firms. 

Mr. Hill points out that we never get out the first deficiency letter 
or statement until 10 days have elapsed. That goes into the defi- 
ciency letter. There will be an examination by a couple of expert 
accountants in those divisions; there will be two or three lawyers and 
two or three people who are schooled in looking over this material. 
It is subjected to quite a screening. But, if it is a statement “Yes” 
or “No” would we accept financial statements from a reputable 
accounting firm, I would say yes; we would. 

Mr. Heuer. Without making any independent investigation? 
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Mr. McDona.p. You mean sending people out and checking the 
com iM 
r. Hevier. Perhaps that. 

Mr. McDona.p. No; we would not. 

Mr. Hetuer. Are you familiar with the violation that existed in 
the Associated Gas case? 

Mr. McDona.p. That case happened a great many years before I 
came to the Commission, Mr. Heller, and I am not familiar with the 
charges. Perhaps Mr. Hill can answer that. 

Mr. Hi. Of course, the securities in question there were sold not 
only before 1935 but before 1933. Now, it was a very complicated 
matter, but the crux of the charge against the accountant was they 
had such a qualified certification —it was so involved and so tortuous— 
that, when you got through just nobody could understand it. 

Mr. Hetuer. | just wanted to know whether that was one case of 
a clear-cut violation. 

Mr. Hii. That was one of the many cases Mr. Hopson was in; 
but, so far as the accounting was concerned, an intelligent person 
could not figure out what that certificate meant. For example, the 
way they operated, or the way Mr. Hopson operated, there was one 
issue of convertible bonds there. If you read all of the fine print 
carefully, you would find out they were convertible to stock at the 
option of the company. It was that kind of stuff which they did, 
and the certified financial statements were just as strange and unin- 
telligible. But that happened long before these acts were passed. 

Mr. McDona.p. Mr. Hopson, I think, served time. 

Mr. Heuer. Yes. 

Mr. McDonatp. That was a very complicated system. 

Mr. Hever. Under your accounting rules, is the accountant 
required before issuing a certified financial statement to make a 
physical check of the inventories? 

Mr. McDonatp. You know for a great many years I have been 
connected with firms myself where we were audited by reputable 
firms—Ernst & Ernst, for example; Price-Waterhouse, and Haskins & 
Sells—and here is the way they do it. They will take your inventory 
record and they will spot-check you, and they will check back and 
then will put their men in the stockroom, and they will go through. 
I do not say actually if you had a lot of false bundles on the stockroom 
shelves you could not get away with it. | suppose you could if a 
person wanted to go to all that bother. But they will go to quite 
some extremes. They will make the management of the firm sign it. 
When these firms audit you, when they get through with you, you 
can be sure there is a pretty sound check on all of the assets and liabili- 
ties. And I have experienced that many times myself. 

Mr. Chairman, this is general language but it might help you a 
little bit in your thinking. It is subheaded ‘Representations as to 
the Audit.” [Reading:] 

The accountant’s certificate (i) shall state whether the audit was made in 
accordance with generally accepted auditing standards— 


Of course, that is set up by the American Institute pretty generally— 


and (ii) shall designate any auditing procedures generally recognized as normal or 
deemed necessary by the accountant under the circumstances of the particular 
ease which have been omitted and the reasons for their omission, 
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In other words, you Fo gat be auditi 

Mr. HELLER. at did you just from, Mr. McDonald? 

Mr. McDona tp. I read there from rule 2-02 (b) of our regulations 
governing auditors and audits. 

Mr. Heuer. Is there a number for that regulation? 

Mr. McDona.p. Yes, sir; ation S—X. 

Mr. Heuuer. Regulation S—X. 

Mr. McDonatp. Under the Securities Act of 1933, 1934, and 1935. 

Mr. Heuer. I see. Was that regulation promulgated so that it 
may conform with section 11 of the act which imposes upon the 
accountant the duty to make reasonable investigation into the truth 
and completeness of the statement he certifies? 

Mr. McDonatp. That is true. 

Mr. Heuer. Of course, I still feel that this problem of accounting 
should be gone into more thoroughly at some time in future hearings. 

Mr. McDonatp. Would you like to have me put in the record my 
observation of the accounting that is required by the Commission? 

Mr. Heuer. Yes; I sali 

Mr. McDonatp. I have been engaged in business for a great many 
years prior to coming with the Commission. I have been a director 
and an officer in a great many corporations. I have seen the audits 
of the older days and I have seen the audits as required today, and I 
personally am impressed with the progress that has been made. I per- 
sonally think that the financials that are required in the S—1’s, or the 
registration statement, and the financials used on the 10—K’s, the an- 
nual reports of the large corporations of this country, filed with the 
Securities and Exchange Commission, pretty generally refiect a true 
situation as it exists. if you would like to go further into accounting 
we have our chief accountant, who is a very well-informed man. 

Mr. Heuer. What is his name? 

Mr. McDonatp. Earle C. King. 

Mr. Hewuer. Yes; we may like to hear from him at some. future 
hearing. 

Mr. McDona.p. All right. 

Mr. Heuer. We shall adjourn now until 7:30 p. m. 

(Thereupon, at 3:50 p. m., Wednesday, January 9, 1952, a recess 
was taken until 7:30 p. m. of the same day.) 


EVENING SESSION 


(The hearing was resumed at 7:40 p. m.) 
Mr. Heuter. We will proceed. 


TESTIMONY OF HARRY A. McDONALD, CHAIRMAN OF THE SECURI- 
TIES AND EXCHANGE COMMISSION ; ACCOMPANIED BY ALFRED 
HILL, EXECUTIVE ASSISTANT TO THE CHAIRMAN OF THE SECUR- 
ITIES AND EXCHANGE COMMISSION—Resumed 


(The witness was previously sworn.) 

Mr. Heuer. Mr. Chairman, is it not a fact that the Congress 
recognized in the enactment of the Securities Act of 1933 that the 
small investor, for whose protection the act was primarily drafted, 
was not in a position to make the necessary investigation to determine 
whether the facts presented to him were correct, and it was therefore 
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contemplated that the Commission should conduct appropriate hear- 
ings and investigations when warranted by the information on hand, 
and that the Commission should give wide publicity to the facts estab- 
lished in the course of its proceedings? I direct your attention par- 
ticularly to the registration statement. 

Mr. McDonatp. Well, of course, in the Securities Act, the primary 
premise of it was to educate and clarify as well as present facts upon 
which an investment judgment could be made. I would not exactly 
say that the Commission, in the statute, was charged with the responsi- 
bility of conducting hearings in each case. Rather I would say that 
the statute puts the responsibility upon the issuer to furnish all the 
required information that the Commission should require, and the 
result that you speak about is achieved. Now, if there were before 
the Commission a registration statement of which we have had several, 
where even after it became effective we found that there was a mis- 
representation made, we could “stop order’’ that and bring it in for 
hearing, and when I say “stop order’’ it is the same thing as an in- 
junction. 

We could enjoin them from proceeding and bring them in for hear- 
i and correct the statement before we lifted the “stop order’ and 
allow them to proceed to sell. 

Of course, the original evils back in the lush twenties were caused 
to a great extent by misinformation and no knowledge on the part of 
dealers who were selling securities. They did not know what they 
were selling. They were selling something because somebody told 
them it was good. Now they have the “red herring”’ which precedes. 
Each issue is preceded to the dealers by what we call the “red herring,” 


which is the prospectus for all intents and purposes although it does 


not have the price and spread on the front of it; and from that the 
dealer can sit down and make a cold, intelligent analysis of the security 
that he is going to buy from the underwriter. That is the security 
which he buys and which he sells to his customer, namely the investor. 

So I think the 1933 act, or the Securities Act, went even further 
than just to protect the small investor. I think it went to protect the 
dealer and the institutional investor as well. 

Mr. Heimer. We agree, though, do we not, that the function of 
the Commission is to see that the registration process does not become 
just a process of dumping incoherent masses of facts before the inves- 
tor, and that it is rather the duty of the Commission to conduct in- 
vestigations? 

Mr. McDonatp. Where necessary. 

Mr. Heutuer. Where it is warranted, do we agree on that? 

Mr. McDona.p. I would agree with you on that; yes, sir. 

Mr. Heiter. How many such investigations has the Commission 
made in the past 2 years? 

Mr. McDonatp. Well, I couldn’t exactly tell you how many we 
have made, but we will take a mining issue. We have mining engi- 
neers that we send out, and if the issuer claims there is a certain vein 
or there is a certain so-and-so in a territory, we just don’t take its 
word on that particular sort of thing, we send a manout. We have in 
our Washi n office two-or three rather well-qualified engineers, oil 
men, mineral men, and when they come in complaining, for example— 
I know of one particular case I would rather not name. But where 
they claim to have certain oil reserves, meaning a lot of oil in the 





58 STUDY OF SECURITIES AND EXCHANGE COMMISSION 


ground, we send our men to look that over. There is a case there 
where there is no auditor that is going to check that, you know, and 
when I spoke this afternoon dicus entindiee being certified and about 
an auditor certifying something, he is certifying to something he can 
see, but when you talk about oil and reserves of oil, you are talking 
about something that is rather hard to prove up. We send our 
experts out. 

Mr. Hitz. Do you want some statistics on that? 

Mr. Heuer. Yes, if you have them. 

Mr. Hitt. In explaining these figures, first I should tell you that 
we have different types of investigations. Some are more formal 
than others. When a case comes in and when a complaint comes in 
there is just a brief inquiry made to determine whether there is any 
prima facie merit to it and it is not yet an investigation. 

Mr. Hetter. I am not referring to places where complaints arise. 

Mr. Hii. I am coming to that. Then we have cases where we 
have problems about trading on the markets, and we will have'a 
very brief inquiry there which is called a “flying quiz,” and if nothing 
shows up-—— 

Mr. McDona vp. He is talking about registration statements. 

May I put this so that you will get it. What the chairman wanted 
to know from me was, if I understood it properly, how often do we 
go out and investigate where a registration statement makes certain 
claims—how often do we go out and investigate. And you wanted 
to know how many times within the last 2 years we had made such 
an investigation? 

Mr. Heuer. Yes. 

Mr. McDowna.p. I think those facts would be available, but I 
would not have them right here. Would you like to have that 
information? 

Mr. Heuer. I would very much like to have that information. 

Mr. McDona np. All right. i 

Mr. HELLER. Some mention was just made that a staff of experts 
is employed for inspections. Are these experts available regularly 
for this type of work? 

Mr. McDona.tp. That is right. 

Mr. He ter. In the last 2 years, do you have any records here 
which would indicate the number of proceedings brought under 
section 8 (d) and section 8 (e)? 

Mr. McDonatp. Do you recognize those? 

Mr. Hii. Those are stop orders—investigations and proceedings. 
Pay McDonatp. We can get those but there are not very many of 
them. 

(The data referred to follows:) 


Proceepincs UNDER SEcTION 8 or THE Securities Act or 1933 


At es 11-13 of the Commission’s report of September 28, 1951, on the Securi- 
ties Act and other statutes, reference was made to the “letter of deficiency” 
technique which has been developed for the processing of registration statements 
under the Securities Act of 1933 and to its adaptation to the work of the Division 
of Corporation Finance under the other acts administered by it. In the over- 
whelming majority of cases this technique has operated most successfully to secure 
appropriate amendment of registration statements and prospectuses so as to afford 
to investors adequate and accurate information concerning the security to be 
offered, the issuer, its past operations, present position and business prospects, 
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and with respect to management. Occasionally, however, resort to more formal 
is necessary. 

If compliance with the suggestions and requests for amendments of a material 
character contained in the letter of deficiency is not made, the Division recom- 
mends the institution of formal action. Formal proceedings may also be recom- 
mended and instituted without the benefit of any prior letter of comment when 
the analysis of the registration statement by the s indicates that the deficiencies 
are not the result of an innocent mistake but rather seem to stem from a deliberate 
attempt to conceal and mislead. Resort is also had to formal hearing procedures 
to develop the facts necessary to a consideration of the adequacy and accuracy of 
the representations and other information contained in the registration statement 
and where the deficiencies are of such a character as not to lend themselves readily 
to correction through the informal deficiency letter process. These may be cases 
where independent expert opinion or the basic evidentiary facts are essential to 
an informed judgment. 

Several formal procedures are available to the Commission. Section 8 (b) of 
the act provides for a proceeding leading to an order refusing effectiveness to a 
registration statement. It is clear from the statute, however, that this type of 

roceeding was intended to be used only in the rare case where the inadequacy or 
incompleteness is plain on the ‘‘face’’ of the statement. This is wephanenl by 
the provision that the Commission must commence the proceeding by the giving 
of notice not later than 10 days after the filing and must provide for a hearing 
within 10 days after the notice. Section 8 (d) of the act, on the other hand, pro- 
vides for the issuance of a stop order suspending the effectiveness of a registration 
statement if it appears ‘“‘at any time’’ to include materially false statements or 
omit necessary statements. Since in most cases many of the material deficiencies 
and omissions found to exist are related to matters which are not apparent on the 
face of the registration statement, and proof of which may only be established 
after extensive inquiry and investigation, the Commission has largely resorted to 
proceedings under section 8 (d). 

Section 8 (e) provides for a formal “examination proceeding” in any case to 
determine whether a stop-order proceeding should be initiated. Such a proceed- 
ing, which is most often private, is, however, not a necessary preliminary to the 
institution of a stop-order proceeding. In many cases the stop-order proceeding 
is, in fact, preceded by an examination pursuant to section 8 (e) at which an 
opportunity to introduce evidence, cross-examine and to argue before the hearing 
officer is afforded registrant and its counsel. By stipulation between the staff 
and the registrant the record in the 8 (e) proceedings is often incorporated into 
any later stop-order proceeding. On occasion, by virtue of the development of 
evidence during the course of the section 8 (e) proceeding, the registrant volun- 
tarily files amendments correcting the deficiencies uncovered and supplies ma- 
terial information omitted, thus obviating the necessity for a formal stop-order 
proceeding. The filing of corrective amendments during the course of a stop- 
order proceeding has also often resulted in dismissal of the case, usually, howe: er, 
accompanied by an opinion setting out the findings of the Commission and its 
views on matters of interest. to investors. On occasion the Commission has also 
made public the evidence adduced in, or the record of, the section 8 (e) proceed- 
~~ where such action was in the public interest. 

he issuance of a stop order is not a permanent bar to the effectiveness of the 
registration statement or to the sale of the securities, for the order must be lifted 
and the statement declared effective if corrective amendments are filed in accord- 
ance with the stop-order decision. Stop orders may be issued after the sale of 
the security has been commenced or even consummated. Although losses which 
may have been suffered in the purchase of securities are not restored to investors 
by the issuance of a stop order, the Commission’s decision and the evidence upon 
which it is based may serve to aid stockholders in their own recovery suits. 

Section 20 of the act provides other remedies. The Commission may institute 
a less formal type of investigation to determine whether the act or the rules and 
regulations thereunder have been violated or are about to be violated. While this 
tvpe of investigation is most often employed in connection with matters other 
than the processing of registration statements, it has been on occasion so used 
where the exigencies of the situation are such as to mske advisable fencer. the 
more formal type of-examination provided by section 8 (e) of the act. It is 
appropriate to note that, as part of the ordinary examination and analysis pro- 
cedures, wholly informal field investigations are conducted. Basic material such 
as reports of geologists and engineers, other reports of similar character, and othef 
basic data are made available to the staff for study and consideration. This is 
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wholly apart from the sources of information svaiiable to the Commission in its 
own files and in the files of other governmental agencies. 

Section 20 also accords to the Commission the authority to seek injunctions 
against violations or proposed actions which may constitute violations and to 
refer to the ent of Justice information regarding acts or tices which 
may form the is for criminal proceedings. Finally, section provides that 
the Commission may seek mandamus from the appropriate courts to compel com- 
pliance with the provisions of the act or any order of the Commission made pur- 
suant thereto. ; 

As may be expected, the Commission resorted more frequently to the formal 

ures for testing the adequacy of registration statements in the early days 
of its administration of the act. The development of a staff of experts and the 
successful results obtained from the Division’s examination procedures and letter 
of deficiency and conference techniques together with the realization by the 
shady promoter and dishonest businessman that any filing with this Commission 
would be subjected to the closest scrutiny have obviated the necessity for frequent 
resort to the stop-order oe of the act in recent years. It is relevant to 
note that the letter of deficiency technique, first initiated by this Division in 1933 
and more fully developed since, is in essence the procedure now required to be 
employed by most agencies subject to the Administrative Procedure Act of 1946. 
Thus, section 5 (b) of that act provides that interested parties shall have an 
opportunity to submit facts, arguments, etc., for consideration by the agencies 
prior to actual resort to hearings and decisions. Section 9 (b) of that act provides 
that, except in cases of willfulness or those in which public health, interest, or safety 
require otherwise, no withdrawal, suspension, revocation, or annulment of any 
license shall be lawful unless prior to the institution of ageney procedure therefor 
facts or conduct which may warrant such action shall have been called to the 
attention of the licensee and an opportunity accorded to him to demonstrate or 
achieve compliance with all lawful requirements. 

During the three fiscal years ended June 30, 1951, there were six proceedings 
authorized under section 8 (e) of the act and five under section 8 (d). Of the 
latter, two were initiated in consequence of the evidence developed in the section 
8 (e) proceedings. The remaining four section 8 (e) proceedings were terminated 
upon withdrawal of the registration statement. Of the five section 8 (d) proceed- 
ings commenced during this period, one is still pending, two resulted in the 
issuance of stop orders, one was terminated upon withdrawal of the registration 
statement, and one dismissed after amendment of the registration statement. 

The procedures and techniques employed by the Division have resulted in 
marked success in securing adequate and accurate disclosures of material facts 
necessary to a proper and informed understanding by investors. It must, however, 
be emphasized that the effectiveness of the registration statement does not mean 
that the Division has verified the complete accuracy of every fact reported. 
Even if such verification were possible, the task would involve a tremendous 
undertaking in manpower, time, and monev, and would impede seriously the 
financing of business and industry through the public sale of securities. As was 
stated by the President in his message to Congress in connection with enactment 
of the Securities Act, the protections afforded by the act were to be obtained with 
the least possible interference with legitimate business. The Congress, in enacting 
the Securities Act, made clear that, while abusive practices were to be eliminated 
or modified, these corrections should not unduly hamper the legitimate functioning 
of the economy. It is with these injunctions in mind that the Division has 
endeavored to achieve the aim of accurate and adequate disclosure without causing 
any unnecessary disruption to honest business and finance. 


Mr. Hix. I might add this, that the number was greater in the 
early years of the Commission before they acquired experience in the 
act, and then they discovered that they can largely get the same re- 
sults with better use of their time and less injury to investors through 
the so-called deficiency-letter technique, through these informal con- 
ferences. After a registration statement is filed they bring the people 
down and talk to them and very often the statements are withdrawn 
or amended. 

Mr. Heuier. Weren’t these letters of deficiency used right from the 


beginning 
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Mr. Hm. Yes, but there has been a greater use of them, and less 
use of the formal stop-order proping. i 

Mr. McDonaup. I think I can clarify that, Mr. Chairman. During 
the early stages, in the early years, and I was one of the broker-dealers 

ing registration statements with the Commission, it was quite a job 
and entailed a lot of detail back and forth. But now it has been pretty 
well grooved in, and it has become more routine and the lawyers filing 
know more of how they want to file, and there are a great many delays 
and so forth that have been avoided. 

Now, we have got that down to a pretty clean routine. 

Now, in the case of the Tucker Corp., we had an 8 (d) proceeding 
there. After the registration had been made effective, it appeared 
that certain misrepresentations had been made, and they came in and 
admitted it; there was sn 8 (d) investigation there. 

Mr. Heuer. In other words, summing up the thoughts that you 
have just ne nse and those expressed by Mr. Hill, would it be fair 
to say that if it appears on first examination, that the statement needs 
to be corrected or supplemented, your staff of experts will send a letter 
of deficiency to the issuer, suggesting the matters upon which a fuller 
disclosure is required, is that correct? 

Mr. McDona.p. That is correct. 

Mr. Heuuer. And has that system therefore reduced the actions or 
the proceedings which heretofore were brought under sections 8 (d) 
and 8 (e)? Is that a correct statement? 

Mr. McDona tp. I think that that is a correct statement. 

Mr. Heuer. Your position then is that the Commission can wield 
the big stick if it wants to, or sit down and confer and get to some 
meeting of the minds? 

Mr. McDonatp. That is right. 

Mr. Heuer. And that procedure seems to have worked out pretty 
satisfactorily? 

Mr. McDona.p. Very satisfactorily, and incidentally I think that 
the broker-dealers throughout the country would answer that question 
in the affirmative as well. 

Mr. Hetuer. And the cases in which the proceedings are used are 
only those where there have been willful attempts to flout the dis- 
closure requirements, is that correct? 

Mr. McDona.p. That is correct. 

Mr. Heiter Or in cases where there appears gross negligence and 
that is indicated in the registration statement, is that correct? 

Mr. McDona.p. Or where we are convinced that they are not 

iving us the information that they have, or the information that the 
ow to be true. The word “negligent” I presume would be appli- 
cable in some of the cases as well. 

Mr. Hewuer. Now, is it a fact, Mr. Commissioner, that in the 
Securities Act of 1933, as it is written, the Commission has no au- 
thority to pass upon the soundness of any security? That we agree 
on, is that right? 

Mr. McDona.p. Definitely. 

Mr. Hetuer. That is a definite policy of the Commission? 

Mr. McDownavp. That is so. 

Mr. Hetuer. In other words, the issuer may be bankrupt and 
economically unsound in any other respect, and the financing pro- 
gram may be ill-advised; the management may be incompetent, and 
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the features of the security may offer no protection to the investor, 
and yet, if upon the face of the registration statement, prima facie, 
the whole truth is told, then the law specifies that the Commission 
must permit the registration statement to become effective? 

Mr. McDonatp. After the required number of days, that is true. 

Mr. Hetter. After the waiting period, which is 20 days?. 

Mr. McDonatp. That is true. 

Mr. Hetuirr. The form of the registration statement is amended 
from time to time, is that correct? 

Mr. McDonatp. Well, not too readily. It is quite a job to do 
that. Now, that one form had been in force for the past 3 years, 
and we changed it on the Ist of November or the Ist of Oetober, and 
the form prior to that had been in effect a great deal longer than 
3 years. 

Mr. HELLER. You had no intermediate amendments during those 
3 years: 

Mr. McDowna up. I didn’t get that. 

Mr. Heuer. There have been no intermediate amendments? 

Mr. McDownatp. I don’t think so. Anything that would have 
been done would have been very minor. We try to keep those the 
same. There are big stocks of those forms in the regional offices 
and sent out, and it is not something that we care to be changing too 
often, and it requires more than just a thought to do that. 

Mr. Heuer. Well, may the Commission refuse to permit a regis- 
tration statement to become effective if upon examination it believes 
that the statement on its face is incomplete or inaccurate in any 
material respect? 

Mr. McDonatp. Your question was: Would we allow it to be 
effective? 

Mr. Hewter. Yes. 

Mr. McDona.p. We would not, because in order to do that—we 
could do it in several different ways. First, we could ask for addi- 
tional information in the form of a deficiency letter, and the resulting 
amendments would start a new 20-day waiting period running, or 
we could stop-order them and come in for a hearing; and, if the stop 
order is on, the stop order is good until lifted. 

We don’t have any trouble, Mr. Chairman, on that score, because 
the investment fraternity won’t touch anything that doesn’t have 
the blessing, so-called, of the SEC. They just won’t touch it. 

Mr. Hetuer. Well, do your accountants, engineers, and other 
experts actually carefully examine the registration statements before 
they are permitted to become effective? 

Mr. McDonatp. Oh, yes; very carefully, and very skillfully, 
each registration statement. 

Mr. Hewtuier. And conduct hearings with respect to the state- 
ment? 

Mr. McDona.p. Not necessarily; very rarely. They conduct 
conferences with the issuer or those representatives of the issuer. 
Many registration statements start with a conference with the 
attorneys representing the issuer, or the accountants, or in many 
eases the issuers themselves. 

Mr. Hetuer. Now, these statements—the registration statements 
and the prospectus—are prepared by the sellers for the purpose of 
inducing sales; is that not correct? 
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Mr. McDonatp. Well, you are talking about the prospectus 
itself, and your question is: Is it prepared by the seller or the issuer? 

Mr. Heuer. That is right. 

Mr. McDona p. It is, to this extent: that the prospectus is taken 
right out of the registration statement; and, of course, the issuer 

ays for the printing and he has them printed. But he does not 
ite them printed until they receive approval as to form and the 
content by the Division. 

Mr. Heuer. Therefore, there are instances—and I suppose you 
have come across such instances—where these prospectuses or state- 
ments do not meet the standards which you require? 

Mr. McDonatp. Mr. Chairman, I couldn’t say that, because the 
prospectus that is prepared or printed by an issuer comes as a result 
of the conferences and work with the staff, and that really is a staff 

roduct. 
" Mr. He ter, Is it not a fact, Mr. Chairman, that many issuers and 
sellers of securities, while purporting to furnish the required informa- 
tion, will minimize data which might, when the selling stage is reached, 
deter the sale of the securities? 

Mr. McDona.p. Deter the sale of the securities, you mean? 

Mr. Heuer. Yes. 

Mr. McDona.p. And they will minimize that information? 

Mr. Heuer. Yes. . 

Mr. McDonatp. Well, of course, you come right back to the omis- 
sion of a material fact, or a half-truth or a half-statement, and all of 
those things, and watching for that is the work of the experts on the 
staff who process the registration statement. If they think that there 
is a half-truth, or there is not a sufficient statement with respect to any 
item, they have no hesitancy in asking the issuer for the additional 
information. 

Mr. Hetuer. Well, I think that you are not answering the question 
which I have in mind. Perhaps I have not made it very clear. Let 
us see if I cannot clarify it by this question: Have you not found that 
lawyers and accountants who prepare registration statements do so 
with an eye to setting up legal defenses in advance, rather than inform- 
Bi prospective investors? 

r. McDona.p. Well, I don’t believe I could answer that by a 
“ves” or “no” answer. 

Mr. Heuer. That has been a problem confronting the Commission; 
has it not? 

Mr. McDonatp. You always have that problem when attorneys 
are trying to cover their client and protect him from all types of liabili- 
ties, and they inject a lot of things in the registration statement which 
adds to its bulk and adds to its size. 

As to whether or not they will fully try to understate, I would not 
exactly say that they do; but I do know from my own experience and 
observation at close range that the legal fraternity themselves are for 
the most part res nsible for the large prospectuses. 

Mr. Hetuer. The reason I press that question is that there is a 
statement, I believe, in Mr. McCormick's book to that effect. I think 
he states that this practice is so common that administrative reviews 
become indispensable to the protection of the investor. 

Now, if administrative reviews do become indispensable because of 
that situation, what I cannot understand is why should not every 
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registration statement receive a very thorough review and analysis 
and investigation? 

Mr. McDona tp. I contend that they do. I would have to see the 
context of that from McCormick’s book to just exactly get that pic- 
ture, but McCormick came from the Registration Division, you know 
and no one should know any better than McCormick that each an 
every registration statement is supposed to get the treatment that it 
needs. 

Mr. Chairman, would you like to see some samples of deficiency 
letters that go out from those divisions? 

Mr. Hetuer. Do you have them available? 

Mr. McDonatp. We can see that you get them. 

Mr. Heuer. Yes; I would like to see them. 

Mr. McDonatp. We will furnish you typical deficiency letters at 
the initial stages or the beginning of a registration statement, and 
perhaps the final one, and we can give you some of those. 

Mr. Hetier. Would you say, the way the law now reads in con- 
nection with registration statements, it is possible apparently to 
follow the law and yet mislead the public? 

Mr. McDonatp. I would not say that. Just because a prospectus 
might be large and bulky does not necessarily mean that it is mislead- 
ing. I should not contend that a prospectus, irrespective of size, is 
in itself misleading. It might not be informative because the indi- 
vidual would have trouble reading it, but that would not necessarily 
make it misleading. 

Mr. HEtuER. Of course, it is the policy of the Commission, as I 
understand it, to see to it that these statements are brief and con- 
densed ; is that correct? 

Mr. McDona.p. I wish it were more so than it is. I am a great 
contender for less bulk and more readily digestible material. 

Mr. Heuer. I understand that the Commission has demonstrated 
in certain public releases how legal descriptions covering as many as 
rt words could reasonably be condensed to approximately 200 
words. 

Mr. McDona tp. It is very true. But supposing the attorney who 
is representing that issuer says, “I want to use the 2,000 words.” 
You cannot force him to use the 200, because he may say, “If I don’t 
use the 2,000 words, my client is going to be liable, and maybe I have 
omitted something I should say.” 

Mr. Heuer. Well, are not the attorneys required to comply with 
the releases? 

Mr. McDonavp. Not awtonangia’§ Now you are striking at the 
heart of what is going to happen when you get up for an amendment 
of section 5; for example, if you shorten the prospectus and cut down 
the material in a prospectus or in a selling document, issuers are going 
to object to liability for curtailment of space, or you might say the 
use of words. Do you follow me, Mr. Chairman? 

Mr. Heuuer. Yes. Let me ask you, Mr. Commissioner, whether 
you have ever given thought or the Commission has ever given thought 
to the possibility of taking over the writing of the prospectus? 

Mr. MeDonins. That is really what I would call a chestnut. We 
have discussed that and discussed it. 

Mr. Herter. What is the attitude with respect to that? 
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Mr. McDona.p. That we ought not to do it, because, as soon as 
we do, we will be in a sense rhea. Borg issuer of that responsibility 
and, consequently, the liability which attaches. He will argue, 
“Well, you —— the statement.” 

And, furthermore, there is this remote possibility that they might 
claim Government sponsorship of a certain type of security. We try 
to keep, as much as we can, out of that. However, it must be under- 
stood that we are and our Corporation Finance Division is helpful 
and must be helpful, especially to the new outfit coming in to register. 

age In other words, all you can do is advise, suggest, and 
confer 

Mr. McDonaxp. That is right. 

Mr. Heuer. And police? 

Mr. McDonaxp. And police; that is right. 

Mr. He.ier. It is your understanding—is it not, Mr. Commis- 
sioner—that the Congress realized that the mere act of filing a state- 
ment with the Commission in Washington would do little to assure 
information to investors scattered throughout the country, and it 
therefore provided that in the sale of Sawty distributed securities the 
seller must provide the buyer with a prospectus which contains the 
salient information needed by the buyer? That is correct; is it not? 

Mr. McDona.p. That is true; but that statement, standing as of 
itself, does not mean a great deal. 

Mr. Heuer. Is that because of the oral sale that we know about 
under section 5, subsection (b) (2), I think it is? 

Mr. McDonatp. No, sir. It is this way: The Congress in the 
statute required that a prospectus be given to each buyer, but a 
prospectus may accompany the delivery of the security. There is 
where the weakness comes. In other words, when a man is taking 
delivery of a security, the security has already been purchased. The 
statute requires that the first writing be a prospectus, but there need 
not be any writing, and there might be an oral sale. 

Mr. Heuer. I have read your very interesting speech of March 2, 
1950, entitled “Problems of the Prospectus,” in which you discuss 
this problem of carrying out the clear congressional intent of the 
Securities Act of 1933 that full information be the basis for the sale 
of new issues. 

At this point, I should like to make this speech a part of the record, 
and I so offer it. 

(The address referred to is as follows:) 


PROBLEMS OF THE PROSPECTUS 


Address by Harry A. McDonald, Chairman, Securities and Exchange Commission 
Before the Third Annual Convention of the National Federation of Financial 
Analysts Societies, New York City, March 2, 1950 
In a sense this convention is a milestone of progress. Corporate executives, 

bankers, economists, analysts, representatives of Government have met to pool 

their information and interchange their ideas on broad problems of our economy. 

Both the range of subjects discussed and the topics themselves demonstrate that 

& good deal of informed thinking is taking place in the formation of modern invest- 

ment policy. It is to the credit of the National Federation of Financial Analysts 

Societies that it has planned and provided this occasion, and I am proud of the 

opportunity to meet and talk with you. 

he keynote of the afternoon conferences of this convention was the word 
“outlook.” Experts talked about the outlook for banking, for the auto industry, 
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for chemicals, farm buying, petroleum and the stock market. It was to my mind 
a happily chosen word. utlook is based on insight, and insight in turn is based 
on information. The patient accumuiation of facts and the free interchange of 
ideas built our science and technology. Patient accumulation of facts and the 
free interchange of ideas are just as necessary if we are to develop workable ways 
of dealing with our problems as businessmen, administrators and citizens, The 
further back we push the domain of ignorance, the nearer we appeoaen. the power 
to control—within a democratic framework—the technological and social forces 
which we must master in order to keep them from overpowering us. 

The financial analyst may not pretend to an importance beyond his own field. 
But I think he has such importance. He is, at the same time, one of the causes 
and one of the products of our growing awareness of the need for information in 
dealing with modern business and investment problems. He is ever hungry for 
more particular and more extensive data; he is a perpetual reminder both to those 
who invest and those who create investments that there is a high premium on 
outlook and information, and that an informed view of the present is the best 
look at the future. 

It is, I think, particularly fitting that a representative of the SEC should be 
addressing you tonight. The SEC is today the world’s richest storehouse of 
financial information and the financial analyst is one of the direct beneficiaries of 
that information. Your objectives and ours are, in many ways, parallel. Out of 
the era of hunch, tip, and hysteria grew a set of Federal laws administered by the 
SEC, each of which was a major attack on the domain of ignorance. 

In these laws Congress turned the light of information on the process of invest- 
ment in new issues, on securities trading, on the affairs of our giant public utility 
holding company systems, on our investment companies. The aim of the Con- 
gress in passing these laws and our aim in enforcing them is to protect the investor; 
and these laws are based on the same philosphy that underlies the profession of 
financial analysis—that to be reliably informed is the first step in being protected. 

The usefulness of a storehouse depends as much on what you can get out of it 
as on what goesin. Of course, material filed with us is available for public inspec- 
tion and, as many of you know, we fill annually, at cost, requests for many thou- 
sands of pages of photocopy material. But, because of our limited resources we 
can collect, organize and publish in statistical form only a minute fraction of the 
information filed with us. I will describe a few of our publications and, as I do, 
I think that you will see that they are important tools of over-all financial and 
economic analysis. 

We publish quarterly data on the working capital of United States corporations, 
showing principal items of current assets and current liabilities of domestic com- 
panies and demonstrating at a glance the net current position of American cor- 
porate enterprise. ‘Together with the Federal Trade Commission we publish the 
so-called Quarterly Industrial Financial Reports which show, for many classifica- 
tions of manufacturing companies, both aggregate and size-group estimates of 
balance sheets and income items. This is the only source I know of for a com- 
prehensive look at significant financial estimates for these industrial groups. 

In cooperation with the Department of Commerce we prepare and publish 
quarterly data on actual and proposed plant and equipment expenditures Boros ve 
what business has spent and what it proposes to spend in coming periods on plant 
and equipment. 

Of equal importance in measuring economic activity is our series on the volume 
and composition of individuals’ saving—which presents net changes in various 
components of individuals’ savings, such as securities, cash, insurance, and durable 
consumer items. 

Our findings and opinions in specific cases have been valuable tools of financial 
analysis. When I first came to the Commission I shared with many businessmen 
the belief that these findings and opinions were too long and complicated. If our 
Commissioners had more time to devote to actual drafting much could be done to 
shorten and simplify them. But there is good reason for their length in many 
cases. For our findings and opinions serve multiple purposes. In passing on 
plans of utility holding company reorganizations we not only want to tell the 
people affected by the plan our reasons for holding the plan fair or unfair but we 
want the courts, which must also pass on these plans, to have before them explicit 
data and reasons for the Commission’s action. Further, these findings present 
facts about underlying system companies which have proved invaluable in acceler- 
ating the seasoning of newly distributed securities. 

If the SEC were compared with a hospital and the financial analyst to a private 
physician, the services I have commented on up to now are, so to speak, primarily 
our services to the profession. How about the patient bimself—the investor? 
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Under our laws the single most important vehicle intended to be of direct use to 
the investor is the prospectus covering securities registered for public offering 
under the Securities Act. Whether the prospectus is doing its job and what can 
be done to. improve it are questions.with which the SEC has wrestled for over 10 


ears. 
. The problem of the prospectus is not asimpleone. Se te difficulties are pre- 
sented in considering what it is and how it is used. And any satisfactory answer 
to those difficulties must take into account not only the basic function of the pros- 
pectus, which is to inform the buyer, but the underwriting process itself—that 
process of which the oe has become, under the law, an integral part. 

If a security is required to be registered under the Securities Act, it is unlawful 
to offer or solicit through the mails or facilities of interstate commerce before the 

ration statement becomes effective. When the statement does become 
effective, the first written solicitation is required to be the full prospectus—which 
is, in most instances, the registration statement less the exhibits. With negligible 
exception, the term ‘‘prospectus”’ is so defined in the law that any communication 
in writing or by racio broadcast which attempts to dispose of a security is a 
prospectus unless it is accompanied or has been preceded by a full statutory 
prospectus which complies with the requirements of the act. Thus, selling litera- 
ture other than the prospectus may be used only as long as it accompanies or is 
preceded by the prospectus. 

However, notwithstanding the fact that the prospectus is intended to be the 
first significant written communication which offers the security or solicits an 
offer, the law permits the prospectus to be withheld until the transaction is eon- 
firmed or the security is delivered. 

These provisions create the setting of our problem. In a highly competitive 
and risky business the law imposes a period during which the mails or interstate 
facilities of communication cannot be used to set up a distributing organizatiyn or 
to solicit buyers’ interest. When the registration statement is effective offering 
ean take place only by word of mouth or at first through the full statutory prospec- 
tus. 
What have all these restrictions added up to? Securities are sold by word of 
mouth. Business is done by telephone. ile the law condemns offering before 
registration is effective, the SEC encourages broader dissemination of information, 
ge toctsmee 4 to dealers, in a document that is a prospectus in everything but name 

efore registration is effective; I am referring to the so-called red herring prospec- 
tus. Except for institutional buyers who often insist on seeing prospectuses be- 
fore they buy, customers are sold securities long before they ever see either a 
prospectus or any decent set of facts atout the investment. Sometime later the 
investor sees the prospectus—a document which is often formidable and beyond 
his comprehension and which amounts, under the circumstances, to showing the 
menu after the dinner is over. 

What have been the reactions to this situation? 

First: Every proposal for revision of this act, whether it has oricinated within 
or outsiae of the SEC, has carried with it a proposal to do away with the ban on 
offering and solicitation befere the registratinn statement becomes effective. It 
has been universally recognized that with effective protections to the investor 
this restriction of offering has become an unnecessary limitation on a business 
which is highly competitive and risky, and in which commitments naturally 
carry with them the pressure to take steps to measure anticipated demand and to 
cut down risk. 

Second: Every proposal to amend the law, whether arising from inside or out- 
side the SEC, has included a proposal to liberalize the use of written offering ma- 
terial in addition to the prospectus. While there have been disputes as to how 
far the law should go in permitting written offering material which did not amount 
to a prospectus, there has been agreement on the proposition that we should elim- 
inate the present requirement that the prospectus be substantially the first piece 
of informative literature. 

Third: It has been recognized that the prospectus, in order to be useful to the 
average investor, needs streamlining. But it has been proposed to do the stream- 
lining by Government fiat and by dispensing official immunity for condensation. 
And it is still the view of many, with which I cannot agree, that the same docu- 
ment, the prospectus, should serve a combination of purposes which, to my way of 
thinking, one document simply cannot be made to serve in many cases. It is 
hoped that the document can be full enough to contain, in one package, all the 
material legal representations of the issuer and the distributors about the security 
so that they can defend themselves against liability for misrepresentation or omis- 
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sion. Also, it is hoped that the document can be ample enough to satisfy the 
searching analysis which many institutions and financial advisers will want to 
give. But, at the same time, this same document is intended to be a useful, 
streamlined — of literature that will invite the lay investor’s perusal and be 
simple enough to satisfy his capacity for absorbing information about investments. 
What is the answer? 


Mr. Hooper, who preceded me on this platform, has commented on the problem 
of the prospectus in a recent issue of the New York Security Analysts’ Journal. 
His osis coincides with that of others who have devoted their attention to 
this problem. In essence, Mr. Hooper has said that the prospectus is not serving 
its function of informing the lay investor because it has come to be a legal docu- 
ment rather than an informative piece of selling material. He would rve the 

rospectus because he agrees with many that the prospectus is useful to dealers, 
nstitutions and professional analysts, and he has caught the essential point that 
the requirement of the disclosure itself effectively i in the bud manv schemes 
that would wither in the light of full disclosure. ut he has expressed doubt 
whether any condensation of the prospectus pursuant to Government order would 
transform it from a legal document into a useful adjunct to the distribution process 
as far as the ordinary investor is concerned. While he would preserve the prospec- 
tus in its present form as a useful tool for dealers, institutional investors and finan- 
cial analysts, he would give complete freedom to distributing houses to circulate 
selling literature, and he has suggested that the prospectus be available on request 
to anyone who thinks he can use it. 

Ins distinction to these views are the ideas of those who insist that we 
should still rely on the prospectus, as we know it today, as the primary vehicle for 
information for all investors and who think that the prospectus should be delivered 
to every buyer, whether lay or professional, a given time before sale. 

This is a dispute in which it is easier to isolate the problems than to solve them. 
a such as those made on his own behalf by Mr. Hooper have the merit 
of flexibility and recognition of the practical problems faced by distributors. 
However, those suggestions raise certain difficult problems. Many securities dis- 
tributors do not want a system of unrestrained selling literature. They fear the 
constant pressure in this competitive business to stoop to the lowest level of their 
competitors. They welcome uniformity and restraint in selling literature as the 
sc of maintaining a high ethical level of business practice. They recognize that 

icense in the use of selling literature may entail more stringent regulation than 
now exists, and perhaps make it more important than ever to give prospectuses to 
all customers as an assurance that a scrutinized document, containing all the per- 
missible representations, has gotten to the buyer and will help to foreclose the 
possibility of suits in a falling market. 

The truth may lie somewhere in between. Essentially, as I have indicated, 
the prospectus is, and must continue to remain, the place where the seller says 
all that the law requires him to say. It is, and should continue to be, the source 
from which the dealer, the institution and the analyst can get the full information 
they want. It is not, to my mind, crucial whether or not the average investor 
shall get thisdocument. Certainly, if he wants it, let him have it—and promptly, 
Certainly, if distributors’ liability must depend on whether or not they have 
provided this document to investors, let them provide it. What is crucial to 
the present issue is that the ordinary investor—the man for whom this law was 
passed—shall get something he can use and in time for it to be of use. We have 
a pete ctus for the professional; why not try to achieve a prospectus for the 
public 

Disclosure is like the spinning of a generator—it yields no light until the current 
enters a circuit and is channeled into a bulb. As long as we try to make one 
document do three jobs we cannot pretend that we have brought light to the 
posh merely by requiring that this document be prepared, distributed, or held 
available. 

No amount of pious hoping will transform our lay investors into financial 
analysts. There are some who think that if we did no more than step up the 
time in the distribution process when the investor gets his prospectus there will 
be better general use of the prospectus as we know it today. There may be a 
lot to that. How much there is to it is a matter of speculation. But it is certainly 
not speculation to believe that brevity invites reading while bulk repels it; that 
a representation 90 percent accurate may as well not have been made if it is going 
to be lost in a maze of qualifications to achieve 100 percent accuracy; that a 
minutely detailed description of a funded pension plan or elaborate footnotes 
on inventory valuations will not help the average investor to make any decision 
except throw his hands up in despair. 





STUDY OF SECURITIES AND EXCHANGE COMMISSION 69 


These are real problems. How they will eventually be answered I do not 
know. They can be answered only by an unremitting determination to find the 
best answers. It is to the credit of those who believe in the Securities Act and 
have lived with its traditions that they have aeeeety undertaken to make a 
serious study of its operations and to consider m of revision. They cannot 
be expected to embrace, without extremely careful analysis, proposals for revision 
of a law that has been the keystone of our Federal system of securities regulation. 
On the other hand, the honest securities distributor is expected to believe in his 
own merchandise and in his own potentialities of service to the investor, and to 
emphasize the practical difficulties. encountered in complying with regulation. 
It is my sincere hope that in this give and take we will be able to find the answers 


nu in this area that the financial analyst can be of extraordinary service. To 
the extent that the financial analyst is professionally devotea to the ideal of more 
and better information, to the extent that he has no ax to grind for the securities 
distributor, and to the extent that he has no stake in any given system of regula- 
tion, he can bring to these problems a valuable independent point of view. We 
would welcome your help and the benefit of your experience. 

Mr. Hetzer. Now, the problem, as you stated it, as I gathered it 
from this speech, is substantially as follows: 

The Securities Act of 1933 clearly intends that the prospectus or 
document which is required to tell the material facts to provide an 
informed judgment to the investor, should be in the hands of the inves- 
tor before he decides to purchase the securities. Is that correct? 

Mr. McDona.p. It is not correct so far as the practice is concerned, 
but that is the intent. 

Mr. Heuer. That is the intent, though; is it not? 

Mr. McDona.p. That is right. 

Mr. Heuer. Yet, the indications are that as much as 80 percent 
of all of the securities sold today are sold by telephone and other oral 
conversations; is that not so? 

Mr. McDona.p. I would say that that was a true statement. 

Mr. Hetter. So that a great number of investors do not get to see 
the prospectus until the sale has, for all practical purposes, been com- 
pleted; is that so? 

Mr. McDonatp. That is correct; and at the same time, when you 
think of that, you must also couple that with this knowledge: that 
even though the prospectus was not received by the recipient or the 
buyer until he received the delivery of his securities, nevertheless he 
has the prospectus on which to base any claim of misrepresentation. 

Mr. Heuer. That is a subsequent situation. 

Mr. McDona.p. That is right. 

Mr. Heuer. Now, I would like to pose this question: Having had 
this problem under consideration, what suggestions can you give this 
committee which would help to plug this deficiency or hole in the 
Securities Act which I think you and I agree is a hole in the act? 

Mr. McDonatp. The solution that I have tried to get the staff 
principally to accept has been, namely, this, Mr. Chairman: that a 
screened selling summary, if you choose to call it that, which is really 
the meat of the prospectus, be allowed to be used by dealers upon the 
effective date of the registration statement, and that the bulky, infor- 
mative prospectus be made available to those who want to see it, 
the professional buyer and the institutional buyer and the dealer and 
the person who wants that additional information; but that a screened, 
small, condensed selling document be used and be required to be sent 
to the purchaser prior to his committing himself. 

Mr. Ween: ioe would that eliminate the oral statements? 
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Mr. McDonatp. The oral statements you can’t help, we can’t help 
those. You just can’t regulate the oral statements. 

Mr. Heuer. Or the telephone conversations. 

Mr. MoDonatp. You cannot regulate that, either. 

Before the registration statement has become effective it is illegal 
to call anyone in interstate commerce, arid it is illegal to write them 
a letter, and it is illegal to even offer them the security. 

Now, that is a t that you cannot police, and that is the im- 
practicable part of this whole thing. I would make it possible for 
them to offer, and I would make it ible for them to call, and I 
would not let them write but I would let them do everything except 
commit and confirm, prior to the effeetive date of the registration 
statement. Thereby we could eliminate all of these violations that 
are taking place today that we cannot catch, and I want it a part of 
this record that I have been 5 years in the administration of these 
acts, and I have been 16 or 17 years on the other side, and I say to 
you that in competition you cannot comply with the act; nor can this 
Commission enforce the provisions of the statute. 

Do I make myself understood? 

Mr. Hetuter. The Commission has not been able to evolve any plan 
to correct the situation? 

Mr. McDona.p. We have not been able to agree. There are 100 
different plans. 

Now, my plan, I claim, gives the individual investor more informa- 
tion than the plan we now have, and I am satisfied it would, because 
he could have something that he could read, and I think you see my 
point on that. 

Mr. Hetuzr. This problem has been discussed, I assume, in execu- 
tive meetings of the Commission? 

Mr. McDonatp. It has been discussed, Mr. Chairman, by the 
Commission, and it is a chestnut, and it has been with them since they 
tried to amend the statute back in 1939, 1940, and 1941; and I have 
been with the Commission 5 years, and every year there has been con- 
versation, but we never get it past that. We draft, and we have a 
draft right now. The Investment Bankers Association and the Na- 
tional Association of Securities Dealers and the National Securities 
Traders Association and the New York Stock Exchange and the 
Mutual Funds people have all pretty well agreed, but what they will 
agree on the Commission will not accept, as a rule; and what the Com- 
mission will accept, they will not agree on. It is quite a difficult 
thing to get this whole thing worked out so that they are all satisfied 
because everyone has a different approach. 

The Mutual Funds, they have a prospectus all of the while, be- 
cause they are selling all of the time, and that is a constant sale, and 
they are offering always. 

Mr. Hetter. Is that the open-end funds? 

Mr. McDona.p. That is right. On the other hand there is the 
underwriter who has a big stock deal of 1 million shares today, and he 
offers that stock at 2 pie Ants this afternoon and it should be all gone 
by 4 o’clock, and if it isn’t all gone by 4 or 5 o’clock it is a bad deal— 
consequently, he wants to get everything of his out fast. 

Mr. Heurer. I see. That certainly poses a very serious problem. 
I would like to ask you, Mr. Commissioner, whether you would, 
therefore, say that the congressional intent of the act has failed? 
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Mr. McDonatp, No, I would not say that. The congressional 
intent of the act has been a success. This is a very minor part, but 
it is a part of the mechanics of offering, and in that respect it was not 
practical and it should have been amended. 

Mr. Hetuer. Well, you say it is just a minor defect, and yet you 
and I have agreed that as much as 80 percent of the securities are 
sold today by telephone or other oral conversations. Therefore, it 
would appear to be a major problem, to my way of thinking. 

Mr. McDona cp. It is major in this, but it has nothing to do with 
the quality of the security, and it has nothing to do, we might say, 
with the representations made for the security. It is what we call, 
in the Commission, gun-jumping. They jump the gun before the 
effective date. 

a Would the suggestion that you discussed cure the 
defect? 

Mr. McDona.p. Would my suggestion cure that? 

Mr. Heuer. In your opinion. 

Mr. McDonanp. I think it would. I am perhaps a little proud of 
my own suggestion when I say that, but I kane it could be cured in 
that manner. 

Mr. Hetier. How do the other Commissioners feel about it? 

Mr. McDona.p. I wish I knew. I could not exactly express that. 
I think that they are satisfied, as I am, that an amendment to correct 
that is necessary, but they may not be willing to go as far as I would 
to accomplish that result, 

Mr. Hewier. Well, this has come about because of the choice of the 
language in the act; is that not correct? 

Mr. MCpona np. Is the statute, you mean? 

Mr. Heuer. Yes. 

Mr. McDona.p. And interpretation, yes; the interpretation of the 
statute. 

Mr. Hauer. I have before me a statement made by former Com- 
missioner Edward T. McCormick on April 6, 1950, and I should like 
to read this paragraph pertaining to such matter. He states: 

However, through an unfortunate choice of language, the main objective of the 
prospectus has been lost, and it has been possible to avoid the clear congressional 
imtent that the full information outlined in the statute be the basis for the sale 
of new issues. This results from two factors: First, the distinction in the law 
between talking and writing, and second, the provision of the statute that 
prospectuses may be withheld under certain circumstances until the securities are 
delivered pursuant to-sale. 

Apparently Commissioner McCormick takes a contrary view from 
the view you have expressed, isn’t that correct? 

Mr. McDona.p. Well, I think that that is a matter of words. 
I do not think that he feels that the statute falls short of its intent 
simply because the prospectus is delivered with the security, although 
McCormick was always a great advocate of the prospectus preceding 
by 24 or 48 hours the actual commitment. 

Mr. McCormick at one time, I believe, even suggested that there 
be a 24- or 48-hour revocation period or an “out” clause, meaning 
that the customer could buy it and he would have 24 or 48 hours 
to change his mind; which, of course, is highly impracticable, in my 
opinion. 





72 STUDY OF SECURITIES AND EXCHANGE COMMISSION 


Mr. Heiter. Commissioner McCormick, in discussing this problem, 
has also stated, and I quote: 


* ¥* * the opportunity to talk about a security has become a giant which 
has shaken the very foundation of the scheme of regulation. 


He goes “heigd far, does he not? 

Mr. McDona.p. Would, you read that again for me, Mr. Chair- 
man? I do not — get that. 

Mr. Heuer. ~ I ought to read the entire paragraph. 

Mr. McDonatp. I believe that you should. 

Mr. Heuer (reading): 


In passing the Securities Act, the Congress laid emphasis on the role of the 
written statutory prospectus in the basic policy of the legislation—informing the 
investor. However, it did recognize that certain informal and essentially casual 
oral discussion was inevitable and that it would be impossible to police all oral 
communications between sellers and buyers of securities. It therefore worded the 
Securities Act in a way that permitted a seller to make oral statements concerning 
securities being offered even prior to the delivery of a prospectus. There can 
b2 no doubt, however, that the Securities Act clearly intends that the prospectus— 
the document which is required to tell the material facts necessary to an informed 
judgment should be the main vehicle of securities sales in newly distributed issues. 

et it has been estimated that as much as 80 percent of all securities are today 
sold by telephone and other oral conversation and many investors do not see the 
prospectus until the sale has for all practical purposes been completed. The 
midget-—-the opportunity to talk about a security—has become a giant which 
has shaken the very foundation of the scheme of regulation. ; 


Mr. McDona.p. We agree, except we do not use the same vehicle 
to get to the same destination. McCormick believes that people read 
the prospectus, and that is just an impracticable point of view. 
People do not read them, And further—— 

r. Hetier. People do not read them, you say? 


Mr. McDonatp. No, they do not read them, and I do not read 
them, and I do not know of anyone who reads a prospectus to buy a 
security. If you will make an analysis of a security you read a pros- 
pectus; but people buy securities because they are sold orally. He 
even admits that 80 percent is sold by telephone. 

Mr. Heuer. That is right. 


Mr. McDona.p. I would say it is higher than that. So in order 


to be practicable—— 

Mr. Heiuier. What percentage would you say, Mr. McDonald? 

Mr. McDona.p. I do not like to pick a percentage from the air, 
but if you take certain types of securities like a new issue of common 
stock, 95 percent or more; but if you take an issue which is going to go 
to insurance companies or institutions where they have institutional 
buyers and professional buyers, that is where they take a look at the 
prospectus. But you take an issue of XYZ common stock being 
floated through 100 different banking houses throughout the country 
tomorrow morning, I will just suggest to you that, practically speak- 
ing, 100 percent will be sold by the spoken word. 

Mr. Heuer. And that is, of course, in violation of the act. 

Mr. McDonatp. It may or may not be. If it is after the effective 
date, it is not; and if it is before the effective date, it is. But Mr. 
McCormick does not envisage what actually takes place out in the 
field, and I say to you that if you want good law, you must have a law 
that the sincere, honest, well-intentioned individual is capable of 
living up to; and with respect to that particular section of the act 
today, I think that it is impossible for an honest, well-intentioned, 
sincere broker-dealer to comply 100 percent. 
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Mr. Heuer. It is my understanding, Commissioner, that the 
Commission keeps a constant watch of the security markets, and that 
when the Commission observes any unusual movement in a security 

our staff swi into an investigation, in which buyers, sellers, 
fe otha and dealers, are interrogated about their transactions in that 
security. Is that a correct statement? 

Mr. McDonaxp. That is true, and that comes under the 1934 act. 

Mr. Heutier. Could you tell us, or furnish a statement for the 
record if you do not have that information available at the moment, 
how many of the so-called “flying quizzes’? were conducted by the 
Commission in each of the five preceding years, and what securities 
were investigated? 

Mr. McDona.p. Well, Mr. Chairman, you know, of course, when 
I talk about that, we are getting into what you wanted to take to- 
morrow, the 1934 act. But that is quite right. If you ask for 
5 years, and the flying quizzes that were made, I think that that could 
be given to you. If this is a confidential record, that could be done. 
You see, when we throw a flying quiz on a company, for that to be 
known generally would reflect on that company’s securities, and so 
that is always a confidential matter unless we bring some action; 
and when the action is brought, that still might be confidential until 
the sanctions are invoked, at which time it would be made public. 

For example, if we see a movement in a stock that looks out of 
order and out of line, we might go in and find out who is buying the 
stock on the exchange, and we will go into the houses that are buying 
it and find out who is buying it there; and if there is some particular 
deal like a merger, or something, we will find out whether it is inside 
buying or not. 

ut I must confess to you that while we institute a great many 
flying quizzes, very, very few of them bring up anything other than 
to give you information that something might have been going on, 
and some contract was contemplated or some one service had put out 
a good write-up on the stock, or the general trend of the market. 

t has gotten now so that the people who are members of the various 
exchanges around the country are cheng careful what they do with 
respect to listed securities, and I think that the markets are rather 
orderly. Perhaps I should allow you to draw that conclusion. 

Mr. Heiter. How many securities have been subjected to these 
flying quizzes? 

Mr. McDonaup. Pardon me? 

Mr. Heiter. How many securities would you say, approximately, 
have been subjected to these flying quizzes during the past 5 years? 

Mr. McDona.p. Let me get that for omg hairman. I 
think that our annual report gives pretty much that, except it does 
not ¢ the names. Do you want the names? 

Mr. Hetuer. Yes, I would like to get the names for the record. 

Mr. Hitu. Would you want to make the names public? It might 
cause an awful lot of. embarrassment to companies which have been 

ilty of no wrongdoing at all, especially if it took place recently. 

he trading quizzes are instituted upon the slightest movement in 
the market which looks questionable. 

Mr. Heuer. As I understand it, Mr. Hill, from what you just 
stated, these so-called flying quizzes are initiated upon receipt of 
complaints from the public; is that right? 
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Mr. Hit. Well, it could be that, but very often they are initiated 
in this way: The Commission has a stock ticker of the New York 
Stock Exchange and the New York Curb Exchange, and it receives 
the prices in the over-the-counter market; and as soon as anything 
unusual appears, it may be that an hour after it appears a flying quiz 
may be instituted. 

Mr. He ter. Is there one particular person or persons in charge 
of watching this ticker? 

Mr. Hit. Yes. The ticker is examined by a clerk, the stuff 
coming off the ticker is processed by a clerk, and it is passed around 
among the people in the Division. 

Mr. Heuer. Which Division? 

Mr. Hur. The Division of Trading and Exchanges. And that 
information is immediately passed around, and anything which 
deviates from normal trends, from the trend of the market or the 
trend of the industry 

Mr. Heuer. There is a constant surveillance of the ticker? 

Mr. Hitz. Minute by minute. 

Mr. Heuer. And the results are communicated to the experts? 

Mr. Hitt. That is right. 

Mr. Heuuer. And if there is any unusual trading or any unusual 
dip or rise—— 

Mr. Hruu. There is an immediate investigation. 

Mr. Heiter. There is an immediate investigation in that case? 

Mr. Hit. It might be a telephone call or it might be a letter or 
it might be a questionnaire, or it might be a visit by an inspector, but 
there is immediate action. 

Mr. Heuer. And a record is made of whatever action is taken? 

Mr. Hiut. Oh, yes. 

Mr. McDonatp. I might also add that in such a case, if it is 
alarmingly out of line, the record of that would be sent immediatel 
to the Chairman’s office, and the Chairman would have it. And if 
there is any serious drop in the market or anything out of ordinary 
in the market, the Chairman’s office is notified immediately. 

(The requested data have been filed for the information of the 
subcommittee. ) 

Mr. Hetuer. Mr. McDonald, I think that you made a statement 
to the effect that rarely is the prospectus examined by the investor 
before he makes a’purchase. Is that a correct statement? 

Mr. McDonanp. That is my conviction. 

Mr. Heuier. Now, what is your opinion: Can an investor make 
an intelligent selection by looking at either a registration statement or 
a prospectus? 

Mr. McDona.p. For me to say that he could not would be accusing 
him of not being able to understand. But the actual transactions in 
the financial world do not happen that way. It would not surprise 
me, if lots of the people who buy securities, were they to sit down and 
study and give some real study to what is contained in a registration 
statement or a prospectus, that they could get something out of it 
and they could come up with perhaps an nleeeed judgment. But 


securities are not sold that way. 

Mr. Hetuer. Generally speaking, would you not agree with me 
that the ordinary investor lacks the ability or the facility and the 
training to make a proper investigation? 
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Mr. McDonanp. Certainly. That is why I say it is so important 
that the dealer be informed. I am more concerned about a dealer 
being informed and having information made available to him so 
that he can form an intelligent judgment of what he wants to buy, 
because as I said this morning, when a dealer buys some securities and 
puts them on the shelf, somebody is going to own them, because he 
1s yang out to sell them. 

r. Hevter. When the registration statement is filed, I under- 
stand—and correct me if it is not so—that it is assigned to a section 
chief; is that correct? 

Mr. McDonaup. Yes; they are assigned to a group, or they call 
them sections. They call them a section, and in the section there are 
about seven or eight men. 

Mr. HeELuer. Thies being an attorney, I imagine, and one an analyst? 

Mr. McDona.p. Two or three security analysts. 

Mr. Heuurr. And a group of accountants; is that correct? 

Mr. McDona.p. That is right 

Mr. Heuer. Now, the sae er makes a detailed examination of the 
entire statement; is that correct? 

Mr. McDona.p. They divide it up, you know, as to what part 
they are best equipped for. That is a question that I wish you would 
ask Mr. Bane when he comes over, because that is right up his alley. 
He is the man who laid that out and originated the system, and he is 
very well equipped to answer that question. 

Mr. Hetuer. At any rate, on the basis of these examinations, and 
we will ask Mr. Bane who makes each part of that examination, then 
this team or group then prepares a memorandum; is that correct? 

Mr. McDona.p. A deficiency letter; that is right. 

Mr. Heuer. Again, I would like to read a paragraph of a speech 
you once made which somewhat disturbs me, and I would like to get 
a more detailed view now. You stated in a speech made on October 
20, 1950, to the Certified Public Accountants Association of Ontario, 


and I quote: 


As a regulator, I have cleared many statements regarding securities which I 
wouldn’t touch with a 10-foot pole, but I have silently thanked the Lord, over 
and over again, that it was none of my business, as a regulator, to censor the 


investment process. 

Mr. McDona.p. Well, that is a true statement. You take a look 
at some of these stocks going through and you naturally would not 
care to buy them, but if they have complied with all of the require- 
ments, and ours being a disclosure statute, if they have made all of 
the proper disclosures, there is nothing we can do about it, and I 
would not want the job of passing upon the quality of a security that 
the people throughout these great United States should or could buy. 

Mr. Hill calls my attention to this. On the front of a prospectus, 
we will often use the words, “These securities are speculative,” or we 
have been known to use the words, ‘““These are without apparent value,” 
and require them to put that on the prospectus. 

Mr: Hea. On the first page. 

Mr. McDona.p. To wit, the first page of the Tucker Corp. pro- 
spectus will give you a little idea. 

Mr. Hevier. Have you ever made a survey to see what has hap- 
pened to these stocks or these securities that you ‘‘wouldn’t touch 
with a 10-foot pole’’? 
23578—52—pt. 1-6 
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Mr. McDonatp. I cannot give you a blow-by-blow description of 
them — now, but I can assume what has happened to most of them. 

Mr. Heuer. I assume from what you say that there has been a 
ia loss sustained by those who have made investments in those 
stocks. 

Mr. McDonatp. You mean losses sustained? 

Mr. Heuer. Yes. 

Mr. McDonatp. I think that that would be a fair assumption. 

May I just point this out, Mr. Chairman, that I think the Congress 
showed a great degree of wisdom in not trying to require a commission 
to pass upon merits. Now, some State commissions pass upon merits 
and they have standards; but if we were to pass upon the merits of a 
of these securities, we really would have ourselves a nice situation. 

Mr. Heuer. Well, in these types of cases, referring to those which 
you personally would not touch with a 10-foot pole, is there not any 
way that we can eradicate that evil? 

Mr. McDonaunp. I don’t think so. You know, it is an interesting 
thing. Take your mining securities and take your oil securities ; some- 
times they hit. It is like a “long shot,” I think, at the track. The 
fact that I would not buy them does not necessarily mean that they 
might not have a speculative chance, and there are lots of people who 
are looking for capital gains, and they will buy only that which they 
think is very speculative so that they would get a rise and could have 
a capital gain. 

Then again, there is the greater cross section who would tell you 
that, “I only buy investment-type securities,’’ and investment-type 
securities are not the type of securities we have been talking about. 

Mr. Chairman, for your record, you will have people advocating 


that registration statements ought not to be required of corporations 


having securities rated by rating agencies as, shall I say, and 
AA and BAA, but I do pot paar to that type of reasoning, be- 
cause there you are delegating to a rating agency the authority to 
say, in a sense, whether a corporation is going to register its securities 
or not. There again, you have someone passing upon the merits. 

Frankly, I think the disclosure part of our statute or the Securities 
Act, as it is drafted, is very smart. 

Mr. Hetuer. In other words, you would take the position that the 
act could not be strengthened by provisions requiring the Commission 
to check on the facts as given, and to indicate whether the Commis- 
_ sion thought an issue safe or speculative? 

Mr. McDonatp. To any greater extent than we do it, no, I would 
not be in favor of it. To a certain extent we do just what you are 
talking about when we require them to put on the front of a prospec- 
tus, “This is a speculative issue,” or ““This is without seeming value.” 
I think that that is a definite warning, and I think that that is as far 
as we should go. 

Now, so far as checking the facts, we discussed that this afternoon 
at some length. I think that our check, by all standards and to all 
intents and purposes, is sufficiently thorough to meet the require- 
ments; I really do, including accepting certified financials and certified 
facts from the issuer or the issuer’s representatives, and of course 
you must keep in mind all of the civil liability that attaches, you see. 

Mr. Hetuer: Would you find objectionable a suggestion to the 
effect that there be endorsed a further statement that the relationship 
of capital investment of the issuing company, to the securities con- 
templated to be sold, is a proper one? 
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Mr. McDonatp. I am sorry, Mr. Chairman, I did not quite get 
that question. 

Mr. Hetuer. Let me see if I can rephrase it. You have indicated 
that the Commission requires what it considers to be speculative 
ventures to be so stated in the prospectus; is that not correct? 

Mr. McDonatp. That is correct. 

Mr. He.ier. Where you have examined the registration state- 
ment and it appears to you that it is the type of stock what you would 
not touch with a 10-foot pole, would aa go a step further and also 
have stamped upon the statement or the prospectus something to the 
effect that you find the relationship of capital investment by the 
issuing company, to the security sold, to be a proper one? 

Mr. McDowna.p. In other words, the relationship between the 
capital of the issuing company and the security which it is issuing is 
proper? In other words, i think what you mean there, is the capital 
structure healthy? 

Mr. Heuer. That is right; is the value of the security fair? 

Mr. McDonatp. Well, now, let us just take a look at that, as to 
what kind of a problem it would pose for the Commission. 

We have all kinds of balance sheets going through, and one issuer 
might have a beautiful balance sheet, and one might have a mediocre 
balance sheet, and one might have a very r balance sheet. They 
might be raising capital for the purpose of improving their working- 
capital position, or improving their balance sheet. Your suggestion 
would require that the Commission make a statement in the prospec- 
tus that the—— 

Mr. Heuer. On the face of the prospectus. 

Mr. McDonaup. That the balance sheet appeared all right. I 
would not do it. That is just the same as giving them a rating. We 
cannot afford to do that. 

Mr. Hetisr. Under these conditions, the Government would be 
rating securities; is that right? 

Mr. McDonatp. That is right. 

Mr. Heuer. And this would make the Government a potential 
defendant? 

Mr. McDonaup. Yes. The Government is really taking a great 
deal of responsibility when it steps in and passes judgment in that 
way. There is something you haven’t come to yet with respect to 
the frontispiece of a prospectus, and that is the price and spread. 

Now, if you were selling an oil stock, you might in some States take 
as high as 20 or 25 percent, but we make you put it right on the front 
page of the prospectus what that spread is so that anybody, om whoever 
did perchance read the prospectus, would see that you are making 20 
percent, or 25 percent, or 15 percent; and of course, those spreads 
that I am talking about are exceptional, and that is not the usual. 
The usual investment-type security will run 2 to 3 percent. That is 
on common stocks. Of course, on debt issues, very, very much less 
than that. But I think that one of the great things about the Securi- 
ties Act is the requirement of disclosing the spread. And there again, 
1 am sure that my system would be better if the Commission would 
authorize publication of a screening document which would be sent 
out in advance of the sale, so that the individual who purchased would 
know what the salesman is making or what the house is making. You 
would be surprised, sometimes, how that might affect a sale 
Mr. Heuuer. Mr. McDonald, under the statute, the Commission 
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can either require an issuer to await the statutory 20-day period after 
its registration statement is put into shape, or it can hasten the time of 
its effectiveness. This, as 1 understand it, is called acceleration. 

Mr. McDonavp. .That is correct. | 

Mr. Heuer. Has this procedure been found satisfactory? 

Mr. McDonatp. I would say that it has, Mr. Chairman. In 
accelerating a security, we require that the issuer show proof that the 
“red herring,’’ which is the prospectus with the exception of the price 
and spread, has been properly circulated to all possible interested 
people, meaning dealers and institutions. When we have evidence of 
that having been done, and all of the other requirements of registration 
have been met, the Division will bring it before the Commission and 
ask that it be accelerated; there are no further problems. And the 
Commission has, in its discretion, and does in many, many instances, 
grant acceleration, but it is not required to. 

In other words, they could make them wait, and that is often done 
in the case of a security which has presented many problems—make 
them wait the statutory period, namely, 20 days from the last filed 
amendment. 

Do I make myself clear on that? 

Mr. Heuer. Yes, you do. 

Was the registration statement of Kaiser-Frazer accelerated? 

Mr. McDena.p. Which one? 

Mr. Hetuer. The third offering. 

Mr. McDona pn. I couldn’t answer that without having the records. 
of the Division. I wouldn’t be surprised. If you are asking about 
the one which caused the great fracas, it seems to me that it was 
accelerated at the suggestion of the Division, after all of the amend- 
ments and everything had been cleared up. 

Now, you understand that had been the third time that Kaiser- 
Frazer had been in registration, and when outfits are coming to regis- 
tration two and three and four and five times, which they very often 
do, they do not have the same problems going through registration as 
they initially did, because all of that work has been done, and then it 
is just a question of the circularization of the ‘‘red herrings’’ and proper 
dissemination of information; and if everything else has been complied 
with, they request aceeleration, and the Commission grants it. 

Mr. Heuer. Mr. Chairman, it is now approximately 9:15 p. m., 
and I think that the committee might like to adjourn for the day. We 
have been running since early this morning. 

Before doing so, I should like to express my appreciation to you for 
your very splendid cooperation, not only in giving us today’s testi- 
mony, but on all prior occasions that we have called upon you since 
this subcommittee was organized. 

Mr. McDona.p. Thank you, Mr. Chairman. 

Mr. Heuer. I expect to have Commissioner McEntire here to- 
morrow morning and talk with him about the 1934 act. Or course, 
it may be necessary in the future to recall you, and I know that when- 
ever we call upon you we shall have your usual excellent cooperation. 

Mr. McDonatp. You certainly shall, and I thank you for those 
remarks. I appreciate that. 

Mr. Hetuer. The subcommittee stands adjourned until tomorrow 
morning at 10 a. m. 

(Whereupon, at 9:15 p. m., the hearing was recessed until 10 a. m., 
Thursday, January 10, 1952.) 
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House or REPRESENTATIVES, 
SUBCOMMITTEE OF THE COMMITTEE ON 
INTERSTATE AND ForEIGN COMMERCE, 
Washington, D. C. 

‘The subcommittee met at 10:20 a. m., pursuant to recess, in room 
1334 of the House Office Building, Hon. Louis B. Heller (chairman 
of the subcommittee) presiding. 

Present: Representatives Heller and McGuire. 

Also present: Sam G. Spal, professional staff member of the Com- 
mittee on Interstate and Foreign Commerce. 

Mr. Heiter. The subcommittee will be in order. 

Commissioner Richard B. McEntire is here to testify particularly 
on the Securities Exchange Act of 1934. At this point the sub- 
committee will consider the statement appearing on page 17 through 
page 31 of the Securities and Exchange Commission’s statement of 
October 29, 1951, to be the direct testimony of Commissioner 
McEntire. That is correct, is it not, Mr. Commissioner? 

Commissioner McEntire. One moment, Mr. Chairman. I had 
in mind that it was a little more extensive than that. 

That is correct, Mr. Chairman. 

(The statement referred to follows:) 


Securities ExcHaANGE Act or 1934 


The objectives of the Securities Act of 1933, as previously noted, were to 
prevent fraud on the purchasers of securities and to provide a source of reliable 
information about securities offered to the public by issuers and person in control 
of an issuer. After the enactment of the Securities Act, the Congress continued 
its study of manipulative activities and other practices which had been responsible 
in large part for the staggering losses suffered by investors of the previous decade 
and which had been a substantial factor in dragging the Nation’s economy from 
the high levels of the twenties down to the depths of the depression. The result 
of the investigation was the adoption of the Securities Exchange Act of 1934 and 
the creation of the Securities and Exchange Commission to administer that act, 
as well as the Securities Act, which had been administered at the outset by the 
Federal Trade Commission. 


INVESTOR-MANAGEMENT RELATIONSHIPS 

Information 

In part the Exchange Act simply extended the approach of the Securities Act 
over a larger area so that investors buying or selling securities listed on exchanges 
could do so upon the basis of reliable information about those securities, rather 
than on false or one-sided information or tips or hunches. The availability of 
such information is of vital importance not only to those investors who take the 
time to study it but to all who trade-in the market, for the available information 
is reflected in the market price. 
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Sections 12 and 13 of the act require the filing of current information about the 
affairs of companies whose securities are listed for trading on a national securities 
exchange. Section 15 (d) of the act provides for similar information with respect 
to companies a substantial block of whose securities have been publicly offered 
and remain outstanding. 

In specifying the information to be filed, the Commission has endeavored to 
provide forms which would achieve the statutory objective of obtaining adequate 
disclosure with the least possible burden upon those subject to the act. The letter 
of deficiency technique discussed in the section on the Securities Act is used to 
expedite the processing of filings under the Exchange Act. 

ion 19 (a) (2) of the act authorizes the suspension or withdrawal of registra- 
tion of a security for failure to comply with the act or rules. Since delisting may 
scan penalize public security holders, rather than the management which is 
responsible for the noncompliance with the act, the Commission has used this 
procedure sparingly. Proceedings under this section are, in many instances, dis- 
missed upon the correction of deficiencies and the furnishing of omitted informa- 
tion. In one case, the Commission obtained a mandatory injunction from the 
——— court compelling the filing of the required reports. 

t June 30, 1951, 2,188 issuers had 3,523 security issues registered on national 
securities exchanges. During the year ended June 30, 1951, 730 applications for 
registration, 2,686 annual and 11,000 current reports were filed with the Com- 
mission. 

Proxies 

One of the basic problems of the modern corporation is the separation of owner- 
ship from control that commonly results from the fact that stock is scattered 
among holders all over the country who cannot personally attend corporate meet- 
ings and cannot have any say in the management of their funds except through 
the proxy technique. Section 14 (a) of the Securities Exchange Act authorizes 
the Commission to promulgate rules with respect to the solicitation of proxies in 
connection with listed securities, and the Commission’s jurisdiction in this respect 
was extended under the Public Utility Holding Company Act and the Investment 
pg nad Act to companies subject to these statutes. Section 14 does not com- 
pel the solicitation of proxies, and public stockholders are sometimes denied any 
portnuetion in corporate affairs by refusal of the management to solicit proxies. 

he statute and proxy rules are based on disclosure and do not empower the Com- 
mission to interfere with the internal affairs of a corporation. 
basic purpose of the rules is to require that each person solicited be furnished 
with accurate and adequate information to enable him to act intelligently when 
his vote or consent is sought. The proxy statement must include information 
regarding the solicitors, the nominees and all other matters to be acted upon. 
en management solicits proxies for election of directors, it must send out an 
annual report containing such financial statements for the past year as will, in the 
opinion of management, adequately refiect the company’s position and operations. 
It should be made clear that neither this rule nor any provision of the act grants 
to the Commission authority as to the form or content of annual reports which 
eres may send to stockholders. The proxy form must provide means 
whereby each person solicited may indicate by ballot his approval or disapproval 
of each matter to be acted upon. A security holder may also, through the man- 
agement’s proxy material, present proposals which are proper subjects for action 
by security holders. 

The letter of deficiency technique is also employed in processing proxy material 
filed. Apart from the tight time schedule provided by the regulation for examin- 
ation of material filed, proxy solicitations have a marked seasonal peak in the 
spring months of the year. During the year ended June 30, 1951, material was 
filed with respect to 1,805 proxy solicitations of which 52 percent were filed 
during February and March, and follow-up material was filed in 499 cases. 

In view of the difficulty of obtaining stock lists under local law, provision is 
made to enable security holders, not allied with management, to solicit the proxies 
of other security holders. Where a contest develops, the Commission’s role may 
be more realistically described as that of a mediator endeavoring to eliminate 
questionable statements or to secure clarification since in such cases the proxy 
material must be viewed both as informational documents subject to the re- 
quirements of adequate and accurate disclosure and as ee documents in 
which a reasonable latitude for expression of opinion should be permitted. The 
Commission has found it necessary to seek injunctions against both management 
and opposition groups for infractions of the proxy rules. Other cases have been 
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brought before courts by management and by security holders who, the courts 
have held, have a private right of action pods on violation of the proxy rules. 


Trading by corporate “insiders.” 
Congress recognized that one of the basic causes of investor impotence lay in 
the power of insider to dominate and manipulate the market in the cor- 
ration’s shares for their own ends and in disregard of their responsibility to the 
nvestors whom they were supposed to represent and protect. Section 16 deals 
with these abuses in several ways. 

Since transactions by insiders reflect decisions based upon intimate knowledge 
of the company’s affairs and are of particular interest to security holders and 
prospective investors, section 16 (a) requires that each officer and director of a 
—— with equity securities registered for trading on a national securities 
ex ge, and 10 percent owners of such securities, file with the Commission and 
the exchange reports showing his holdings and any change in such holdings. 
During the fiscal year 1951 over 22,000 such reports were filed with the Com- 
mission. These reports are available for public inspection. Since 1935, the Com- 
mission has condensed and published a monthly summary of the information 
contained in the reports. 

Section 16 (b) is aimed at eliminating profits by insiders from short-term 
speculation in their company’s securities, since such profits commonly result from 
an unfair use of inside information. Any profit realized by an officer, director 
or 10 percent stockholder from a short-swing transaction (a sale and purchase or 
purchase and sale within 6 months) is recoverable by the issuer. The right to 
sue for recovery of the profits inures initially to the corporation itself. If it 
fails to act diligently, any security holder may sue on behalf of the corporation. 
The Commission has adopted rules under section 16 (b) exempting various trans- 
actions not comprehended within the purposes of the section in order to avoid 
hardship in its application. 

Section 16 (c) prohibits short sales of their own company’s securities by corpo- 
rate insiders since such sales have served at times as a manipulative device and 
are, in any event, contrary to the interests of the corporation’s public stock- 
holders. he Commission’s activities with respect to short sales generally is 
discussed below. 

Section 16 has emerged as an important protection to the small stockholder 

inst trading abuses by inside stockholders. Although the Commission is not 
charged with the enforcement of section 16 (b), it is frequently requested by the 
judiciary or by private litigants to express its opinion as amicus curiae upon 
important legal questions arising in litigation based on this section. In these 
instances, the Commission has acted as an impartial expert giving the court the 
benefit of its experience in the administration of the securities acts. 


GENERAL MARKET REGULATION 


While the Exchange Act substantially extended the disclosure philosophy of the 
Securities Act and dealt with the problem of investor-management relations, it was 
concerned perhaps primarily with regulation of the securities markets. 


Manipulation 

Large-scale manipulation of the securities markets had become so prevalent 
during the 1920’s that no one could be sure whether the price of any given stock 
in the market was a bona fide market price reflecting the value of the security or 
an arbitrary price created by the activities of persons out to defraud the public. 
One of the main pu of the act was to ban all manipulative practices so that 
investors could teade in markets where prices were established by the honest 
balance of supply and demand. Section 9 prohibits ‘“‘wash sales’ and “matched 
orders” and all other activities designed to distort market prices for the purpose 
of inducing the public to buy or sell a security. While section 9 is limited by its 
terms to securities registered on national securities exchanges, manipulation of 
other securities, that is, those traded in over-the-counter markets, has been 
subjected to substantially the same limitations by the Commission’s rules under 
the general fraud sections of the act. 

The Commission adrainisters the antimanipulative provisions in such a way as 
to stop manipulation at its inception, instead of relying on punishment after the 
event, when investors’ losses are usually irretrievable. It. keeps approximately 
8,500 securities under continuous surveillance to detect and prevent manipula- 
tions. Most of the other securities having any public market are examined at 
intervals. The market for securities about to be offered to the public is very 
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earefully scrutinized. When unusual deviations in the price or volume of trading 
are noted, a “flying quiz’’ is instituted to discover if a manipulation is occurring. 
The Commission has initiated approximately 1,900 quizzes or investigations. 

As a result.of the Commission’s continuous surveillance of market activities, 
‘‘pool”’ manipulations of the type prevalent in earlier years have been completely 
stamped out. However, more subtle attempts at manipulation continue to be 
made, and the conditions of the 1920’s could easily return if our vigilance were 
relaxed. 

Stabilization 

Section 9 (a) (6) of the act authorized the Commission to regulate activities 
designed to stabilize the price of a security in the market, that is, activities in- 
tended to prevent or retard a price change, as distinguished from activities 
initiating priee changes. While stabilizing may be considered to be a form of 
manipulation, no substitute has been found for stabilization to protect the market 
against various types of abnormal pressure that occur during a distribution of 
securities. The Commission has not prohibited stabilization but has required 
reports to be filed with it so that it can act whenever such activities are not 
properly limited -but take a manipulative turn. More than 100,000 reports of 
stabilizing activities have been examined covering securities offered to the public 
for the sum of more than $6 billion. 


Short selling 

Prior to 1934 manipulators interested in driving the market down did so by 
the use of short sales. They simply borrowed securities (generally customers’ 
securities held on margin by stock exchange members), dumped them on the mar- 
ket, and then bought them back again at the lower levels to which their short 
selling had driven the market. In an unspectacular but thorough manner, our 
rules under section 10 (a) have wiped out the manupulative aspects of short 
selling. They forbid such sales at prices below the previous market level. At 
the same time our rules permit short sales in rising markets, where they have a 
stabilizing effect. 


Margins 

The purchase of securities on shoestring margins and the extension of excessive 
credit generally were important factors in the 1929 market crash. The Board 
of Governors of the Federal Reserve System has adopted margin regulations to 
deal with this problem pursuent to section 7 of the act, and this Commission en- 
forces such regulations. 


Fraud 

Under section 10 (b) of the act, the Commission has adopted rule X—10B-—5, 
which serves as the general antifraud provision under the statute. It differs 
from the fraud provisions of the Securities Act in that it applies to fraudulent 
purchases of securities as well as fraudulent sales. Apart from serving as one 
basis for administrative, injunctive, and criminal action by the Commission, it 
has been rather widely used as a basis for civil recovery in the courts by persons 
who have been induced to sell their securities by fraudulent means. 


STOCK EXCHANGE REGULATION 


The stock exchanges have a vital place in the regulatory pattern, not only be- 
cause they are the centers of trading for the larger and more widely distributed 
issues, but also because the act authorizes and requires them in many respects to 
regulate the activities of their members as a further means of protecting investors. 
The Commission, as well as the exchanges, has power to suspend or expel a person 
from exchange membership. 

Sixteen exchanges are now registered with the Commission. In each case the 
Commission had to determine before granting registration that the exchange’s 
organization, rules and practices conformed to the standards and objectives of the 
act. 

Under section 19 (b) of the act the Commission retains residual authority to 
alter or supplement the rules of a national securities exchange with respect to 
various matters. Each exchange reports changes in its rules and practices to the 
Commission. These are reviewed to determine wheter they are in the public 
interest and in conformity with the act, and the Commission frequently takes the 
initiative in suggesting the adoption or amendment of rules or practices. 

The Commission rates fixed by the exchanges are subject to review under this 
section. 
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The financial responsibility of members is safeguarded by exchange require- 
ments and audits, —_ subject to Commission supervision under section 19 (b). 
The Commission’s hypothecation rules under section 8 (c) of the act prohibit 
members from using customers’ securities for their own benefit by borrowing more 
on them than the customers owe, and the New York Stock Exchange and some 
of the other exchanges have rules requiring the earmarking or segregation of 
customers’ fully paid securities and customers’ excess collateral, as a further safe- 
@#gainst loss to customers in the event of a financial catastrophe. 

The exchanges are required to have rules prohibiting conduct inconsistent with 
just and equitable principles of trade. They take disciplinary action against 
members in many cases involving undesirable or unethical practices which 
nevertheless would not violate the antifraud provisions administered by the Com- 
mission. Such matters are reported to the Commission to assist it in fulfilling its 
supervisory or watchdog function over the exchanges. At the request of the 
Commission, the various exchanges have adopted and enforced rules which, 
among other things, prohibit excessive trading by members; require a specialist 
to restrict his dealings for his own account to those transactions reasonably 
necessary to permit him to maintain a fair and orderly market; prohibit a broker 
holding a customer’s unexecuted order from competing with the customer for the 
securities; and regulate the handling of discretionary accounts. 


REGULATION OF OVER-THE-COUNTER BROKERS AND DEALERS 


The over-the-counter market and the exchange market have few characteristics 
in common. A securities exchange is an auction market for a relatively small list 
of securities for which the exchange maintains trading facilities. In contrast, 
the over-the-counter market has no organized mechanics for trading. It covers 
trading in listed and all other securities. The firms who operate in this market 
include underwriters, ‘‘wholesale’’ dealers who trade among themselves, and 
large and small “retail” dealers. The over-the-counter market has no mechanism 
for public reporting of transactions, prices, or volume of trading. Most of the 
time the over-the-counter firms buy and sell securities as principals for their own 
account. 

Section 15 (a) requires brokers and dealers in the over-the-counter market to 
register with the Commission and authorizes the Commission to deny or revoke 
registration for willful violation of the act or where the registrant has been convicted 
or enjoined in connection with his securities activities. As of June 30, 1951, there 
were 3,945 registered broker-dealers. 

Section 15 (c) (1) of the act prohibits the use of manipulative, deceptive, or 
other fraudulent devices or contrivances by brokers and dealers and authorizes 
the Commission to define such devices and contrivances. Pursuant to this section, 
the Commission has adopted several rules designed to make the general fraud 
concept more specific in its application to brokers and dealers. They relate to 
content of confirmations, disclosure of control, disclosure of interest in distri- 
butions, the handling of discretionary accounts, the making of sales ‘‘at the mar- 
ket,’’ and the use of pro forma balance sheets. 

Of course, it is not possible to cover all possible abuses in the securities field by 
specific rule, and perhaps the most important rule under the section is rule X~ 
15C1-2, which is simply a general prohibition against fraud. Ttis has been 
applied in a great variety of cases. One of the most widespread abuses in the 
field used to be the charging of prices completely out of line with the market. 
This could easily be done since information about over-the-counter market 
prices is frequently not available to investors. The practice was particularly 
vicious since the customers who were charged such excessive prices were generally 
those who were not competent to evaluate the securities for themselves and were 
therefore particularly in need of whatever protection is afforded by the judgment 
of the market as to value. In a series of cases under the general fraud provisions, 
the Commission established and applied the principle that it is fraudulent for a 
securities dealer to charge prices not reasonably related to the current market 

price without full disclosure, and this principle, which has since received judicial 
approval, has served to eliminate some of the most shocking cases of abuse in the 
over-the-counter market. 

Since the over-the-counter broker and dealer may hold customers securities, 
the Commission has adopted a hypothecation rule, rule X—-15C2-1, which is the 
same in substance as the hypothecation rule which applies to stock-exchange 
members. Among other things it forbids the broker-dealer from borrowing 
more On customers’ securities than his customers owe to him. 
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The problem of safeguarding the financial responsibility of the over-the- 
counter broker-dealer is much the same as in the case of stock-exchange members. 
In the over-the-counter field, rule X—-15C3-1 requires brokers and dealers who 
carry money or securities for customers to maintain a liquid capital equivalent 
to at least 5 percent of their debts. The Commission requires all brokers and 
dealers to file annual reports of financial condition with the Commission. Where 
the financial. condition would endanger customers, the Commission steps in 
promptly to prevent or minimize any damage, and where a firm is in* serious 
condition the Commission often goes to court to enjoin further activities that 
would prejudice customers and for the appointment of a receiver. 

As early as 1937 it became clear that a program of inspection of brokers and 
dealers was necessary. These inspections are intended not only to detect viola- 
tions but also to help brokers and dealers to learn how they can more fully comply 
with the requirements. During the last 5 years a total of more than 4,000 in- 
spections have been reported. Available funds have been insufficient to permit 
a fixed cycle for the inspection of every firm. 

In 1938 the Maloney Act added section 15A to the Securities Exchange Act. 
It provides for the registration of ‘‘national securities associations’ composed of 
over-the-counter brokers and dealers. The rules of such an association must be 
designed to promote just and equitable principles of trade, to provide safeguards 
against unreasonable profits and charges and, in general, to protect investors, 
the public interest and a free and open market. Congress gave the Commission 
certain regulatory pes vie over such associations and authorized the Commis- 
sion to review their disciplinary actions and denials of membership. 

While only one national securities association, the National Association of 
Securities Dealers, Inc., has become registered under this act, substantially all 
important components of the securities industry have become members of it. 
Under the Commission’s supervision, its activities have been a substantial factor 
in wigan out abuse in the over-the-counter market including unethical activities 
that would be beyond the reach of the fraud and other provisions administered 
directly by the Commission. 

Mr. Heuer. | should like to say to you, Commissioner McEntire, 
that the subcommittee is always glad to see you and have you with us 
for a discussion of the problems that we have before this committee. 
We have found in the past that whenever we discussed these problems 
with you, we have greatly profited by the knowledge that you have 
imparted to us; and so we are very happy to have you here with us 
this morning. 

Commissioner McEntire. Thank you, Mr. Cheirman. 

Mr. Heiter. Now, Commissioner, would you please rise? 

Do you solemnly swear to tell the truth, the whole truth, and noth- 
ing but the truth, so help you God? 

Commissioner McEntire. I do. 


TESTIMONY OF RICHARD B. McENTIRE, A COMMISSIONER OF 
THE SECURITIES AND EXCHANGE COMMISSION ; ACCOMPANIED 
BY ARDEN L. ANDRESEN, ATTORNEY OF THE OFFICE OF THE 
GENERAL COUNSEL OF THE SECURITIES AND EXCHANGE COM- 


MISSION 


Mr. Heiter. Commissioner, before we proceed to discuss the 

Securities Exchange Act of 1934 and related subjects, would you be 

ood enough to answer a few preliminary questions? When did you 
aesewean a member of the Commission? 


Commissioner McEntire. The early part of June, I believe the 


date was June 4, 1946. 
Mr. Heuer. Prior to that year, were you associated with any 
agency of the Federal Government? 
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Commissioner McEntire. I was not, except in certain indirect 
ways. If I may explain, I served for 3 or 4 years, while engaged in 
the amet practice of law, as one of the United States commissioners 
for the district of Kansas under appointment from a Federal court. 
I severed that connection in the year 1939, when I became a staff 
member of the Kansas State Corporation Commission, an agency of 
the State of Kansas, which is my home State. The Kansas State 
Corporation Commission combines the functions of a utilities com- 
mission supervising utilities, railroads, busses and trucks, and similar 
fields, with proration and conservation of oil and natural gas, and also 
administers the Kansas Securities Act. I served in various capacities 
in that agency, and was there for a period of 7 years. For about a 
year and a half, roughly, I was general counsel of that agency, and 
during the latter 2 years of my service with it I served as chairman of it. 

In those various capacities with the State agency, I did from time 
to time serve on advisory boards, particularly during the war, for 
various Federal agencies. I also was for a considerable preiod the 
joint board member delegated by the State of Kansas to participate in 
joint boards of the Interstate Commerce Commission under the Motor 
Carrier Act. But other than that, I had no direct connection with 
the Federal Government. 

Mr. Hetter. I understand, then, that you served as a commis- 
mer for Kansas in connection with its Securities Act; is that cor- 
rect 
Commissioner McEntire. That was one of the functions the 
Kansas Corporation Commission had and we did administer that act. 

Mr. Hetter. Its “blue sky” law; is that correct? 

Commissioner McEntire. That is correct. 

I might say, Mr. Chairman, for the benefit of the committee, we 
Jayhawkers are a little proud of the fact that not only is it a “‘blue 
sky” law; it is the first “blue sky” law. Kansas pioneered in regula- 
tion in the field of securities. 

Mr. He tter. Is that a regulatory or disclosure statute? 

Commissioner McEnTIRe. Regulatory statute. 

Mr. Hetier. Quite different from the statute that we administer 
under the Federal act? 

Commissioner McEntire. Quite different. 

Mr. Heuer. Well, while we are on the subject, was there any 
difficulty in administering the regulatory act? 

Commissioner McEnTIRE. Well, Mr. Chairman, the administra- 
tion of any act is not without difficulties, I have found, in my experi- 
ence. Yes, there are difficulties; but the scheme of the State “blue 
sky” law that I was familiar with then, and others that I have, of 
course, since become somewhat cognizant of, was such that the exem 
tions granted take out of the purview of State agencies a considerable 
area which, if these regulatory statures were applied to that area, 
more considerable difficulties would be presented. 

For example, all of the State “blue sky” laws that I am familiar 
with provide that if a corporation has securities listed on certain 
recognized securities exchanges, the New York Stock Exchange, the 
curb, and some others, the issuance of additional shares of the listed 
security or of any security senior to the listed issue shall be exempt. 

I do not want to oversimplify. There are certain national distribu- 
tions that the State has to concern itself with. But the chief difficulties 














86 STUDY OF SECURITIES AND EXCHANGE COMMISSION 


in administering those laws come not from the big fellows, but from 
the small, local enterprises of all kinds, good, bad, and indifferent, 
which in many respects have neither the facilities nor the talents. to 
make a forthright application and a businesslike and orderly distribu- 
tion of their securities. In other words, you have marginal issues that 
are sold locally that give a ‘‘blue sky’”’ commission what I consider 
to be its most acute troubles. 

I do not know whether I make myself clear on that or not. 

Mr. Heuer. Let me see if we cannot clear this a little. I believe 
that of ali of the Commissioners, you are the only one who has had 
experience in administering a Neninters statute; is that correct? 

Commissioner McEntire. You mean a State securities regulatory 
statute? I think that that is correct; yes, sir. 

Mr. Heuer. This subcommittee would like to have the benefit of 
your experience in administering a regulatory statute and the present 
disclosure statute, particularly in reference to registration statements. 

Under a regulatory statute, is a registration statement requested 
from the issuer? 

Commissioner McEntire. Yes. 

Mr. Heuer. I am talking of a State regulatory statute. 

Commissioner McEntire. Yes, as a rule; there would be some 
variance in that, and all acts are not uniform, of course. But a 

istration statement is generally required. 
owever, since the passage of the, Securities Act of 1933, the 
Federal statement serves the purpose. It certainly gives all of the 
information that is required; and, consequently, duplicates of that are 
simply filed with the State. So from an information standpoint, the 
job is already done for the State “blue sky”’ commission. 

Mr. Heuer. I appreciate that, but let us go back again, and let us 
forget for a moment that we are discussing the Federal statute, and 
let us now concern ourselves with your experience as a regulator of 
the “blue sky” law of Kansas. 

You say that a registration statement is required; is that right? 

Commissioner McEntire. That is correct. We call it an applica- 
tion for registration, but it is the same thing. 

Mr. Hetier. The elements which are required to be disclosed in a 
Federal registration statement would be similar to those which had to 
be disclosed in the regulatory statement in the State of Kansas? 

Commissioner McEntire. In broad, general outline, yes. 

Mr. Hetiur. Now, when a statement would be presented to your 
commission in Kansas under the act which called for regulatory pro- 
cedure, would it be necessary for the State Commission to investigate 
into the accounting statement which would be part of the registration 
statement? 

Commissioner McEntire. Not generally. 

Mr. Heiter. Would it be accepted because of its certification? 

Commissioner McEntire. As a general rule, yes. 

Mr. Heiter. Would any greater investigation take place with 
respect to the registration statement under a regulatory statute than 
under the present Federal statute? 

Commissioner McEntire. I think not, Mr. Chairman, so far as an 
examination of the registration statement is concerned. 

Mr. Heuer. Did investors feel that the State, in passing upon an 
issue, was guaranteeing the soundness of the issue? 
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Commissioner McEntire. Not generally, although there were 
cases where that was true, and I do not think that I can give you a 
definite yes or mo answer on it. It did have some of that impression, 
although I do not think the majority of purchasers had that idea. 

Mr. Hetier. Now, Commissioner, I wonder if you would state 
your educational background and your business experience? 

Commissioner McEntire. I was educated in the elementary schools 
in Topeka, Kans., the public schools there; and I went to Washburn 
College, which is also located in Topeka. I took 3 years of general 
liberal-arts work, and then went into the Washburn College School of 
Law, from which I was graduated in 1934. ; 

I was admitted to the bar of the State of Kansas in 1934, and entered 
into the general practice there for a period of 5 years. While going 
through law school I had experience as a casualty-insurance adjuster, 
and in my general practice I represented clients in a considerable num- 
ber of insurance-company matters and also got into commerce work, 
particularly motor-carrier work, which ultimately led me into the field 
of regulation. 

Mr. Heuter. Since the Securities Exchange Act of 1934 is rather 
an extension of the Securities Act of 1933, do you mind if we go back 
to the 1933 act and get your views on some features of that act? 

Commissioner McEntire. Not at all, except to say, Mr. Chairman, 
that I claim no degree of omniscience in these matters, and obviously 
many of these matters are things upon which there is a legitimate 
difference of opinion. I do not mean that there is any conflict, nor 
do I have any ideas that the Commission is particularly of different 
minds on it, but obviously there are matters upon which there can be 
different viewpoints, or | presume there would be no reason to have 
five Commissioners. 

Mr. Heiuer. We on this committee fully appreciate that. 

Mr. Commissioner, the Securities Act of 1933 clearly provides that 
the prospectus should be in the hands of the investor before he decides 
to make the purchase; is that correct? 

Commissioner McEntire. Well, 1 would rather think that that was 
the philosophy of the act; although its terms provide, as, of course, the 
committee is aware, for deliverv with or before confirmation, at which 
time he is called upon to pay for the security, and that the prospectus 
should be the first written solicitation. 

Mr. Heuier. I have heard the statement—and Commissioner 
McDonald testified on this last night—that as much as 80 percent, or 
more of all securities sold today are sold by telephone and other oral 
conversations, and that a great number of investors do not actually 
get to see the prospectus until the sale has been made and actually 
completed. ould you care to comment on this matter? 

Commissioner McEntire. Mr. Chairman, in the first place, I am 
not sure that I am able to make quite all of the assumptions that I 
think are in your question. I know there is a very great number of 
sales made before anybody sees the prospectus. I doubt, myself, 
whether that is 80 percent. I do not think that you can generalize 
on that, because it will depend a great deal on what kind of a security 
itis. What is true of an A. T. & T. debenture, where, I suppose, more 
than 80 percent are sold without ever seeing the prospectus, probably 
is not true of the XYZ Oil Co., or some small industrial concern wiere 
there is not the public knowledge of it and where, I think, investors do 
rely on the prospectus much more heavily. 
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I think, therefore, that it is difficult to lump all securities sales 
together, either in calculating the use that is a of the prospectus, 
on the one hand, or the function which it performs in ps5 ae an 
investor make up his mind, on the other. 

Mr. Heuer. Let us, then, exclude the type of security which you 
have just mentioned, like A. T. & T., and confine yourself to those 
which are not in that category. 

Commissioner McEntire. Well, it would only be a guess if I 
tried to tell you what the percentage is; but I would say that, with 
speculative issues, the prospectus is very helpful in the majority of 
purchases. 

Now, that does not mean that somebody cannot convince you 
orally that you ought to buy it. It also does not mean that you have 
got to read or absorb or understand the information that is furnished. 

t depends upon the character of the prospective investor. It depends 
in — also, admittedly, on what the dealer who is selling that security, 
or his representatives, have as their customary method of operation. 

Of course, I also would mention that there is some question about 
whether or not the sale is made until the confirmation is made, but 
I do not want to quibble about the legal aspects of the transaction. 

Generally speaking, it has been my experience that dealers will not 
consider the sale as firm and binding if within a reasonable period 
after receiving the confirmation and the prospectus the customer cares 
to say or chooses to say that he does not want that security, or it is 
not as he had understood the facts from their oral conversations. 

So, I think even in that case, where normally they think of it as 
being a completed sale, where as a matter of law it probably is not, 
in those situations I think the prospectus does in many cases perform 
a valuable service. 

Mr. Heuer. In other words, your position is that the prospectus 
serves a useful purpose; is that correct? 

Commissioner McEntire. Yes, sir. 

Mr. Hetuier. The prospectus contains—does it not—financial 
statements? 

Commissioner McEntire. It does. 

Mr. Heutuer. Do you believe that investors purchasing stock are 
in a position to approeale these statements and understand them? 

Commissioner McEntire. Some, of course, are; and some are not. 
However, anyone who purchases very much, or is in the market to 
any appreciable degree, does I think. 

I do not think that prospectuses are a panacea, and I do not think 
that they are helpful to every customer who gets them. But, on 
balance, I think that they are helpful to enough of them; and I think 
there are understandable ones not so cluttered that it takes a CPA 
to figure them out; but simplified financial statements, I think, are 
valuable to a big enough percentage of folks that they ought to be 
included in the prospectus. 

Mr. Heuer. Is it your position that the average investor benefits 
by these prospectuses? 

Commissioner McEntire. Yes; I think the average investor does. 
Not all, but the average does. 

Mr. Hewtier. And understands the contents? 

Commissioner McEntire. Not entirely, but he understands a lot 
more about the company than he would if he did not have it. 
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Mr. Hetuer. Does it achieve the intent and purpose which the 
act contemplated? 

Commissioner McEntire. Well, I think it approximates it. I am 
not entirely certain, from my familiarity with the legislative history, 
always exactly what, for sure, the act did contemplate. Now, I do 
not want to be misunderstood on that. I know generally. But just 
exactly how much use was intended to be made of it is a little hard 
for me to ascertain from the intent of Congress. 

Its most valuable function probably is to afford the only practical 
way in which the average investor can get the adverse information 
which normally the salesman is not inclined to talk about and which 
we exercise great care to see is spelled out and prominently displayed. 

Now, that, I think, was one of the things that the Congress en- 
visaged as being one of the functions of the prospectus. I do believe 
it accomplishes that. The degree to which the Congress in 1933 

laced reliance on the ability of investors to study these things out is, 
| weal say, somewhat more debatable. 

Mr. Hetuier. Mr. Commissioner, by whom is the prospectus 
prepared? 

ommissioner McEntire. It is prepared by the issuer and the 
underwriter, acting in concert, and their lawyers, accountants, and 
technical advisers. It is filed with the Commission; and, of course, 
it is then the subject of conference or correspondence, or both, between 
the Commission staff and the issuer, underwriter, attorneys, and so 
forth, as to the adequacy of it and the method of presentation. It 
is primarily, of course, the obligation of the issuer. 

Mr. Heuuer. Have you aright, under the law, to reject a prospectus 
which in your opinion may be not understandable? 

Commissioner McEntire. If it is so misleading, or if it is so complex 
as to actually constitute the making of misleading statements or 
failure to disclose, we do have the authority to proceed administra- 
tively under the stop-order techniques. As a matter of fact, however, 
that is going quite a ways, because to say that the particularity with 
which you spell things out, making them so definitely pinpointed, is 
in fact misleading, is a pretty hard thing to do. 

I do think that that is one of the great difficulties that the Commis- 
sion has had, and it has been a never-ending battle, to try to get short, 
readable, understandable prospectuses. 

I think we are making progress, but I do not think that as yet the 
progress has been so overwhelming that we can be too content with 
the results. 

Mr. Heuer. Does the problem arise by reason of the fact that the 
lawyers, who think in terms of the liability provisions of the act, have 
always tended to fill up these prospectuses with every fact which some 
court might conceivably regard as important in possible future liti- 
gation? 

Commissioner McEntr1re. I think that that is exactly correct, sir. 

Mr. Heuer. Has this been a problem considered by the Com- 
mission over the years? 

Commissioner McEnttre. It has. 

Mr. Heuer. What acts, if any, have been taken toward the solu- 
tion of this problem? 

Commissioner McEntire. A number. We have continually been 
in conference, or almost continually, with representatives of the 
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securities industry, with members of the financial bar, and with ac- 
countants, and with others, urging and attempting to persuade as 
strongly as we can that something be done about that; that they 
cooperate in a drive to make prospectuses more readable. 

Secondly, we have maintained a continuous program of study of 
prospectuses and of registration statements, which, of course, are 
somewhat fuller, with a view to revising our forms, which I think this 
committee knows we have done repeatedly, to make the information 
——. for and required more simple and to make the answers more 

irect. 

We have considered the possibility of asking the Congress for some 
enabling legislation that would assist in that regard. Before I came 
to the Commission, I think that you are familiar with the so-called 
1941 amendment program, which was a very vigorous and prolonged 
series of conferences and studies between interested parties and the 
— which, unfortunately, because of Pearl Harbor, came to 
naught. 

Since I have been on the Commission and since the war, we have 
continued that. I cannot say that we have reached any answer that 
is the end-all of it, but certainly there are things that I think we can 
agree on, and I sincerely trust that at some time we will be able to 
inform this committee, or some interested forum, about those matters 
and recommendations. 

Mr. Heuuxr. How do you feel about the following statement which 
was made in an address by former Commissioner McCormick to the 
American Institute of Accountants on October 3, 1950? I quote: 

* * * But, in order to do satisfactorily a real job of simplifying, condens- 
ing, and integrating financial presentation in the prospectus, both practicing ac- 
countants and Commission accountants will have to put aside their traditional 
app oach to the form of presentation. They will have to put themselves in the 
position of the investor in order to anticipate his questions, and answer them in 
the simplest and most direct way. 

Would you care to comment on that observation made by former 
Commissioner McCormick? 

Commissioner McEntire. Generally speaking, I am in accord 
with it. As I recall Mr. MeCormick’s address, he went ahead and 
expanded on that theme somewhat, and I must confess that I could 
not follow him and I was not exactly sure what he had in mind. I 
never have been sure to this day about it. 

But, in general, I think that it states a sound approach; that ac- 
countants are going to have to remember that the document they are 
preparing is for people to read, and not other accountants. 

I do not want to be misunderstood as saying that accountants are 
not people, but I think the committee understands. 

Mr. Heuier. In other words, Commissioner, you feel that more in- 
vestors will read prospectuses if they are simpler and more under- 
standable? 

Commissioner McEntire. Yes; I do. 

Mr. HeuuEr. Do you think it wise, in planning the streamlining of 
these prospectuses, not only to condense and generalize the statements 
of financial information but to reorganize the present form of presenta- 
tion? 

Commissioner McEntire. I believe that is the point which Mr. 
McCormick mentioned, and I do not know whether you have his 
presentation of that in mind or not. But I think 
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Mr. Heuer. Yes; I do. 

Commissioner McEntire. But he went along that line. I do 
not understand exactly what he meant about reorganizing the form of 
it. I think changes to simplify or to make more clear the exact de- 
scription of items would be helpful. I do not think that it is necessary 
or advisable to go further and abolish the requirement of a balance 
sheet and a profit-and-loss statement or an operating statement. 
To try and put those things in narrative form—which I have heard 
somebody suggested was what Mr. McCormick had*in mind—and I 
want to say, although Mr. McCormick and I are very friendly per- 
sonally, I have never had occasion to discuss this speech in detail 
with him. But any narrative-form presentation of financial data 
would, I think, be less helpful than the present so-called tabular form, 
if I may use that expression. 

Mr. Hetier. May I quote from another part of Mr. McCormick’s 
speech made on October 3, 1950. [Reading:] 

Just as we realize that the formal financial statements really aim at an integrated 
presentation to an expert, so should our aim be to provide the investor with a 
single, integrated, simple story or picture. It should cull from the balance sheet, 
the income statement, and the surplus analysis whatever pertinent facts are 
essential to an understanding of the financial position and operating results of the 
company. It should present them in layman’s language and in an order which 
follows the rational order in which an investor would normally ask for information 
about the company. 

I cannot believe that we lack the ingenuity to develop a means of furnishing to 
untrained investors the essential accounting information necessary to make a 
reasonable appraisal of the situation of any particular company. I do not think 
that we must remain wedded to the idea that the information must be presented 
in highly technical language and in the traditional form of a balance sheet and an 
income statement set up in the conventional manner. I suggest we start from 
scratch and develop a technique for presenting this highly important information 
to the layman—to the man who cannot be expected to bring a technical back- 
ground to the reading of financial statements. 

Would you care to comment on that, Commissioner McEntire? 

Commissioner McEntire. Well, generally speaking, I am in accord 
with the thought and the background that appears to be behind that 
statement, as I view it. I think perhaps my difference with it would 
be that I do not believe it as necessary to do away with balance 
sheets and operating statements as such. 

That does not mean that I think they are right in their present form. 
I think the items are frequently stated in too confusing a manner; 
that there is frequently too much detail given; that there ought to 
be fewer entries, and that many of them ought to be lumped together. 
And I certainly think that accountants tend to smother financial 
statements with footnotes until they lose all but brother accountants, 
and a few of those. 

About the footnote matter I am in complete agreement with what 
Mr. McCormick said. I do not think, however, that it is necessary 
to do away with tabular presentations, nor do I think that the concept 
of a balance sheet or the concept of an operating statement is so 
difficult that the lay mind cannot grasp it, if it is spelled out in plain 
language so they know what the various entries mean. 

Is that a response to your question? Ae 

Mr. Hevver. Yes. And that is your opinion? nfs 

Commissioner McEntire. Yes, it is my opinion; and it is purely 
an opinion, of course, with such background as I have for making one. 


2—pt. 1——-7 
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Mr. Heuser. In your opinion, is there any deficiency in the existing 
law which would make, for a more effective prospectus? 

Commissioner McEntrrz. Mr, Chairman, I do not want to officially 
pro this, nor say that I have fully concluded that it is necessary 
to do so, but we have i consideration to a suggested amendment 
which would give the Commission power to order a deletion of matter 
which we think simply makes the prospectus too complicated to be 
understood. Such an amendment would permit us to bar a prospectus 
on the ground that it was tco long or complex, so that we would not 
have to establish in such a case that the prospectus contained mislead- 
ing information or that it was presented in such a manner that it 
could not help but be misleading. 

Mr. Heuer. In other words, you feel if you went along the lines 
that you just described, you would be hitting the area of regulation; 
is that correct, sir? 

Commissioner McEntire. Of course, it would be a greater degree 
of regulation than is presently envisaged under the act; yes, sir. And 
I do not want to be misunderstood. I was a State ‘‘blue sky’”’ com- 
missioner; I was perfectly willing to administer that law; and I was 
proud to administer it. On the other hand, that related to the 
exercise of judgment about whether there was something fraudulent or 
fundamentally unsound that we would prohibit the issue from being 
offered to the people of one State. My brother “blue sky’’ commis- 
sioners might have felt differently, and of course frequently did, about 
the same situations. I think it is one thing, Mr. Chairman, to do that 
in only a segment of the available market. But it is another thing 
to give any 5 men or any 1 man or any 50 men absolute power of life 
and death over the economic future of an enterprise by simply saying 
that they will exercise judgment not only on the question of whether 
they can prove fraud, but on the fundamental soundness or possibility 
of success of an industry, and gives, I think, too much power. 

I do not mean to say, and I think it would be inconsistent with the 
statements I made, that probably more regulatory power, authority 
short of the ultimate that I mentioned on the State level, may be not 
only proper but may be helpful in achieving the ends that I think we 
all want; that investors be given a fair shake. But the econom 
should be left as free as it can be. We should give anyone who will 
tell the truth, in terms that people can understand, the opportunity 
to go to his fellow citizens and ask them to join him in an enterprise. 

Mr. Hetuier. What observations can you make with respect to the 
assertion that information contained in the prospectus has been 
truthful and yet not adequate? 

Commissioner McEntire. I think it has been adequate except for 
the prolixity with which it is sometimes stated. In other words, I 
think a trained analyst could always get from it the information that 
he needs. The problem has been getting it for the average man. 

As to that, I think we haven’t achieved the ultimate at all. I 
think prospectuses are better today, if you please, than they were 6 
years ago when I first started to worry about the problem. I do not 
think that they are perfect today. 

Does that answer your question, sir? 

Mr. Hetuer. To a certain extent. Do you say that prospectuses 
are incomplete or unclear? 
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Commissioner McEntire. Unclear; yes. I think that they are 
complete, but it is a question of clearness. ‘ 

Mr. Hetter. If they are unclear, how can the average investor 
make an intelligent appraisal? 

Commissioner McEntire. If they are unclear to the average 
investor, I do not think that he can make a complete appraisal. 
That does not mean that he cannot make some appraisal; it does not 
mean that he cannot grasp the unfavorable factors that are pointed 
out. 

Mr. Heuer. Has it been your experience that this situation ob- 
tains to a large degree in investment trust and holding company 
issues? 

Commissioner McEntire. I am inclined to think not. Invest- 
ment trust prospectuses for the most part are pretty readable docu- 
ments, relatively readable, and can be understood, I think, with 
much less technical knowledge than some of the others. 

There was a tendency for public utility issues to be terribly com- 
plicated. Your question also encompassed prospectuses of public 
utility holding companies; and, I assume, of operating companies, as 
well. That is, operating companies that are under holding companies 
or subsidiaries of holding companies. 

I think there we have a different problem. A utility enterprise is, 
by its very nature, a very much more stable sort of enterprise. It 
has a complete monopoly in its area, or generally bas, and a restriction 
on maximum earnings, or at least if utility commissioners do their 
jobs—and they try to—it does. Likewise, it has an assured return, 

ecause if return falls below certain levels, it generally is able to get 
rate increases. That is not universally true, but it is generally true. 

That being the situation, you have a very different kind of an 
animal when you analyze a utility stock or utility security of any 
kind. The fundamental facts are more technical than in a general 
industrial or investment company situation; but by the same token, 
they are probably fewer in number. 

I cannot say that I think utility prospectuses have universally 
been as readable as I think investment company prospectuses have 
tended to be. I think progress has been made in getting them in 
that direction. But the individual analysis that a stockholder has to 
~~ to make a reasonably intelligent purchase in the utility field is, 

think, much simpler than it is in the case of industrial or almost 
any other kind of security. 

_ Therefore, I do not feel the problem is as acute in the field of utility 
issues. 

I do think it is helpful, as far as we can, to make prospectuses more 
readable and understandable. We have been working on that, and 1 
think we have had notable success in some instances. 

Mr. Heiter. Would you express the same view with re-pect to the 
prospectus of medium and smaller-sized industrial companies, or 
would you take the view that in those instances the information in 
the prospectus is inadequate? 

Commissioner McEntire. From the standpoint of being unclear, 
you mean? Yes, that area is, as I view this field, really where the 
investor’s need probably is the greatest; in the medium-sized and 
small industrials and exploratory companies, issuers that are not in 
the investment company or utility category. 
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In that area also, I think that we have made progress, that we are 
getting more readable prospectuses. They are still not what I hope 
they will be and what I would like to see. 

On the other hand, I think that they are much better than they 
used to be. But these categories are important and fundamental 
investor judgments and decisions have to be made about such issues. 
Anything that we can do to equip investors to make such decisions 
more intelligently is in the public interest. 

Mr. Heuer. Of course, we are discussing now the lay investor? 

Commissioner McEntire. That is correct. 

Mr. He.ier. And with respect to the lay investor, I think you 
have expressed the view—and if it is not your view, we would like 
to have yon tell us what your view is—that the prospectus today is 
comparable to a legal document rather than an informative piece of 
selling material. ould that be a correct statement? 

Commissioner McEntire. I think it tends too much to be a for- 
midable legal document and not enough to be a piece of intelligent 
analytical and selling literature. 

Mr. Hetuer. I[t is more useful to the dealers, rather than to the lay 
investors? 

Commissioner McEntire. Probably so; yes. 

Mr. Hetter. And the institutions? 

Commissioner McEntire. That is a distinct service, I think, Mr. 
Chairman. I think it is helpful to have dealers informed or able to be 
informed about what they are selling and that is one of the very 
important functions that is performed. 

But I think we can achieve both. Something that will in one docu- 
ment adequately inform the dealers and still do a better job of inform- 
ing the individual investor. 

Mr. Hetier. Has any recommendation to that effect ever been 
submitted to Congress? 

Commissioner McEntire. I do not think that the amendment pro- 
grams we have suggested have ever come to the point of an official and 
definite recommendation. The 1941 program had readable prospec- 
tuses as one of its objectives; and, indeed, the subsequent programs 
that we have suggested since the war have had that as an objective, 
but we have never entirely formalized it, and we find that it is not a 
simple thing to do. 

Mr. Heuer. Well, do you believe that you should make a recom- 
mendation to that effect? 

Commissioner McEntire. If possible; yes. 

Now, I do not want to be flippant with that, Mr. Chairman. 

Mr. HEtuer. | understand. 

Commissioner McEntire. I think this is a field in which the indus- 
try itself has a long-range and entirely proper stake. I think that 
they should want to, and I believe that they do want to, achieve the 
same ultimate ends that we want, looking at it more acutely from the 
public-interest viewpoint. 

On the other hand, the best statute in the world won’t work if it is 
not properly administered or if its administrators are always engaged 
in a constant bitter warfare with the people who are subject to it. 
I do not mean to say that situation exists, or that it would exist; but 
the formulation of a workable basis that will meet the requirements of 
a highly sensitive industry, operating in a highly sensitive part of our 
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economy subject to wide fluctuations and subject to all sorts of diffi- 
culties; that will permit that industry to soundly carry out its func- 
tions on a basis that gives a reasonable hope of profit to make it 
financially attractive enough to keep people in it and at the same time 
not so profitable that the public is penalized, is a very difficult 
formula to achieve. 

I hope we are going to achieve it. Maybe I am a born optimist, 
but I do hope so. I think that we are getting along a little bit further 
all of the time. 

On the other hand, I do not think it will be helpful to the Congress, 
to the industry, to the Commission, or to the public interest, to come 
in with some shotgun recommendation which,’if the Congress was so 
minded to accept it—and I do not think it would be—might unduly 
disrupt everything. 

I do not mean we have got to keep the status quo, or that none of 
these relationships can be disturbed. I do not feel that at all. I think 
that there has got to be enough elasticity. I think that there is enough 
elasticity in our scheme of things, in the securities industry and in 
the scheme of Government, that those adjustments can be made. 
But they are delicate ones; they are difficult ones, and I will have to 
confess to you, as little as I like to, that I do not think a complete 
and perfect answer has been arrived at that at this moment warrants 
us in telling you that an amendment to the program in these exact 
terms would meet the needs of the situation. 

Mr. Heiter. How would you personally regard a proposal to 
change the law which would give the Commission the power to order 
deletion and condensation in prospectuses on a case-by-case basis, 
and to give immunity from legal action based on required omissions? 

Commissioner McEntire. I am tentatively of the opinion that 
might be a good thing. I am aware of the fact that the industry has 
indicated opposition to it. The qualification of my feeling in the 
matter springs from the fact that if such a system was in effect, and 
was part of the law, I have some reserve fears that maybe we would 
get prospectuses filed as long or longer than they are now with a 
desire to delegate to the Commission the editing job in order to put 
a legal umbrella over the issuer and underwriters; that a cat-and-mouse 
game might ensue in which the idea is to state things so complicatedly 
that the Commission will strike something out that might inadver- 
tently result in failure to disclose an important and salient fact. 

That is a long statement, but I trust you understand that generally 
I think, or I am inclined to think, it would be a good thing. I do have 
that one difficulty with the thing. I am interested in a fuller explora- 
tion of that suggestion with the industry to see what its reaction would 
be, and how things would operate under the system if it were adopted. 

Mr. Hetver. Would you think it wise to get the opinion of industry 
on this point, in connection with the proposal? 

Commissioner McEntire. We have discussed that with industry, 
Mr. Chairman, and industry has indicated that they do not think it 
is acceptable. They have never as far as I am concerned, exactly 
described their objections to it. That leads me to the question of 
whether or not we should get into this editing process where every- 
thing would come in looking like an unabridged dictionary and the 
Commission would be obligated to edit that, or the staff would have to 
edit it down to a pamphlet size. I think that would place an undue 
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burden on the Commission. I think it would be a terrific task and I 
am sure we couldn’t do it with out present staff. You have raised, 
Mr. Chairman, a good example of the point that I was trying to make 
fe I don’t think absolute agreement is necessary; that a 
really cooperative MA rep to these problems between industry and 
government is a healthful thing. 

Mr. Heuer. Well, what s tion did industry put forth? 

Commissioner McEntire. Their suggestion, as I understand it, 
was permissive. The Commission could suggest deletions and give 
immunity, if the issuer saw fit to make the recommended changes, 
which in my judgment.falls far short of a satisfactory solution. Some- 
body will take alvahthes of the legal immunity and make the prospec- 
tus a selling document if they wanted to, and if they didn’t want to, 
they could insist on keeping their Lo, Ce long and complicated. 

Mr. Heiter. When were these conferences held, or are they con- 
tinuing conferences? 

Commissioner McEntire. As near as I can recollect, and I kept no 
notes on the subject, they started a renewal of the 1941 program within 
6 months after the time I came to the Commission and I don’t think 
that there has been any 6-month period since I have been there that 
there haven’t been some of them. 

Mr. Hetier. What is that? 

Commissioner McEntire. This subject and certain others are of 
course on a continuing basis. Representatives of industry and indi- 
viduals in the industry are from time to time talking with the Com- 
mission about it. That is I think a perfectly proper thing. As a 
matter of fact that is one of the advantages of the administrative regu- 
latory technique. You have somebody, some agency, responsible to 
the public that is continually giving attention to these things and 
trying to devise ways of improving them. ' 

We do that all of the time, and I think that this committee is 
familiar with our new, revised S-1 form. I don’t know how many 
forms have been amended since I have been with the Commission. 
We have always done revision, attempting to work it out, always 
after conference with industry and after publishing the revision, offer- 
ing opportunity for comment and considering what not only the 
roy, a8 but anybody else interested in the subject has to say. We 
look at that as part of our job, and we do do it as a regular thing. And 
this has been one of the things we have been considering. Compulsory 
condensation has been discussed for 18 months or 2 years or some- 
thing of that sort, perhaps somewhat longer than that, but really in 
any acute form for about that period. 

r. Herter. The Commission does feel that condensation and 
simplification are necessary? 

Commissioner McEntire. Well, I wouldn’t say indispensable, but 
I would say highly desirable. 

Mr. Hetuer. Mr. Commissioner, would you be good enough to 
explain the ‘‘red herring’’ prospectus? 

Commissioner McEntire. Mr. Chairman, the so-called “red ‘her- 
ring” prospectus, is something of a legal fiction. The purpose of the 
act of 1933 was to get the dissemination of information, during a 
period between filing and ultimate effectiveness. 

On the other hand, the act provided, and wie yee so, that you 
couldn’t have offerings during that period. Well, the best way to 
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get the information disseminated is in roughly the form that it is 
ultimately going to be made. Therefore the problem was to try to 
reconcile those apparently conflicting theories. The Commission 
long ago, almost at the very start, adopted a rule which wag! provides 
that it would not consider as an “offer to sell” activity limited to 
dissemination of a prospectus in what would be approximately its 
final form without certain data on the price and spread that are 
usually decided at the last minute, providing that it had a legend on 
each page printed in red, pointing out that this was a preliminary 
circulation of data for informational purposes and that it was not an 
offer to sell the security or a solicitation of an offer to buy. 

Now I am sure that the committee has seen those “red herring” 
prospectuses. They look just like about any other except on the 
margin of each page there is that red legend. 

That is what they are. I think they perform a function for which 
they are intended and make it beer within the law, by virtue of 
the exemptive power that the Commission has exercised for issuers 


and underwriters, to acquaint people, generally, and particularly 
those in the financial community with the details or the approximate 
eg of the proposed issue and offering, when and if it is ultimately 
made 


Mr. Heuer. In other words, the “red herring’ prospectus gen- 
erally finds its way into the hands of dealers and institutional buyers, 
is that correct? 

Commissioner McEntire. The bulk of them do. It is to acquaint 
what we loosely refer to as the financial community with the details. 

Using the power that the Commission is given particularly under 
the public interest standard, we have roxio that a showing be made 
prior to or at the time of an application for acceleration that the 
proposed members of the selling group, the dealers who will ultimately 
sell that stock, have been furnished a “red herring’’ prospectus. 

Corollary to that, if an issuer chooses to register with us and takes 
no steps to inform the people that are actually going to sell the thing 
anything about it, we then feel under all of the relevant standards 
that it is necessary to let that one ‘‘cook,”’ so to speak, a little longer, 
and allow more time for it. Of course, acceleration is a very highly 
desirable thing, particularly in cases of likelihood of change in the 
markets. So we promulgated a rule in 1947, I believe it was, that 
said if you are going to get acceleration, you are going to have to 
show us that you have at least furnished “red herring’’ prospectuses 
to the dealers that you are going to ask to sell the securities and given 
them some preview of the facts. 

Mr. Heuer. I somehow have a feeling that the red-herring 
prospectus sort of jumps the gun on the lay investor. 

Commissioner McEntire. Well, Mr. Chairman, I have never seen 
in my experience any indication that that is a problem. A dealer 
will know about prospective offerings, but generally dealers are like 
anybody else who has only limited funds. They are not desirous of 
putting them all in securities for their portfolio. They acquire 
securities for the purpose of turning around and selling them to other 
people and making a commission on them. 

At times, and there have been times in the economic cycle where 
we get what we call “hot issues,”’ those that come out and just seem 
to be bound to go up. Particularly in a very active and rising market 
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somehow or other the public just grabs new issues and the price 
generally tends to go up immediately after distribution. 

There are a few such cases, Mr. Chairman, and we have given some 
thought to them. Today we don’t have that problem, but there 
were some issues where dealers were. apparently just bound to make 
more than their commission, if they just bought it themselves and 
put it into their firm accounts or the accounts of partners or families 
of partners and so forth, and then wait 2 or 3 weeks and sell it out 
at a better price. When that was a problem we took it up with the 
industry, more particularly with the National Association of Securities 
Dealers, a registered association under the 1934 act. 

Mr. Heuer. That is under the Maloney Act. 

Commissioner McEntrre. That is right, and which was an amend- 
ment to the Securities and Exchange Act. We pointed out a few 
bad cases where it seemed to us that something of that sort had 
happened. I must confess to you gentlemen that I don’t remember 
whether there were some exchanges involved in this or not, because 
there were member firms of exchanges. In any event we pointed out 
the problem and we did formulate procedures to require firms when 
they took down securities as part ef a selling group to offer such 
securities to the public. If they didn’t do it and there was an un- 
satisfied demand for those securities, they would have to give up those 
that they didn’t publicly sell to satisfy that demand. 

Mr. Heuier. How could you check whether they did that? 

Commissioner McEntire. Generally speaking, Mr. Chairman, the 
securities market has much information back and forth. In fact, it 
was part of the problem in the old days, the tips and the rumors and 
the talk. Sometimes I think Wall Street lives on conversation. It is 
a very common thing. You get a dealer who hasn’t had what he 
needed to supply his customers. His customers are beating on his 
door and saying ‘I want some of this security and why in the world 
didn’t you get me some and I wanted 1,000 shares and all you got me 
was 200.’ He starts to get excited because he wants to sell that 
goeemes again, and he squawks and squawks plenty, and he squawks 
ast. 

You will find that situation. We asked the managing underwriter 
of the underwriting group “Just what happened to this; we want 
reports from the members of the selling group as to where the shares 
went.”” That was relatively easy, under the investigatory powers 
- Which we have. We haven't had a problem of that kind recently, and 
I don’t recall one for a very considerable period. 

Mr. Heuier. How far back does it go? 

Commissioner McEntire. I don’t remember any time that the 
Commission’s attention has been called to a thing of that sort for some 
years. Let me answer that question this way: The main period this 
problem challenged the Commission’s attention was in the particu- 
larly active market of the spring of 1946. I came to the Commission, 
in June of that year. It was a problem at that time. It was one of 
the first that I had the privilege of cutting my teeth on as a Com- 
missioner. Since the market break of September 3, 1946, the problem 
has not appeared in any aggravated form. It would be my judgment 
that I haven’t heard of the thing in the last 3 years as a problem in a 
current underwriting. 
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Mr. Heuuer. May I ask how the 1946 problem was handled by the 
Commission? 

Commissioner McEntire. That was the situation that I mentioned 
before. We consulted with the industry and proposed a Commission 
rule to require anyone taking securities as a member of a selling group 
to actually offer and if they didn’t offer, to surrender them. e dis- 
cussed that particularly with the National Association of Securities 
Dealers. They said that they though that was a matter that came 
under the broad terms of “just and equitable principles of trade’’ and 
that they would undertake to police it and the Commission could 
observe what they did. The Commission was inclined to agree with 
them and the NASD (which is the shorthand way of referring to the 
Association), did take steps to advise their members that the practice 
of holding in firm accounts or in the accounts of partners or members 
of partners’ familés of part of an allocation of stock in a distribution 
for the purpose of later sale, or holding for a rise, or making any pur- 
chases outside of the ordinary ones which the size and kind and form 
of an account would call for, would be considered by that Association 
as a violation of “high standards of commercial honor and just and 
equitable principles of trade.’’ 

Mr. Heuer. Has the NASD policed it since 1946? 

Commissioner McEntire. They have on those occasions where it 
has arisen, although for the most part we haven’t been in that kind of 
a market since that time. 

Mr. Heuer. Since 1946, has the NASD policed that problem on 
some occasions, and made recommendations and issued reports in 
connection with it? 

Commissioner McEntire. | can’t recall what disciplinary proceed- 
ings they may have had touching on it. Frankly, that is a detail that 
I am not at the moment prepared to give you but I will be happy to 
have that researched and advise the committee. If that is satisfac- 
tory, I will do so. 

Mr. Heuer. Yes, that is satisfactory. 

Commissioner McEntire. I would much rather do that and tell 
you correctly than to give you recollections which could be wrong. 

(The data requested follows: ) 


NATIONAL ASSOCIATION OF SEcuRITIES DEALERS, INC., 
Washington, D. C. 


IMPORTANT— OFFICERS, PARTNERS, PROPRIETORS 


To Members of the National Association of Securities Dealers, Inc.: 

In April 1946 the SEC proposed the adoption of rule X-15C2-3. This rule re- 
lated to activities of underwriters, selling-group members, and dealers participat- 
ing in underwritings and to particular types of sales by such firms and to certain 
specified persons, in connection with offerings of new securities. The intent of the 
rule was to stop the practice of ‘‘free riding.’’ At that time, committees of this 
association and representatives of the board of governors conferred with the Com- 
mission and recommended that certain phases of this problem could best be 
handled pursuant to rule or interpretations of existing rules of the association. 
In the fall of 1946 this matter ceased to be of immediate importance. There 
have been, however, some recent offerings which have again raised the matter so 
this whole question of “free riding’? was again considered by the board of governors 
at its recent meeting. At that time a special committee of the board of governors 
and advisory council which had been appointed to consider this matter rendered 
a@ report, which was, with some modifications and clarifications, adopted by the 
board of governors. The report as approved states in substance: 
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1. Members have a moral obligation to make a bona fide public offering of 
securities acquired in a participation in an initial public offering. It is the con- 
sensus of the board of governors and advisory council of this association that the 
sale of such securities to any officer, partner, employee, or director of a member 
or to the immediate family of such persons, in excess of their normal investment 
practices, except as otherwise provided in a prospectus, does not as far as that 
member is concerned constitute a bona fide public offering consistent with high 
standards of commercial honor and just and equitable principles of trade. 

2. Further, the board concluded that: It is contrary to high standards of com- 
mercial honor and just and equitable - pe gees of trade for a member of an under- 
writing and distributing group to sell all or any part of his participation, during 
the period of original distribution, at a price above the public offering price. For 
a member of such a group to refuse to make, or refrain from making, a public 
offering of all or any part of his participation in order to make an extra profit, over 
and above his normal compensation as a member of such a group, is also contrary 
to high standards of commercial honor and just and equitable principles of trade. 

Examples of the types of activity which the board of governors and advisory 
council believe would appear to constitute activity in contravention of the prin- 
ciples of section 1 of article III of the rules of fair practice are: 

A. Failure of a member who participates in a publie distribution of securities 
to make a genuine effort, for a reasonable period of time, to sell its allotment to 
bona fide investors at prices not exceeding the public offering price. 

B. The withholding of all or any portion of a participant’s allotment from 
publie purchasers, in order that the securities withheld may be disposed of at 
petees above the initial public offering price, regardless of whether such with- 

olding is accomplished directly in the participant's firm account or indirectly by 
any of the following means: 

(1) Allotment to the account of any officer, director, partner, employee or 
agent of the participant; 

(2) In the account of a member of the immediate family of any of the persons 
specified under (1); 

(3) In any account in which any person specified under (1) and (2) has a benefi- 
cial interest ; 

(4) Sale to another broker-dealer under any arrangement or reciprocity with 
the participant; or 


(5) By any other means designed to accomplish any of the above ends. 
C. Representing to agar age hly purchasers that the member’s allotment has 


been wholly disposed of, when, in fact, some portions of it is withheld from public 
purchasers as a speculation, either directly in the —— firm account or in- 
directly by any of the means specified in paragraph B. 

For the purposes of this interpretation the term “initial publie offering’’ or 
‘period of original distribution’’ is intended to mean a sufficient period within 
which a bona fide public offering can be and has been made to the investing public, 
and investors have had an opportunity to purchase the issue at the initial public 
offering price. 

It is not the object of the board of governors to interfere with sales practices of 
members which do not conflict with a member’s responsibilities and obligations 
as a participant in a distribution. The board believes that members, partners, 
officers, directors, and employees of members may invest in new issues and that 
sales to them for bona fide investment in accordance with their normal investment 
practices are not contrary to high standards of commercial honor and just and 
equitable principles of trade. he same is true of sales under similar circum- 
stances for investment to members of the families of these persons. 

The board of governors is also of the opinion that short selling by members of an 
underwriting or selling group, or inducing customers to sell, with the intention of 
covering such sales out of an allotment to participants, are related practices and 
constitute conduct contrary to high standards of commercial honor and just and 
equitable principles of trade. 

The types of abuses which are the subject of this letter have occurred. The 
board and advisory council are of the opinion that a notice to the members will 
correct such abuses and, it is hoped, will forestall the issuance of a definitive rule 
by the SEC, which would define such actions to be fraudulent. 

The board wishes, in relation to this problem, to call the attention of members to 
section 10, article I It, of the rules of fair practice which deals with “influencing or 
rewarding employees of others.”’ 

A number of the reports submitted in 1946 by the district committees, which 
were c*refully considered by the board, criticized the practice of ‘‘free riding’’ per- 
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mitted to certain other classes of individuals, notably employees in the buying 
department of institutions and other large buyers. In connection with transactions 
with such persons, care should be taken to see to it that violations of section 10 of 
the rules of fair practice of the association do not occur. 
Very truly yours, 
Joun J. Sutiivan, Chairman 
(For the Board of Governors). 
Marcu 13, 1950. 


Mr. Hewver. Since you have brought up the NASD, may I ask 
you mes 3 your opinion as to whether or not the NASD is doing 
a good job. 

Commissioner McEntire. I think they are. Now, that doesn’t 
mean that I always agree with them. I have voted to reverse them 
and I have voted to affirm them from time to time. I do believe in 
the principle of self-regulation properly conducted as I think that 
Py and large the NASD has done it. I don’t think that it is perfect. 

hey have done some things I thought were unwise. 

Basically, Mr. Chairman, the securities industry partakes to a 
degree of a profession. That is a very broad ‘we | am painting 
with there. But the relationships between broker-dealers and their 
customers are fiduciary colatienehina, a principle we have established 
in a long line of administrative precedent—for which we have had 
court sanction and approval. However, everything that is a violation 
of fair treatment of a customer in the context of confidential fiduciary 
relationship is not necessarily a fraud or a violation of the act as it 
is written, or probably any act that you would want to write, or 
that the Congress would see fit to enact. Therefore, the public 
responsibility that the industry has to the investor, the maintenance 
of confidence in security markets which in turn is necessary if we are 
going to be able to collect capital for expanding enterprises, calls for 
something more than just an absence of fraud. 

Such discipline has been traditional in the industry, starting with 
the exchanges. The exchanges by their constitutions and by their 
rules police their members, in the orderly conduct of their affairs. 
Members violating exchange rules can be very severely punished by 
the exchange, even expelled from the exchange without having com- 
mitted a fraud as fraud is defined in the law. Such violations are 
something that simply cannot be tolerated as the type of activity 
and the type of conduct permitted in the industry. Now, that has 
been the exchange situation. 

Mr. Hetier. Commissioner, was it not the intention of Congress 
that the Securities and Exchange Commission do the policing? 

Commissioner McENTIRE. No: I believe not. I think it is a 


cooperative effort. I think that the Securities and ong Act 


recognizes that policy with reference to exchanges. The oney 
Act came along later, 4 years later, wasn’t it, and created a similar 
situation on the over-the-counter market by permitting these volun- 
tary associations to exist, to come into being and be registered. 

Mr. Hewuier. As a matter of fact, there was only one association 
that came into being. 

Commissioner Mer ieriaa. Only one; but under the law others 
could if they wanted to. 

Mr. Heuer. Well, in essence, wouldn’t you e basically that 
there has been a delegation of the powers secatad Gy the Commission 
to the NASD? 
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Commissioner McEntire. No, sir; I do not believe so. I won’t 
say that there is no overlapping of functions. I am not going to 
make that statement to the committee, but [ would say to you that 
generally I think the Commission’s enforcement and inspection 
program on the one hand, and the NASD program on the other, 
operate in separate fields although they are closely related. I think 
the Commission’s jurisdiction is more narrow, more strict and deals 
primarily with vicletioens of law as implemented by the rules of the 
Commission and generally covers the more serious type of offenses. 
But certainly the scheme of the legislation was that other things, 
things for example, if I may use the not particularly happy analogy 
but the closest I can think of at the moment, the kind of things that 
the grievance committee of the bar association looks into. 

We know that lawyers are certainly not immune from criminal 
prosecution when they violate criminal laws in connection with their 
dealings with clients. But we likewise know that in failing to exercise 
a degree of care and concern for clients’ interests, that may be far 
short of a criminal act lawyers may be accountable to a grievance 
committee. I think they ought to be. 

As I see the problem, what Congress had in mind in the regulation 
of markets was that there was an age | mechanism, which in 1934 
it sought to improve and implement, whereby securities exchanges 
disciplined members in addition to the overriding jurisdiction of the 
Government as exercised through its agency, the SEC. No corollary 
for that type of regulation existed in the over-the-counter market. 

Apparently—and I think the legislative history will bear me out 
in saying this—the Congress decided it could go one of two ways. 
It could increase tremendously the activities and power of the Com- 
mission: could attempt to write into law—and [ think you could 
conceivably have a statute that would do it—a law that embraced 
these things, as to mark-ups and all of the other practices that the 
NASD goes into. Witness the “hot issue’’ rule that we just talked 
about in which there was a division between the two. We felt, 
and the NASD contended for it, that the matter properly fell within 
their domain. Government could have gone into that actively 
instead of in a supervisory capacity. It would have meant a vastly 
expanded organization and it would have meant a considerable amount 
of the taxpayer’s money being spent. It would have meant a far 
extension of criminal jurisprudence so to speak, or an adjunct to such 
criminal jurisprudence. It would have had inherent in it the issue 
of an over-expanded bureaucacy in this area and all of that. 

Congress could have done that, or they could have set up the 
machinery generally for self-policing. 

The theory of the Maloney Act which the industry and the Com- 
mission jointly sponsored, and which the Congress adopted, was to 
go the second route. I am inclined to think that was wise. But I 
don’t think that the other route was impossible. But clearly we 
have gotten the situation worked out that way. There are two rela- 
tionships that exist between the Commission and the NASD that 
you have to understand and bear in mind. Sometimes the Com- 
mission has to wear different hats, so to speak. We do have ap- 
pellate jurisdiction over NASD in their disciplinary proceedings as I 
am sure the committee is aware; I know I am not educating the com- 
mittee to something that it is not aware of. We do review their 
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actions. We have to make a decision as to what can or can’t be done 
and should or should not be done, whether they have properly exer- 
cised that jurisdiction. 

On the other hand, and on the administrative level, we seek to 
divide the administrative and prosecuting functions from the judicial 
functions in our organization—there is a constant cooperation and 
interchange of matters. Both of us have inspectors in the field. 
They are not looking for the same thing and they don’t generally 
visit the same shops at the same time. They may but there is no 
coordination of that. We do not say, you work that side of the 
street and I will work this side of the street or anything of that sort. 
But frequently we will find in the course of our investigations instances 
where there hasn’t been any fraud involved. There hasn’t been any 
violation and full disclosure has been made. But there is what seems 
to be oft-repeated instances of charging customers mark-ups above 
the cost of the securities that are a oe than seem to be justified. 

Particularly if disclosure is made that isn’t fraud; it isn’t anything 
that our more or less rigid rules would necessarily cover, but it is 
something that the NASD is interested in, because they have had 
their so-called 5-percent philosophy which means that a mark-up of 
5 percent is a reasonable maximum in most situations. 

We then notify the NASD that we have found these. We make no 
recommendation about it. We say simply from our general knowledge 
of their activities we think this is something that you might be in- 
terested in. We refer to them that way. And I think we have a 
boilerplate letter that contains just certain language and is very 
careful not to make any recommendations about the thing. 

On the other hand NASD investigators may find in their inspections 
that there is actual fraud or embezzlement or any of a number of 
things that are clearly violations of the act and violations of the 
criminal laws of the country. They will write us and say ‘““‘We were 
in and we saw these certain things, and this is obviously something for 
you to handle.”” We exchange that information all of the time. I 
think that it is a perfectly sensible way of proceeding. 

Mr. Heuer. Let us now suspend until 2 p. m. 

(Whereupon, at 12:15 p. m. the committee recessed until 2 p. m. 
the same day.) 

AFTER RECESS 


(The hearing was resumed at 2:10 p. m., pursuant to recess.) 
Mr. Heuer. The subcommittee will come to order. 


TESTIMONY OF RICHARD B. McENTIRE, A COMMISSIONER OF THE 
SECURITIES AND EXCHANGE COMMISSION; ACCOMPANIED BY 
ARDEN L. ANDRESEN, ATTORNEY OF THE OFFICE OF THE GEN- 
ERAL COUNSEL, SECURITIES AND EXCHANGE COMMISSION— 


Resumed 


Mr. He tier. The Securities and Exchange Act of 1934, as I under- 
stand your statement, requires the filing of initial and current infor- 
mation about listed securities; prohibits frauds and manipulation of 
security prices; and extends the disclosure principle to the proxy 
procedure and to management, and inside trading in the issuer’s 
securities. Is that substantially a correct statement? 
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Commissioner McEntire. I believe it is, yes, sir, Mr. Chairman. 

Mr. Hetter. Are listed securities only those securities which are 
traded on the national exchanges? 

Commissioner McEntire. Ny some of the securities traded on 
national securities exchanges. ere are some which are so traded 
which are not listed. 

Mr. Heuurer. And those which you say are not listed and are so 
traded, are they listed on the over-the-counter market? 

Commissioner McEntire. There is no such thing as listing on the 
over-the-counter market. I think that I can very briefly state what 
listing constitutes, Mr. Chairman. 

Originally, stock exchanges grew up with a group of people inter- 
ested in various securities meeting in one place and transacting busi- 
ness, exch g securities or buying and selling. That was the first 
form of stock exchanges in this country. 

In English and continental stock exchanges there still is no such 
thing as “‘listing.”” Any member, through the ordinary procedures 
that they have on the Continent, and we formerly had here, can pro- 
pose that a certain security be traded; and if approved, that is done. 

Early in the development of stock exchanges in this country, it was 
found that some information was necessary to the proper functioning 
of the market, and there grew up the concept of listing those securities 
on the exchange. 

Listing is an agreement between the stock exchange on the one 
hand, and the issuer of the securities on the other, the corporation. 

Mr. Heuer. Do those securities which are listed on the stock 
exchange get the scrutiny of the Securities and Exchange Commission 
at any time? 

Commissioner McEntire. Yes, they do now. 

Mr. Heiser. Those securities which are listed on the exchange— 
and let us take, for example, the New York Stock Exchange—those 
which were in existence prior to 1933 just remained or were continued 
on the exchange, and they did not have to comply with the act of 
1934; is that correct? 

Commissioner McEntire. Yes; that is correct. 

The New York Stock Exchange is not a good example, because in 
1910 the New York Stock Exchange said that they would not let their 
facilities be used to trade in anything that was not fully listed, so 
= abolished on their own behalf, 24 years before this act, unlisted 
trading. 

However, the bulk of unlisted trading, or all of the unlisted trading, 
is of two types. One, where some regional exchange trades it without 
a listing agreement between the issuer and that exchange, but the 
security itself is listed on the New York Stock Exchange or some other 
exchange, but principally the New York Stock Exchange, it bei 
the dominant exchange in this country. Therefore, for all intents an 
purposes, this unlisted type arises because the issue is not listed on the 
regional exchange in which it is traded, but it is listed elsewhere. 

The New York Curb Exchange, on the other hand, and some others, 
but the New York Curb Exchange is by all odds the major factor, 
at the time of the passage of the act did a very substantial portion of 
their business in securities which were unlisted. At the time of the 
passage of the act, it was provided that such unlisted trading should 
ones after May 31, 1936, which was 2 years after the act became 
effective. 
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However, Congress directed the Commission to make a study of 
unlisted trading. The Commission did submit a report in January 
of 1936. Just 3 or 4 days before the deadline, the Congress passed an 
amendment which went into effect, I think, May 27, 1936, which did 
away with the prohibition after that date, but simply provided that 
no new issues could be added to those traded on an unlisted basis. 

Mr. Heuer. In other words, unlisted securities are traded over 
the counter and on the Curb Exchange? 

Commissioner McEntire. Yes. No new ones could be added 
except in two categories: one, where there was some change in the 
corporate set-up and the new security was the substantial equivalent 
of the old one and there was a relatively minor change in the char- 
acteristics of the security, but it technically was a different security; 
and the other is under section 12 (f) (3), where the Commission 
finds, after application, opportunity for hearing, and a full record, 
that the same protections are given to the public as if the security 
would be fully listed. 

As a matter of fact, the Commission has so found in so few cases 
that that is no factor at all. So, in substance, the true unlisted secu- 
rity is found primarily on the New York Curb Exchange. It is a 
diminishing list that is frozen—I do not like to use the word “‘list’’ — 
it is a diminishing group of securities. 

That is what has happened. Congress’ view of the thing has come 
to pass, and its frm has prov a. The number of unlisted 
issues is diminishing each year. By all odds, the bulk of exchange 
trading is in listed securities. 

Mr. Hetter. Is in listed securities? 

Commissioner McEntire. Yes, in listed securities; and unlisted 
securities are a minor part of it. 

Mr. Heuer. On page 18 of your statement, about three lines from 
the top of the page, where you discuss section 15 (d), mention is 
made of the fact that the act requires the furnishing of regular reports 
and financial information with respect to companies whose securities 
are not listed on an exchange, but a substantial block of whose securi- 
ties have been publicly offered and remain outstanding. 

Would you be enough to explain that? 

Commissioner McEntire. Yes, sir. That is the provision under 
which information is required to be kept current on outstanding issues 
that have been registered under the Securities Act of 1933. 

Mr. Hetzer. Has the Commission enforced that provision? 

Commissioner McEntire. I think so, sir. 

Mr. Heuer. And has it required the filing of such reports? 

Commissioner McENTIRE. Yes, sir. 

Mr. Heutier. Where are these reports filed? 

Commissioner McEntire. They are filed with the Commission in 
Washington. 

Mr. Hever. And what does the Commission do with these reports? 

Commissioner McEntire. In the first place, of course, when filed 
they are public documents and they are available to anybody who 
wants to inspect them. That is not entirely as idle a gesture as it 
sounds either, Mr. Chairman; because the statistical services, the 
financial analysts, regularly make use of them, and have folks that 
come and take information from them. 

Now, in addition to that—— 
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Mr. Hexuzr. Are they open to the public? 

Commissioner McEntire. Oh, yes; to anybody. 

Mr. Heuer. At will? , 

Commissioner McEntire. At will, yes. It is public information 
and it is required to be filed. And you can go there and call for it 
and get it and inspect it. 

Mr. Heuer. How do these reports come in? Do you make a 
request for them? 

ommissioner McEntire. We do if they do not file them volun- 
tarily; and for the most part they are filed as a regular procedure in 
corporate reporting. 

Mr. Heuer. And in the event that there is a failure to file such 
reports, your Commission requests that they be filed; is that correct? 

Commissioner McEntire. Yes. 

Mr. Heuer. Does the Commission inspect these reports? 

Commissioner McEntire. I am glad that you mentioned that, 
because I intended to cover that. e use them ourselves in con- 
nection with the statistical surveys we make. We use them in 
gathering the significant statistics that are used in many different 
segments of government. We look at them, or try to—and some- 
times because of manpower shortage and budgetary limitations we 
do not do as thorough a job as I wish it were possible for us to do— 
to check to see if, at least on the face of things, they correctly and 
peepee state the facts and fulfill the requirements that the form 
makes. 

I do not mean by that that we would go out and audit the company 
and check the data at the source, but we make an inspection of the 
filing to see that it complies with the requirements and purports to 
furnish the information that is called for and is required. 

Mr. Heuer. In other words, the inspection, as I take it, is for 
the purpose of checking on accuracy and full disclosure; is that 
correct? 

Commissioner McEntire. On full disclosure and accuracy to the 
extent of anything obvious on the face of the document or the report, 
Mr. Chairman. As I say, we do not go to the source; we obviousiy 
cannot go to the source to audit the figures of these companies. 
However, there are provisions of the statute providing penalties for 
filing false reports, which we rely on to a degree to insure the truth- 
fulness of the things. 

Mr. Heuer. Mr. Commissioner, would you be good enough to ex- 
plain to us what constitutes the current information, and what is 
meant by that? 

Commissioner McEntirz. I think the committee might be inter- 
ested in having, if it does not already have, exact details of what is 
called current information. By and large, it is all the reasonably 
significant financial facts and figures concerning the issuer’s current 
condition. 

Mr. Hewuer. Balance sheets? 

Commissioner McEntire. Yes, there would be balance sheets, not 
as detailed as some, and the income statement, which in this situation 
is particularly imporiant. 

I do not know whether the subcommittee would want me to rely 
on memory as to exactly what is called for, although I can get it and 
furnish it, but generally it is just the information that would be 
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reasonably acme s A to appraise the financial health, so to speak, of 
the company as of the date of the report. 

Mr.-Hetuixr. Well, does the Commission regulate the type of in- 
formation that it requires? 

Commissioner McEnt1ReE. Yes, sir. 

Mr. Heuer. And is there a form similar to the form that you have 
shown me on registration statements? 

Commissioner McEntire. Yes; it is not nearly as detailed as that, 
but it calls for substantially the same kind of financial information. 

Mr. Heuer. Suppose we have Mr. Bane bring us a copy of that. 

Commissioner McEntire. I would be very happy to have that 
done, sir. 

Now, so that I can be exactly clear about that, do you want the 
type of current information that is required of listed companies and of 
companies that have had 1933 act registrations where the securities 
are presently outstanding? 

Mr. Heiter. The companies as contemplated by the 1934 act. 

Commissioner McEntire. Yes, sir, that will include both cate- 
gories. 

Mr. Heuer. Yes. 

Commissioner McEntire. All right. 

Mr. Heuer. At this point, may I just digress to ask you, Mr. 
Commissioner, to ask the Director of the Division of Corporation 
Finance and the Directors of the Division of Public Utilities, Trading 
and Exchange, Office of the General Counsel, Office of the Chief 
Accountant, to prepare brief statements of approximately 15 pages 
in length, in which they will discuss their respective duties and func- 
tions ‘ 

We would like to have these statements submitted by next Tuesday, 
January 15. These statements naturally will be in advance of their 
appearance before this subcommittee. A date for their appearance 

ill be set subsequently. 

Commissioner McEntire. I will be glad to convey the committee’s 
request to them, and I am sure they will be happy to comply. 

might say, due to appointments that the committee I believe 
knows about, for tomorrow, and the subsequent decisional process on 
the issue involved which will be carried on Monday, that might press 
the Director of the Division of Public Utilities a little closely, because 
he is going to be an extremely busy individual for the next few days. 

Mr. Heiter. How many days do you think that he would need? 

Commissioner McEntire. | want to give whatever the committee 
wants; but, if an extra couple of days could be given, that would be 
helpful. I know it would be greatly cooketaied 

Mr. Hetver. How many extra days would you think? 

Commissioner McEntire. I am sure that he could have his state- 
ment by the latter part of next week, by a week from today or a week 
from tomorrow, at the outside. 

Mr. Heuer. That is perfectly agreeable, and we will make it just 
as you have stated. 

ommissioner McEntire. Thank you. 

Mr. Heuier. On page 19 of your statement, Mr. Commissioner, 
you discussed the Commission’s proxy rules. Let me ask you, first, 
when were these proxy rules promulgated?, 
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Commissioner McEntire. Originally, shortly after the e of 
the act. The most recent amendments of them—and Pane ave 
been significant amendments and refining of them—have been made 
at various times throughout the course of the Commission’s experience 
in administering the act. I regret to say I do not have in mind the 
exact date—excuse me a moment, I might have that. The first set of 
proxy rules were adopted by the Commission under section 14 (a) in 

eptember of 1935. Those rules required only a very brief desciiption 
of the matters to be acted on, and that the proxy material not contain 
any misleading information. 

After some more experience was gained by the Commission, in 
October of 1938 

Mr. Heutxer. Mr. Commissioner, may | interrupt you for a moment? 
_ we suspend for about 5 minutes? 

(Short recess.) 

Mr. Hetuer. You may, continue Mr. McEntire. 

Commissioner McEntrre. Thank you, Mr. Chairman. 

I believe I had just stated that the first relatively brief rules were 
adopted under section 14 (a), governing the solicitation of proxies, in 
September 1935. 

n October of 1938, very substantial revisions of those rules were 
promulgated. As a matter of fact, they were the first rules in the 
general form now used. 

Since that time, there have been several substantial revisions which 
have been designed to correct deficiencies or difficulties that have 
been discovered in the existing rules as revealed by the additional 
a 2 which the Commission has gained. 

Mr. Hetver. Under the rules promulgated by the Commission, 
what information is required to be furnished in the proxy statement? 

Commissioner McEntire. The primary purpose of the proxy 
statement, what the information elicited is designed to do, is to fur- 
nish to the security holder such material as is pertinent to enable him 
to act intelligently upon the matters with respect to which his vote is 
solicited. 

Therefore, the information required varies, depending upon what 
is going to be considered. If it is to be purely an election of directors 
the shareholder has to receive in the proxy statement or in the annual 
report of the company the current operating reports of the concern, 
and a statement as to the identity of the directors that are seeking 
to be elected, and whether or not they are reelected or new persons. 

Mr. Heiter. When vou speak of the identity of directors, is there 
some biographical sketch given as to the background and experience 
of the directors? 

Commissioner McEntire. I would scarcely characterize it as a 
biographical sketch, insofar as it is required, Mr. Chairman. Some- 
times they do give one, but for the most part it is simply a statement 
of who they are, and their other business connections, or their other 
principal business connections. 

Mr. Hetter. Is that a requirement, or is it entirely in the discretion 
of the company? 

Commissioner McEnrire. I might be in error about it, Mr. Chair- 
man, and I will be glad to check it, but I think that much is required. 
The exact form in which that is listed, I may be able to get for you 


immediately. 
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Mr. Hetuier. Mr. Commissioner, before you complete your answer 
to this question, I would like to ask: Are all corporations required to 
send out proxies? 

Commissioner McEntire. No, sir. Corporations are not required 
to send out proxies. These rules operate only if they choose to send 
out proxies. 

In many cases they do not; that is, they do not every year at least. 
Of course, eventually, in the affairs of almost any corporation, there 
comes a time when they have some action that requires stockholder 
approval, and they are pretty much forced to do it in that instance. 
But there is nothing in the act that requires the solicitation of proxies 
unless it is desired to do so. 

Mr. Hetier. And there is nothing in the act that would give the 
Commission the power to compel them to distribute these proxies or 
issue proxies? 

Commissioner McEntire. There is nothing in the act that makes 
them do that. 

Mr. He.ter. Now, if you want to answer the other question. 

Commissioner McEntire. I have before me specifically the infor- 
mation that must be furnished concerning nominees for directors. It 
is as follows: The names of the persons nominated for election; and 
the term of office for which they are candidates, that being cases where 
there are staggered boards, and so forth. If the nominee is to be 
elected pursuant to any arrangement or understanding between him- 
self and any other person or persons except the directors and officers 
of the issuer acting solely in that capacity, the name of the person 
with which that understanding is had, and briefly what the arrange- 
ment and understanding is. 

If I may parenthetically point out, at that time where, in the affairs 
of a corporation, it has been arranged or agreed that somebody should 
nominate a director to represent certain interests, or something of that 
sort, or give special attention to the rights of certain classes of securi- 
ties, that is something that is implicit in his nomination that has to 
be revealed. That is what that means. 

Then further, in tabular form, if it is practicable to do so, they are 
asked to give this information: the principal occupation or employ- 
ment of the nominee, and the name of the principal business of any 
corporation or other organization in which the nominee is employed. 
Secondly, if the nominee has previously been a director of the com- 
pany, or is at that time a director, the period or periods during which 
he has served as such. 

Third, to state as of the most recent practicable date the approxi- 
mate amount of each class of securities of the issuer beneficially owned, 
directly or indirectly, by the nominee. In other words, that is his 
stake in the business, and if he doesn’t own any, to say that he doesn’t. 

Then, if more than 10 percent of any class of securities are owned 
by the nominee, or his associates, the approximate amount of each 
class that he owns, and the names of the others who own them and 
with whom he is associated in ownership. 

Then lastly (reading): 

Describe briefly the business experience of such nominee during the last 5 years, 
unless the nominee is then a director of the company, and was elected originally 
to his office by a vote of security holders at a meeting in which proxies under this 
rule were solicited. 
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In other words, so that one time, anyhow, that information is given 
for the director. 

I might add for the purpose of the record that that information is 
set forth under item 6 and the caption ‘‘Nominees for Election as 
Directors,”’ and it is contained in the general rules and regulations 
under the Securities Exchange Act of 1934, on page 71. 

Mr. Heuer. In the listing of the name or names of directors 
proposed to be elected, and = Rell is there any statement required 
as to what salary they are to receive? 

Commissioner McEntire. The information as to salary comes 
under item 7, which is the item, obviously, following the one I have 
just been referring to. In that it is necessary to furnish information 
concerning each person who was a director of the issuer at any time 
during the fiscal year, and whose aggregate salary, exclusive of 
pension, retirement, and similar payments, exceeded $25,000; and 
also with respect to each person who is one of the three highest-paid 
officers of the issuer whose aggregate salary, exclusive of pension, 
retirement, and similar payments, exceeded $25,000. 

First, it requires every director who, while serving, has gotten 
$25,000 or more; and then, whether they are directors or not, the 
three highest-paid officers of the corporation. Then there is a require- 
ment that you show the remuneration of the directors and officers as 
a group. 

Mr. Heuer. Has the Commission exempted certain categories of 
companies from compliance with the rules and the provisions which 
you just read? 

Commissioner McEntire. I. don’t recall of any instance where it 
has been done, Mr. Chairman, although it is, I think, legally possible 
that it could be done under the powers of the Commission to grant 
confidential treatment to certain material which serves no particularly 
useful purpose to the investor or no compelling purpose to the in- 
vestor, and where the Commission is satisfied that disclosure of it 
would have an adverse effect upon the best interests of the company. 

I do not remember its being done in the proxy context. I do recall 
situations where, in filing various reports with the Commission, 
companies have asked the privilege of keeping confidential certain 
salaries. Commonly—and it isn’t a thing that happens every day— 
but, most of the times that I recall it, it has been in context where 
they have had subsidiaries in other countries, or where there has been 
a considerable scatteration of offices and officers, and where, because 
of different living standards, or this or that or the other reason they 
have given, there was a disparity between salaries in the organization 
which might have a very serious disrupting effect, or it was so repre- 
sented. We have not been too liberal in granting confidential treat- 
ment of salary figures, but there have been occasions where we have, 
where we have felt that there was a real business reason and motive 
for keeping it confidential, and where there seemed to be some real 
substance to the fact that it would internally disrupt the operations 
of the company, or would hurt the operations, because of public 
sentiment in the other country. 

Mr. Heuer. I just cannot understand how it would disrupt the 
operations of a company where the salaries or remunerations of 
officers would show that they received $25,000 or more. I wonder if 
you would clear that point for me? 
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Commissioner McEntire. You mean what the effects would be, 
or how that disruption could come about? 

Mr. He ter. Yes. . 

Commissioner McEntire. Well, Mr. Chairman, I can tell you 
what representations are made to us, and I am sure that there is some 
substance to some of them. 

I have not agreed with all of them, and the Commission, in fact, 
has not granted all of them, or anything of the sort, but I remember 
one company: 

Mr. Heiter. Would you say the cases are unusual where they are 
granted? 

Commissioner McEntire. Yes; it is the exception. It is a very 
marked exception, and I do not want you to think that this is cus- 
tomary at all. No; it is a very, very unusual situation. I do not 
suppose it happens as much as half a dozen times a year, of the 
thousands of companies we have. 

I am sorry if I have given you the impression that was a common 
practice or anything of the kind. It is not. 

Mr. Heuuier. You stated that one item required by this proxy 
statement is the principal occupation of the director or nominee; is 
that correct? 

Commissioner McEntire. Yes, sir. 

Mr. Hetier. And whether or not he owns more than 10 percent 
of each class of stock? 

Commissioner McEntire. No; what stock he owns. 

Mr. Hetier. What stock he owns? 

Commissioner McEntire. Yes. And then, if he is a member of a 
group that owns more than 10 percent of any class of stock, to recite 
that fact. 

Mr. He ter. Is it also required that the relationship between the 
directors and the officers be stated? 

Commissioner McEntire. Pardon me, sir, but relationship in the 
sense of family relationship? 

Mr. Heuuer. Yes. 

Commissioner McEntire. No; I do not think that it is. I know 
of no such requirement. 

Frequently you will get that, because a family group may hold more 
than 10 percent of some class of stock; and, therefore, the fact that 
they are associated with those in the family group, and that it is a 
family group that so holds it, the relationship will be disclosed. But 
just the fact that they are related by blood or marriage alone is not 
necessarily required. 

Mr. Hetuer. The nominee is also required to give the names of 
other corporations with which he is associated; is that correct? 

Commissioner McEntire. Well, it calls for his principal business 

Mr. Hetuer. Who is the judge as to what his principal business is? 

Commissioner McEntire. I suppose that that would be a matter 
for conference between the Commission’s staff and the parties; and if 
it could not be adjusted amicably, ultimately, if it was a matter of 
such great importance, it would be a matter for the courts to decide, 
because if the proxy was sent out without approval, and if the staff 
felt so strongly that it was a misstatement and was so material, they 
would doubtless come to the Commission and recommend that the 
Commission institute injunctive proceedings. 
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Mr. Heuer. Why should not the.Commission insist upon a full 
disclosure of the salaries which a nominee might be earning in other 
corporations? 

ommissioner McEn11re. I sup that, indeed, might be legally 
possible, Mr. Chairman, but I doubt if it is necessary. 

Mr. Hetuer. How about morally? 

Commissioner McEntire. I do not know as it is even morally re- 
quired for a directorship only. Being a director of a corporation en- 
tails very serious and important responsibilities, but it is usually not 
a terrifically time-consuming occupation, as of course the committee 
is fully aware. In all of ilies things, Mr. Chairman, you are in- 
volved in a balancing of the equities, of what is necessary reasonably 
to take care of the public interest as against, on the other hand, not 
just prying into a man’s personal affairs by forcing disclosure of 
everything. 

Mr. Heuurr. But are we not trying to approximate what you 
gentlemen have stated time and again to be corporate democracy? 

Commissioner McEntire. That is correct. 

Mr. Heiner. And would it not, under those circumstances, be fair 
that the stockholder have all of these facts so that the maximum 
disclosure be fully appreciated? 

Commissioner McEntire. I am very much in favor of information. 
On the other hand, it ought to be information that is reasonably 
necessary to the judgment made. 

When somebody is a candidate for, let us say, the State legislature, 
which does not a all of a person’s time—that it true in most States, 
and of course, it varies somewhat—when a man is such a candidate, 
I do not know whether true democracy requires that he disclose to 
the voters, his would-be constituents, exactly what his business in- 
come is, or something of that sort. Obviously, it is not generally 
done, although it is frequently talked about. 

Mr. Heuer. But you know that it does not take more than 2 
minutes after a man is nominated, when his adversary explains to the 
public what he has been doing since the time he was born. 

Commissioner McEnrttre. I have discovered, Mr. Chairman, that 
in public life there is relatively little of a man’s life that is not at 
least talked about. It is not sometimes accurately reported, but it 
is talked about. 

Mr. Hetuer. Mr. McEntire, at this point, it might become per- 
tinent for me to read from a speech made by former Commissioner 
McCormick to the East Side peste on Public Affairs on February 
13, 1951, and I quote: 

In a small community, the town meeting can be an effective functioning body. 
As communities grow, as interests that clamor for a voice in civic affairs become 
more complex and dispersed, the maintenance of democracy depends on devising 
an effective machinery of representation. Always, and at early stage of its 
development, the measure of representational machinery in a democracy is the 
extent to which it permits and attains informed participation by the individual 
citizen in affairs of state. 

This is no less true of corporations than it is of civil governments. Legally, 
and in fact, the stockholders of a corporation are its owners. As such they should 
have the ultimate voice in choosing their representatives in the corporate man- 
agement and in determining crucial corporate issues such as mergers, consolida- 
tions, liquidations and so forth. Whether or not the owners of the enterprise 
have an effective voice in running it depends on the means afforded to them for 


exercising the right to vote. : ’ 
When corporations were small and when stockholders tended to be a relativel 


compact group the round table stockholders’ meeting was feasible. But wit 
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the growth of corporations and the dispersal of ownership among the millions of 
our people who hold corporate securities the round table became impossible. 
The proxy, therefore, rather than personal attendance at meetings, became the 
normal way of exercising the stockholder’s franchise. 


Would you care to comment.on that observation? __ 

Commissioner McEntire. I would say that I agree with that, and 
I agree with the thoughts expressed. I do not know as I could ex- 
press them quite as well, but they certainly are my thoughts. That 
ig the purpose that I believe the Commission has sought to achieve 
in promulgating these proxy rules. I think that we have required, 
as a regular thing, sufficient information to enable stockholders to 
make informed judgments 

Mr. Heuer. There seems to be a contrary view expressed by 
Commissioner McDonald in a speech at an interim meeting of the 
Financial Writers Association on February 9, 1950, and I quote: 

Even today, many proxies are solicited without affording even meager infor- 
mation to security holders about what issues are to be voted on, and without an 
opportunity to vote for or against. Meetings are often held at remote places 
and at inconvenient times. Proxies are often not proxies at all, but powers of 
attorney giving full discretion to the insiders. A management living behind a 
veil of secrecy can perpetuate itself and ratify its own acts with such proxies in 
its hands. Je have a record of one case where the proxy was printed on the 
back of the dividend check so that every endorsed check became a free-wheeling 
proxy with which the management could perpetuate and ratify itself. 


Would you care to comment on that? 

Commissioner McEntire. Yes, sir. I agree entirely with that. 
There is no conflict, I believe, in the two statements. Mr. McCormick 
was talking about the proxies of listed companies or of companies 
which are subject to the proxy rules. Mr. McDonald was speaking 
of the unlisted companies, concerning which the Commission has no 
authority whatsoever over proxies, and he was addressing himself to 
the acute problem that exists in that area of our economy, and 
which it is proposed to correct by legislation which has been introduced 
at various times in both Houses, presently or in the last session of this 
Congress, principally by Senator Frear of Delaware, which proposes 
to extend the proxy regulation, the reporting requirements, and the 
insider trading restrictions of the 1934 act, to unlisted companies 
— have 300 or more stockholders and assets of more than $3 
million. 

Mr. Hextxer. Those are under the regulation A? 

Commissioner McEntire. Not necessarily. There is a group of 
companies, Mr. Chairman, over 1,000 of them and less than 2,000 
of them—every time you take a count it is a little bit different, 
because it is a moving target. But they are companies that have never 
listed on an exchange, and which have never made a public offering of 
securities under the 1933 act. 

Those companies are free from these proxy rules, they are free from 
the disclosure and reporting requirements, and they are free from the 
insider trading restrictions. 

Mr. Heuer. As a matter of fact, are not all companies free from 
proxy statements? 

Commissioner McEntire. They are from the proxy statements, 
yes, Mr. Chairman; they are free if they can run their corporate affairs 
without bothering about calling a stockholders’ meeting and soliciting 
proxies in order to get a quorum. But that is the only thing. 
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They are bound by the reporting, and they are bound by the 
insider security transactions restrictions. 

Between one and two thousand companies concerning which, as I 
say, Commissioner McDonald was referring in that quotation you 
just gave, are in that particular situation. They can use proxies 
without complying with our proxy rules. TI think it is a much more 
serious thing to follow the proxy practices that Chairman McDonald 
characterized as imposed on the stockholders that way, than the 
situation that the Congress has seen fit to leave stand, that is, non- 
solicitation. I am not too worried about that, to wit: That if a 
company does not want to use proxies at all, you are not going to 
make it do so. 

Mr. Heuer. But the Commission has, as you say, been studying 
this proxy situation over the years? 

Commissioner McEntire. That is correct; and as a result of the 
information gleaned in that study, and from the other sources that 
relate to corporate management-investor relations, we are strongly in 
favor of the legislation that I have referred to. 

Mr. Heuuer. And presently you say we cannot touch the great 
number of companies whose shares are not listed and who nevertheless 
do a substantial portion or a great deal of business. 

Commissioner McEntire. That is correct. 

When you say “Whose shares are not listed,” or who have not 
issued securities under the Securities Act of 1933, and there are a 
couple of other categories, just to be technically correct about it. 
Holding companies and their subsidiaries, and also investment com- 
panies are also subject to these proxy rules under the 1935 act and 
the 1940 act. 

You have touched, if I might add, Mr. Chairman, on what I think 
is a very, very important subject; one that I am glad that I have had 
the opportunity personally to record myself on before you. 

Mr. Heiter. Mr. Commissioner, a few moments ago you talked 
about the exceptions that are requested by officers who earn in excess 
of $25,000. It appears to me that there are many instances of exces- 
sive salaries, bonus grabs, and ingenious pension schemes—nothing 
more than a raid on the corporate treasuries. There ought to be 
some way to stop it, or to at least give the stockholder all of the facts 
without any reservation. 

Commissioner McEntire. Mr. Chairman, I share your concern 
about the extent to which some of these matters have gone. I think 
it is probably an unfortunate situation in our Nation’s economy. 
By that I don’t mean to characterize any particular one, but it is a 
growing problem, let us put it that way. You imply that there 
should exist either methods to stop it or to assure that stockholders 
will know about it. Certainly in all of the cases that we have juris- 
diction of under this act, which is the bulk of the large companies, 
the bulk of sizable corporate entities, we have and do make an effort 
to see that the security holders are informed. In order to pay bonuses 
et cetera, stockholder action is required. Under the proxy rules we 
make them spell that out, so that the stockholders know what is being 
asked, and we are quite zealous, I think, in that connection. 

In the other segment, the one to two thousand companies I spoke of, 
we have no authority and until it is conferred upon us we are powerless 
to act. It has been our philosophy and I think it is my view that full 
disclosure of it with an opportunity for the stockholders to act in the 
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premises if they want to, or act in the premises as they want to, let us 
put it that way, is an adequate remedy. At this time I don’t see that 
_it is necessary for anything else to be done. I am, however, disturbed 

as & citizen henatnad in the affairs of the country about these matters, 
that there is no control over them at all and managements can go about 


their way merely doing as they please. 
Mr. Hexier. Have you had occasion to read an article entitled 


“Around and Beyond the SEC, the Disenfranchised Stockholder,” 
by David C. Bayne? 

Commissioner McEntire. No, sir; I have not. It sounds like a 
very interesting title, and I would be happy to have the citation so 


that I could. 
Mr. Hesuer. | will let-you see it. It is the only copy I have. It 
appeared in volume 26 of the Indiana Law Journal (1951), pages 207 


to 232. 
Commissioner McEntire. I would certainly appreciate it, sir. 
Mr. Heuuer. At this time I am going to ask that this article be 


made a part of the record. 
(The document referred to is as follows:) 


(26 Indiana Law Journal 207-32 (1951)]} 
AROUND AND BEYOND THE SEC—THE DISENFRANCHISED STOCKHOLDER 


David C. Bayne, 8. J.* 


In an analysis of the SEC proxy regulations two notable deficiencies recommend 
themselves for correction by amendment: I. Evasion of Regulation by Non- 
Solicitation, and II. The Double Standard of Applicability. 


BACKGROUND 


The story of proxy regulation, and the use of the proxy itself,! is the story of an 
evolution from the early days—when the shareholders’ meeting performed a full, 
free, and democratic function, and substantially every shareholder attended— 
to the present, when few shareholders even consider attending ? and, once present, 
frequently have considerable difficulty in obtaining a hearing.® 

Since an absentee vote was not contemplated by the common law, the common 
law had little to say about the proxy; voting by a shareholder had to be viva voce 


* A.B., 1939, University of Detroit; M.A., 1946, Loyola University of Chicago; LL.B., 1947, LL.M., 
1948, Georgetown University School of Law; 8.J.D., 1949, Yale Law School; Candidate for the Licentiate 
in Sacred Theology, West Baden College of Loyola University of Chicago, West Baden Springs, Indiana! 
member of the District of Columbia and Federa) Bars. 

! A proxy to vote shares of stock is an authority given by a shareholder who has the right to vote, to 
another to exercise this right. Manson v. Curtis, 223 N.Y. 313, 119 N.E. 559 (1918). The same definition 
could be applied to any authority to perform any act in execution of a right held by a shareholder. In some 
instances there is enclosed with the notice of the shareholders’ meeting a proxy form which is merely to be 
signed and returned in the self-addressed and stamped envelope, giving the desired authority to the manage- 
ment. The procedure may be mechanical and perfunctory. 

2 Much of this is due to a complexity of factors incident to the growth of the corporate system. There 
are some indications, however, that management is not displeased with the status quo. For example, 
although the directors meet in New York City, F. W. Woolworth continues to hold its meetings in Water- 
town, N. Y., in the face of continued protests from small shareholders. Anaconda Copper meets in Butte, 
Montana. Southern Pacific has moved its meeting from Spring Station, Kentucky, to Wilmington, Dela- 
ware, even farther from its ownership. Continental Can has recently acceded to shareholder requests and 
moved from isolated Millbrook, New York, to New York City. Kaiser-Frazer meets in Reno, Nevada, 
which is far from its ownership concentration in the east. The management of U. 8. Steel opposes share- 
holder requests to move from froboken to New York City. Shareholder complaint has also recently been 
levelled at New York Central, Valspar, Bethlehem Steel and Standard Oil of New Jersey, because of the 
locus of corporate meetings. This point is discussed at some length in Gilbert, Management and the Public 
Stockholder, 28 Harv. Bus. Rev. No. 4, 73, 74 (July 1950). See also, Gilbert, Tenth Annual Report of Stock 
holder Activities at Corporation Meetings 1-4 (1949). 

? The status of the stockholder at the present-day corporation meeting can be estimated from the following 
statement, accurate and representative in spite of its light tone: 

“I'd never attended a stockholders’ meeting, so I expected to be welcomed cordially and to be treated 
like one of the owners. You can see how naive ] was. The meeting wasadisgrace. * * * Igot up toask 
& question, but before I had a chance to say anything, one of the otficers sitting in the back of the room made 
& motion to adjourn, It was seconded and passed in ne time. I was still standing there when the chair- 
man said, ‘And now a delightful collation awaits you in the adjoining room,’ and everybody went for the 
free lunch. There I was, a a part owner—I had ten shares—and I had been treated like a tramp by these 
people, who were my employees. I was horrified.”’ 

Lewis D. Gilbert, quoted in John Bainbridge, Profiles—The Talking Stockholder, 24 The New Yorker, 
No. 42, 40 (December 11, 1948). The narration is of Mr. Gilbert’s attendance in 1933 at a meeting of the 


Consolidated Gas Company. 
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et praesens.* This left the matter up to the states, and the states usually returned 
the deference by leaving the matter up to the common law; thus the proxy was 
virtually unregulated in 1933.5 
However, the need for a change from the unprincipled days before and during 
the twenties was patent. It was widely felt that the proxy machinery could no 
longer remain exclusively in the hands of insiders, nor be gy « a device on 
perpetuation of control,® for management indemnification, 7 for blanket ratifica- 
tion and approval of any and all Pesaro acts,* and for approval of envisaged 
pct transactions,° officer pension p 10 stock’ options " or management em- 
pos em contracts. Nor did the other elements of corporate evolution, in 
tion to the passing of the shareholder participation in the shareholders’ 
meeting, aid the return to corporate democracy. The nation-wide dispersion of 
shares, the stronger hold of management, the smaller and smaller interests of the 
individual shareholders—all aided management in retaining control and made the 
job of devising effective and feasible proxy regulation difficult." But, it seemed 
agreed that lack of disclosure and subtle deceptions should give way to an intel- 
ligent vote, coupled with and based on an understanding of disclosed facts. 
Under the Securities Exchange Act of 1934 the SEC was given the task of 
devising a set of regulations and rules (which later applied under the PUHCA 
and the ICA) that would adequately compensate for the deficiencies of state 
statutes and the common law and provide a substitute for the evanescent meet- 
ing.“ The Act makes ocd 
unlawful for any * * * to solicit * * * any proxy or con- 
sent or phe the F sm wg respect of any security * * * re red on any 
national securities exchange in contravention of such rules and regulations 
as the Commission may prescribe as necessary or appropriate in the public 
interest or for the protection of investors.'5 


4‘ See Commonwealth ex rel. Verree v. Bringhurst, 103 Pa. 134 bed Manson v. Curtis, 223 N. Y. 313, 
119 N.E. 559 (1918); 5 Fletcher, Cyc. Corp. 167. See also Axe, Corporate Proxies, 41 Mich. L. Rev. 38 


ey den ch attach op Bane ~\ ns la mainly to isions dealing with the expiration 
ves 'y to prov: w 

date of the proxy, revocability, length of term and similar matters. There is practically no regulation 

similar to the present SEC proxy provisions. The state statutes —— leave the matter to ‘the corporate 

charter and by-laws. See Deoute tion of Proxy Solicitations, 33 Ill. L. Rev. 914 (1939); Hearing Before the 

one on Interstate and ee Commerce on H. R. 4314, 73rd. Cong., 1st Sess. 90 et seq. et passim 


a 
- _ sample proxies in Report of the SEC(1946), op. cit. infra note 19, Appendix D, ig ot B, oj 77 et 
Notice of Annual Stockholders’ Meeting, Aluminum Company of America, Report the SEO 
(1940), op, cit. infra note 19, Appendix D, Exhibit B. t 
§ See Proxy for Annual Meeting of March 2ist, 1944, The Associated Laundries of America, Inc., Repor 
of the SEC (1946), op. cit. infra note 19, Appendix D, "Exhibit B. 

* See Notice of Annual Meeting of Stock gaan, Atlas Plywood Corporation, Report of the SEC (1946), 
op. cit. infra note 19, Appendix D, Exhibit B 
‘ 10 ~ — Meeting of Stockholders, Draper Corporation, Report of the SEC (1946), op.cit. infra note 19, 

ppendix x 

1! See Notice of Annual Meeting of Seoestaem, Clinchfield Coal Company, Report of the SEC (1946), 
op. cit. infra note 19, Appendix D, Exhibit 

12 See Notice of Spect Meeting, p poms he ‘Potash & Chemical Corporation, Report of the SEC (1946), 
op. cit. infra note 19, Appendix D, Exhibit B. See passim also for illustrations of omissions, use of fine print 
for concealment and general failure to disclose: 

18 Nor did the proponents of the securities legislation find themselves without strong opposition. See 
references at notes 5and 14. For an interesting exposition of the arguments of the opposition see also Hear- 
ings Before House Committee on Interstate and Foreign Commerce, H. R. Rep. Nos. 1493, 182i, 2019, 78th 
Cong., Ist Sess. 149-159 (1943), and especially the objections of Lewis H. Brown, prosicent of Johns Manville 
Corp., Charles 8. Garland, partner of Alex. Brown & Sons, Baltimore, Edward Hopkinson, J , senior 
partner of Drexel & Co., and chairman of the ceive 9 committee of Baldwin Locomotive Works, Emil 
Schram, president, New "York Stock Exchange, Robert W. White, vice president, Union Carbide and Car- 
bon Co. In sum their objections were: the shareholders have not demanded any changes; revision would 
induce delisting of securities; the paper work would impede war work; the revisions were outside SEC 
authority; and the minimum disclosure would become the a See also Suggestions for Revisions 
of 8. E. A. of 1984 by the Committee on Security Regulation of Commerce and are Association of 
New York, Ine. 6 (1947). In connection with the opposition of the American Bar Association see Bayne, 
8. J.. The Tucker Fiasco, 81 America 153, 155, 156 (April 30, 1949); see also the further comment and renrint 
of this article in The SEC, the American Bar Association, and the Tucker Fiaseo, Extension of Remarks of 
= Min a of New Jork in the House of Representatives, May 18, 1949, 95 Cong. Rec. No. 88, 

3220 ay l 

4 For a sketch of the history see 10 SEC Ann. Rep. 51 et ag (1944); H. R. Rep. No. 1383, 73rd Cong., 
2d Sess. 13, 14 (1934); Sen. Rep. No. 792, 73rd Cong., 2d Sess. 12 (1934); Hearings on 8. 2408, op. cit. infra 
note 19, at Vet seq. Forthe history of the peey in general, see Axe, Corporate Proxies, op. cit. supra note 4, 

15 Section 14 (a), 48 Stat. 881 (1934), 15 U. 8. C. § 78a et seq. (1946). 

“Tt was the intent of Congress to require fair ‘opportunity for the operation of corporate suffrage. The 
control of great corporations by a very few persons was the abuse at which Conwress struck in enacting 
Section 14 (a).’”” SEC v. Transamerica Corporation, 163 F. 2d 511, 518 (3d Cir. 1947). 

The same fundamental purpose of a return of control to the shareholder was at the base of the pro 
in the Holding Company Act. Pnblic Utility Holding Company Act of 1935, 49 Stat. 838 cis) 15 U.8. C, 
79 et seq. (1946). The Senate Committee said relative to the proxy provisions in that act: “Subsection 

e) covers the solicitation of proxies in connection with all holding companies and subsidiary company 
securities so that such solicitation will not afford the basis for subtie control adverse to the interests of in- 
vestors who have a right to be kept fairly and properly informed by representatives of their own choosing 
rit = selfish self-constituted, self-perpetuating cliques.’’ Sen. Rep. No. 621, 73rd Cong., Ist Sess. 35 
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This provision is, moreover, very intimately related to the over-all disclosure 
purposes of the securities acts..°. The Commission, “* * * to protect in- 
vestors by requiring the disclosure of certain information to them and by affording 
them an o unity for active participation in the affairs of their company,” '’ 
promulgated comprehensive regulations providing for a most substantial variety 
of information to be given when a proxy is sought. 

Hence the proxy was to bear a heavy burden in the projected restoration of 
corporate democracy."* But the proxy, even in a legitimate form, can be val- 
uable to the shareholder only if he uses it intelligently. In turn, this can occur 
only if the shareholder is informed of what has transpired in the corporation dur- 
ing the recent period, what is to be discussed, voted on, and approved. This 
disclosure the Act compels.” (A complete résumé of the SEC proxy regulations 
appears as an appendix to this article) 


I, Evasion oF REGULATION BY NONSOLICITATION 


One of the two major deficiencies in the SEC proxy provisions permits com- 
plete nondisclosure to shareholders, and hence a denial of corporate democracy 
by the simple expedient of failing, either partially or completely, to solicit proxies. 
This is not legally reprehensible because Regulation X-—14 and Schedule 14A 
regulating the proxy and the proxy statement come into operation only if and 
when the management determines to solicit. This loophole results in major 
possibilities of abuse.” 

Practices of nonsolicitation generally follow one of three types. (And ‘in the 
main, the particular effects resulting from each of the types are reliable indicia of 
the motives of management in avoiding the solicitation.) 

I. Total Nonsolicitation Without Control——-A management without possession 
of a gree ame Feo nt of stock or without a readily accessible block in a small 
group of shareholders may fail to solicit altogether if it is free from the necessity 
of having the shareholders approve or authorize any management proposal or 
activity. 

An illustration of this type is The Glidden Company. Glidden has both its 
common stock and convertible preferred stock registered on the New York Stock 
Exchange and hence is subject to the SEC proxy regulations. 

The company has consolidated assets of $77,000,000." It had average net 
sales of $180,000,000 in the years 1947, 1948, and 1949 and an ave net profit 
of $10,000,000 annually for the same period.“ The Company has 17,000 share- 
holders and no one owner holds as much as 10%." As of January 31, 1950, all 


% Thus, concerning the Securities E Act of 1934 the Senate Committee Report said: 
“In order that the stockholder may have uate knowledge as to the manner in which his interests are 
served, it is essential that he be enlightened not as te the financial condition of the corporation, 
as to the major questions , which are at stockholders’ meetings. Too often proxies 
are solicited without ex he holder of the real nature of the matters for which authority to 
cast his vote is sought.” Sen. Rep. No. 1455, 73rd Cong., 2d Sess. 74 (1934). 
1713 SEC Ann. Rep. 41 (1947). 
18 Thus Louis Loss, Associate General Counsel] of the SEC reported: 
at instrument is an esseritial device in the modern corporation with its thousands and sometimes 
of thousands of seatterod stockholders. It is a device which can be used for good or ill. If stock- 
holders are informed of the affairs of their corporations and given an opportunity to cast their proxy votes 
intelligently, the proxy device may well turn out to have been the salvation of our present-day rate 
. Onthe other hand, ifthe proxy instrument is no more than a blank check, the whole device simply 
makes for self-perpetuation of management and leaves the door open, as the Commission said in its 1946 
report, ‘for executive irresponsibility and outright fraud.’’’ Some of the Securities and Exchange 
Commission’s Legislative Program, an address given before the New York Young Republican Club, New 
York City, April Ist, 1949, at 5. 
ttempts to amend the 1934 Act came in 1941 and 1942, The summary of the SEC’s stand on the 
oo proposals was embodied in Report of the Securities and Exchange Commission on Proposals 


Print, Committee on Interstate and Py 77th Cong., Ist Sess. (1941). Efforts at amendment 
were renewed in 1946 in A Report of the ties Exchange Commission on a Proposal to Safeguard 
Investors in Unregistered Securities, House Doc. No. 672, 29th Cong., 2d Sess. (1946). The SEC announced 
in Securities Exchange Act Release No. 4399 (January 9, 1950) the transmittal to Congress of a eed 
tal report bringing up to date the report originally submitted in 1946. This report was also entitled A Pro- 

to Safeguard Investors in Unregistered Securities, Securities and Exchange Commission, Washington, 

. ©. (1950). These latest efforts of the SEC are embodied in the so-called Frear Bill. See Hearings on 
8. 2408 before a Subcommittee of the Committee on Banking and Currency, United States Senate, 81st 
Cong., 2d Sess. (February 7-10, 1950). 

2 The problem was discussed in SEC Report on Proposals for Amendments to the Securities Act of 1933 
and the ities Exchange Act of 1934, op. cit. supra note 19, at 35. The possibilities of meeting the 
problem under the present status of proxy regulations is discussed in Friedman, SEC Regulation of Corpo- 
rate Proxies, 63 Harv. L. Rev. 796, 819 (1950). The general conclusion is that the Commission is at present 
without power to meet this problem uately. 

*\ Thirty-Second Annual Report, Fiscal Year Ended October 31, 1949, The Glidden Company. 

22 See Pros us, The Glidden Company, Blythe & Co. 7 (March 15, 1950). 

2% The Glidden Company, SEC 1934 Act tration File No. 1-531. Public Document Room, Securi- 
ties and Exchange Commission, Washington, D.C. There are 1,784,000 shares of common stock outstand- 
ing. The prospectus cited note 22 supra announces an offering of 178,535 shares of common stock. There 
are outstanding 199,540 shares of convertible preferred stock. 
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directors and officers as a group owned 3.4% of the common stock and less than 
1% of the preferred stock.** The ten major officers, who are all directors as well, 
receive gate salaries of $606,762 annually.” 
The following letter in answer to an inquiry concerning solicitation for the 1949 
annual meeting expresses Glidden’s reasons for nonsolicitation: 
x * 


Our Executive Committee has decided, after carefully considering the 
matter, that the management should not solicit proxies for the Annual Meet- 
ing to be held on February 10, 1949, and incur the expense involved in pre- 
paring and printing a proxy statement, postage, etc., since the Directors do 
not have any particular matter which they wish to submit to the stockholders. 
* * * 


(Signed) * 


In an eleven-year survey made of the Glidden Company’s proxy-soliciting 
practices_it was found that proxies were solicited by management only onee for 
an annual meeting.” Thus, although the shareholders may have received some 
information, only once for these eleven annual ore has the say. ref been 
compelled to make the complete disclosures required by SEC proxy regulations. 

The concrete results of such a policy are summarized in another letter from 


Glidden to an inquiring shareholder: 
* * 


3. Although some shares were represented by proxies which were sent in 
unsolicited and some stockholders were present in person, @ quorum was not 
present and no business could be trans : 

4. Under the Company’s Regulations, the directors and officers must hold 
over until their successors are elected and qualified and since a quorum was not 
present at the meeting, it was necessary for the directors to hold over. 

(Signed) *8 


In these circumstances, nonsolicitation, not touched on by the present SEC 
proxy provisions, will usually result in failure of a qucrum, with the consequence 
that the annual meeting will perforce adjourn sine die® Pursuant to the bylaws 
the directors must hold over until their successors are chosen; yet an election of 
successors cannot occur without a meeting and the possibility of transacting 
business.*° 

But more significant are the possible results of nonsolicitation: (1) Complete 
nondisclosure to the shareholder of the basic information concerning the meeting 
and the affairs of the corporation. (2) Effectual denial of the opportunity to 
vote and participate in the conduct of the firm. (3) The dispersed shareholders, 
although perhaps representing as high as 99% of the stock, are thereby precluded 
from easy organization, from otherwise accessible control, from effectual opposi- 
tion to management policies. (4) The elimination of the opportunity for share- 
holder initiation of plans or proposals through the proxy machinery. (5) Restrict- 
ing vocal opposition. 

Il. Tota Wonsolicitation With Control.— Management may fail to solicit where 
(1) management holds control, either itself or in close affiliation, although its 
holding may be a bare 51% of the voting shares; and (2) the management is 
faced wita the actual need of holding a meeting. For example, action at a meeting 





% Prospectus, op. cit. supra note 22, at 15. 
2% Ibid. Adrian D. Joyce, Chairman of the Board, receives $96,500 and the president, his son, receives 


$75,000. For a picture of the strictly business background of Glidden and the extent of its enterprise, see 
House That Joyce Built, 38 Fortune, No. 5, 95 (May 1949). 

26 (Emphasis added). Copy on file, Business Section, Library, West Baden College. 

27 The Glidden Company, SEC Proxy File No. 11-109. The pericd covered in the survey was 1940-1950 
inclusive. In addition to the solicitation for the annual meeting of 1947, The Glidden Company held two 
Special Meetings during the period studied for which proxies were solicited. In October 1945 a meeting 
was held to split the common stock; in October 1947 the meeting was to approve a retirement plan for em- 
ployees and officers, with no other business contemplated. 

28 (Emphasis added). Copy on file, Business Section, Library, West Baden College. 

2° Thus, The Glidden Company announced to a questioning shareholder: ‘‘The Annual Meeting of the 
Common Stockholders of The Glidden Company, held in Cleveland, Ohio, on Thursday, February 9, 1950, 
in the absence of a quorum was adjourned sine die.’’ From a letter of The Glidden Company, February 
27, 1950. Copy on file, Business Section, Library, West Baden College. 

%° The policy of General Paint Corporation changed with the annual meeting of 1950. Prior to that time 
nonsolicitation resulted in the absence of a quorum and adjournment of the annual meeting. Records of 
the Los Angeles Stock Exchange; Notice of Annual Meeting of Stockholders, General Paint Corporation, 


February 14, 1950. 
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duly called and held may be necessary to eliminate a’provision of the corporate 
charter. Nonsolicitation, of course, does not block a quorum or the consequent 
transaction of business. 

This type of nonsolicitation is seen in the maneuvering of Coty, Inc. Coty has 
net assets of over $6,000,000*! and over 5,000 shareholders.*? In August 1950 
the directors of Coty held 51% of the 1,488,906 voting shares. 

The juxtaposition of nonsolicitation and solicitation at two recent meetings of 
Coty—special and annual, held on the same day—presents an apt illustration of 
See of nonsolicitation by a management having control and a quorum 
in hand. 

Since 1922, the Certificate of Incorporation of Coty has provided for cumulative 
voting in the election of the directors, thereby permitting the minority share- 
holders a pro rata representation on the board. Phe management of Coty deter- 
mined to remove this cumulative voting provision because, said the president of 
Coty, “a group which might be acting ‘for selfish motives’ had been acquiring 
stock to obtain representation on the board of directors.”’* The elimination of 
a charter provision required the action of the holders of a majority of the out- 
standing shares of stock. The further business facing the meeting included the 
election of the directors, and submission for shareholder approval of two pro- 
posals advanced by shareholders. These four items could all have been considered 
at one meeting. The annual meeting was scheduled for October 23, 1950.% 

The management sent out a “‘ Notice of Special and Annual Meetings of Stock- 
holders” ; both were to be held on October 23. At 10:00 A. M. the Special Meeting 
was to consider only the amendment to the Certificate of Incorporation. The 
annual meeting was to follow immediately at 11:00 A. M. for the election of 
directors and consideration of the two shareholder proposals. In the notice the 
company stated: ‘“‘For your convenience a proxy for the Annual Meeting is 
enclosed. No solicitation of proxies for the Special Meeting will be made.” * 

At the Special Meeting the cumulative voting provision was eliminated by the 
vote of 773,988 management shares ; 60 votes were cast in opposition by a minority 
shareholder.*’?’ The president of Coty did not reveal the identity of the group 
seeking representation on the board, but did point out pertinently that if proxies 
had been solicited for the Special Meeting, “we would have had to disclose com- 
pletely the information.” * The minority shareholder’s attempts from the floor 
to have the Special Meeting adjourned until proxies could be solicited were 
blocked.** 

In addition to nondisclosure and the complete denial of a minority vote, this 
type of situation can lead to othet harmful results: (1) Securing to management 
the full benefits of actually holding a meeting and transacting business. (2) 
Avoidance of the odium, often experienced under Type I supra, accompanying 
an open and continued refusal to hold the annual meeting. (3) Removal of the 
panting wd for shareholder initiation of plans and proposals. (4) Elimination 

two kinds of opposition—a. Where the charter requires approval of some 
a by two-thirds or more of the voting shares present at a meeting, the 

olders of 51% can work a substantial incursion into minority rights by not 
soliciting proxies which may oppose majority action. Nonsolicitation will usually 
result in the shares held by management being about the only shares present at 
the meeting. b. Nonsolicitation of proxies, and the frequently indefinite notices 
of what will transpire at the meetings, tend to eliminate any vocal objections 
and discussion at the meeting. Although this opposition is doomed of necessity 
to be ineffectual, it carries with it a number of factors offensive to management— 





—* Industrial Manual (1950). 

8 Notice of Special and Annual Meetings of Stockholders, Coty, Inc., 4, 5 (September 26, 1950). Of 
these pce shares held by the directors, 47.28% or 708,745 are held by Yvonne Cotnareanu. The Chair- 

man of the Board, Grover A. Whalen, owns 4,000 shares. 
The directors of Coty receive annual salaries ranging from $40,000 to $50,000 

* Wall Street Journal, October 24, 1950; the Sunday Star, Wilmington, October 29, 1950. 

ou at op. cit. supra note 33. 

oa s Wear Daily, October 24, 1950; the Sunday Star, Wilmington, October 29, 1950. 

%® Wall Street Journal, October 24, 1950; Women’s Wear Daily, October 24, 1950; the Sunday Star, Wil- 

n, October 29, 1950. The proceedings at the meetings —— a shareholder to comment: 

wees that Coty’ 's failure to Folicit proxies indicated a _ nite need for new legislation at Ww ashington 
to require proxy solicitation under the rules of the Securities and Exchange Commission.” From On 
Rodney Square by Henry L. Sholly, in the W ilmington Star, October 29, 1950. 
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the aes public relations, the nuisance value, and the ible ill-effects on the 
market value of the shares that attend suspicion of chicanery. These are all 
avoided by holding the meeting and conducting business without dissension. 

III. Partial Nonsolicitation Without Control.—This may oceur where (1) a 
meeting must or is desired to be held in order to seeure authorization for a plan 
or proposal, (2) management does not have a quorum in hand, (3) there are large 
blocks of voting shares in the hands of a few accessible and controllable share- 
holders which will guarantee control of the meeting. 

International Shoe Co. is one of the r companies following this type of 
solicitation. (Net assets exceed $100,000, “ and the firm has over 11,000 
shareholders.*!) The company expresses its policy in the following letter: 


We informed you in our letter of February 10, 1948, that this company 
considered it ‘desirable and feasible to. solicit. proxies from larger s 
holders.’”” That was done this year in connection with the meeting to be held 
on February 28, 1949. There are approximately 425 from whom the proxies 
were solicited. 

(Signed) *”’ 


Thus the protection of the SEC proxy provisions was afforded to less than 4% 
of the shareholders of Internédionsl ee in 1949.* 

This policy of partial solicitation can bring nondisclosure, denial of the vote 
to the bulk of the shareholders and hence the minimization of effective minority 
opposition. At the same time the management can have the benefit of a legally 
conducted meeting and avoid the stigma which attaches to not holding meetings. 


THE EXTENT OF THE PRACTICE 


The exact number of companies which follow Glidden, Coty, and International 
Shoe through the loophole in the disclosure provisions of the Securities Exchange 
Act is not known. No authoritative up-to-date survey of the extent of the 
practice has been made, either as to complete failure to solicit, or partial 
solicitation. 

A survey made ten years ago indicated a general increase in the practice of 
nonsolicitation. At that time, corporations listed on the New York Stock Ex- 
change which failed to solicit proxies increased from 1.8% in 1938 to more than 
11% in the years 1939, 1940, and 1941.- Nonsolicitation in firms listed on the 
New York Curb Exchange rose from 6.5% in 1938 to 27% in 1939, to 29% in 
1940, and to 31% in 1941." The report of the SEC for 1949 indicated that about 
one-third of the listed corporations failed to solicit proxies.” 

A survey by the writer shows a number of large firms which currently pursue 
a policy of nonsolicitation. The following firms, as indicated by the records of 


# Moody’s Industrial Manual (1950). 

41 International Shoe Company, SEC 1934 Act Registration No. 1-91. 

42 Copy on file, Business Section, Library, West Baden College. “Our letter of February 10, 1948,” 
referred to in the letter above, stated: 


‘Because of the time and expense involved, the company has not made it a practice to solicit proxies from 
all “ a stockholders, but it has considered it desirable and feasible to solicit proxies from larger: 
stockholders. 

“I shonld point out that the fact that you did not receive a proxy form along with the ‘Notice of the 
Annual Stockholders’ Meeting’ did not preclude your voting your stock in person or by any proxy whom 
y+ - might wish to designate.” 

tter, tional Shoe Company, St. Louis, Missouri, dated February 10, 1948; copy on file, Business: 
Section, Library, West Baden College. 

«3 International Shoe Company, SEC Proxy File No. 11-112. One shareholder in International Shoe 

Company attempted to circumvent the management policy and received the following: 


“I am instructed by Messrs. Frank C. Rand, Byron A. Gray, Andrew W. Johnson and Oliver F. Peters, 
who are named in the proxy you have sent vs, toinform you that they decline to act as your proxy at the 
yy stockholders’ meeting of the International Shoe Co. on Feb. 28th, subject to the conditions indicated’ 

the proxy. 

“It is suggested that you select your own proxy and place upon him such conditions, limitations, and 
directions, as you choose. 

“Your proxy is returned herewith. 

(signed)”’ 


Letter, International Shoe Company, St. Louis, Missouri, dated February 17, 1949; copy on file, Business 


Section, Library, West Baden 
“ Heari before Committee on Interstate and Foreign Commerce on Proposed Amendments to the- 
Securities Act of 1933 and the Secrities Exchange Act of 1934. 77 Cong,, Ist seas. 1144 (194]).. 


4715 SEC Ann. Rep. 34, 48 (1949), 
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the New York Stock Exchange, the New York Curb Exchange and the SEC, 
have avoided solicitation for the years 1940-1949 inclusive: “ 


Corporation 
(1) Crown Central Petroleum Corporation 


(2) Esquire, Inc 

(3) The A. C. Gilbert Company “” 

(4) The Glidden Company “ 

(5) R. G. LeTourneau, Inc 

(6) The Silex Company 

(7) Spear and Company 

(3) Johnson and Johnson “ 

(9) Venezuelan Petroleum Company 

ant, a firms have never solicited proxies under SEC regu- 

ations: 

(10) A. 8. Beck Shoe Corporation (1946-1950, incl.)________- 
(11) Wilson Brothers (1947-1950, incl.)_-__.____________-_- 

These random selections indicate that a noteworthy section of the so-called 
regulated firms are not regularly soliciting proxies. And to these samplings 
ges Paryy firms occupying substantial positions in the national economy could 
be ed.” 


4 Other material data is available on the firms selected: 


SEC 1934 Act 





Corporation 





(1) Crown Central Petroleum Corp. _-._............---...-.----- 








Wilson B | 

(A) These firms were not assigned SEC proxy numbers since no proxies have ever been solicited 
under SEC regulations. 

« During the year 1946 the A. C. Gilbert Co. solicited proxies for a special meeting of stockholders. This 
was the only time during the 1940-1950 Pe inclusive that the firm solicited proxies from its shareholders. 
48 See oe note 27. The Glidden Company solicited at one annua] meeting during this period and at 

two meetings. , 
4 The survey in regard to Johnson and Johnson applies only to the last ten years. Johnson and Johnson 
nee aegeeninetey 1,580 shareholders. Letter, dated October 23, 1950, on file, Business Section, Library, 

aden Co . 


has evidenced a determined policy of ponsolicitation. The agenda of business, 
Meeting of Stockholders of Johnson and Johnson, September 7, 1949, carried at 

rst page the following seme yen remarks: 
“(Note: You will recall that Mr. John Gilbert is apparently planning to attend. If he follows his usual 
tactics, he will object to the fact that proxies have not been solicited. You will probably want to reply 
with the statement they made at the previous meeting we have presented our views on 
h is in process of revising its requirements. Pending some modi- 





that in accordance 
this and other matters to the SEC w 
fication of their views along the lines of our suggestions, we are not prepared to solicit proxies. If, as he 


started to do at the last , he moves an adjournment in order that proxies may be solicited, we will 
ed to put the motion to a vote and vote it down.) Copy on file, Business Section, Library, West Baden 
7) 


5 For example, the following firms have not solicited proxies for their last annual meeting at least: 





Date of 
Annual 


SEC Proxy Gross 
File No. Meeting 


Corporation Asnets 








Company (A) 3 
Shellmar Products Corporation 1-3326 15, 351, 241 4-10-50 


(A) This firm was not assigned a SEC proxy number since no proxies have ever been solicited 
under SEC regulations. 

Copies cf all notices of 1950 annual meeti of these firms are on file, Business Section, Library, West 
Baden College. Asset figures are all from Moody’s Industrial Manual (1950). National Steel has not 
solicited proxies for any meeting, annual or special, in the yea*s ending September 30, 1938, 1939, 1940, 1941. 
1942, 1946, 1947, 1948, 1949, according to the records on file in the New York Stock Exchange. The firm had 
$1 29,042,022 in assets as of December 31, 1949. Moody’s Industrial Manual (1950). 
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RECOMMENDATIONS FOR AMENDMENT 


The problem of evasion of regulation by nonsolicitation has not received the 
national attention which it would seem to warrant. The currently proposed 
amendment to the Securities Exchange Act, the Frear Bill, does not remedy the 
situation; and hence one may assume that even if the amendment carries, one- 
third of the larger corporations will continue a practice of nonsolicitation. The 
investor protection and corporate democracy provided for by the SEC proxy 
provisions will be accorded only at the sufferance of management. 

At most the policy is a modern, corporate form of benevolent despotism. It 
is not corporate democracy at its best; it cannot be said in anywise that the 
possibility of abuse offered management is a corporate desideratum. Con- 
sidering the possibilities of abuse in vacuo and as outlined in the Glidden, Coty, 
and International Shoe illustrations, there seems little question that a solution 
for the problem is needed. Various suggestions have been offered but no one 
of them has carried a plan far enough to work an effective restoration of cor- 

rate democracy. For it would appear that it is primarily through adequate 
information and a vote that the shareholders may first detect and later correct 
management abuse should it perchance arise. 

A recent commentator touched on the question and concluded that “‘a careful 
study of the problem might suggest that effective corporate democracy can be 
achieved only through a distinterested, active participation in corporate affairs 
by some private or public agency charged with representing the viewpoints 
and protecting the interests of the various nonmanagement groups.” *' Such 
thoughts are reminiscent of the O’Mahoney-Borah Bill” of some years ago 
which would have provided for the appointment by a federal agency of a “‘certified 
corporation representative’? who would be named proxy for the absent share- 
holders and who would represent them at the meeting. There would seem to 
be no major objection to a natural emergence of private groups ™ dedicated to 
the furtherance of the cause of the small independent shareholder, but cogent 
objections to entrusting what have been traditionally the corporate owners’ 
functions and duties to a governmental agency, where strict necessity does not 
Ta) ager ese suggest opposition to a certified corporate representative. 

n 1941 the SEC considered the problem of nonsolicitation and listed some 
suggestions for remedying it. At that time the Commission said: 

Through its administration of the proxy regulations the Commission has 
become increasingly aware that some issuers have avoided adequate dis- 
closure to their stockholders by the simple device of not soliciting proxies. 
This is especially vicious because, in many cases, the failure to solicit proxies 
prevents the presence of a quorum and thus results in self-perpetuation of 
management. As a consequence, stockholders are deprived of an oppor- 
tunity to pass upon the activities of management and to remove bad man- 
agement from office.™ 

The amendment proposed by the SEC at that time was the insertion of a 
requirement in the Securities Exchange Act ‘‘that issuers submit to their security 
holders prior to meetings the information required by the proxy rules,” It 
was felt that the effect of this suggestion would be ‘‘to reenfranchise security holdees 
who have been denied the opportunity of casting their ballots because of the 
reluctance of some managements to make adequate disclosure under the proxy 
regulations,” 

A close inspection of the recommendation indicates that the Commission was 
not suggesting a mandatory annual proxy but only that the disclosure materials 
be given the shareholders. This would mean that the shareholder would receive 
the information but would not receive the proxy forms requisite to the actual 
mechanics of voting. The shareholder would be informed, but would not be an 
informed voter. 

Whether the Commission at that time fully intended this dichotomy is de- 
batable. The SEC would understandably be reluctant to ask for an annual 
mandatory proxy in so many words, and yet there seems no other feasible solu- 


5! Friedman, SEC Regulation of Corporate Proxies, 63 Harv. L. Rev. 796, 821 (1950). 

82 8. 3072, H. R. 9589, 75 Cong., 3d Sess. (1938). 

83 E. g., the Federation of Women Shareholders under the leadership of Wilma Soss. Recall the Ameri- 
can Investors Unior for the purposes of studying corporate reports and prospective securities issues for the 
help and education of the uninformed and untrained. It had its counterpart in England in the Share- 
holders’ Protective Association. 

% Report of the SEC, op. cit. supra note 19, at 35. 

55 Ibid. 

% Thid. 

7 Tbid. 
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tion to the problem. Once the requirement of the proxy materials has been made, 
the added requisite of the proxy itself is a very slight addition; vet the informa- 
tion without the mechanics of the vote is bootless. These considerations lead 
quite logically, it is submitted, to the recommendation of the annual mandatory 
proxy. An annual meeting, the information needed to form an intelligent judg- 
ment and the actual opportunity to vote—all seem reasonable demands on the 

art of the shareholder as just rights incident to his ownership in the corporation. 

nder the present-day system of dispersed holdings, distant meeting places, and 
the use of the mailed-in proxy, the most feasible guarantee of corporate democracy 
is the annual mandatory proxy and proxy statement. 


Il. THE DOUBLE STANDARD OF APPLICABILITY 


The second major defect in the present Act is the anomalous double standard 
of applicability. Two great groups of U. 8. corporations are separated only by 
the arbitary norm of (1) registration of securities on a national securities exchange, 
(2) operation of a public utility holding company or (3) investment company. 
Investors with securities in these classifications are guaranteed the protections 
of the SEC proxy provisions; all others are not, though the “other companies 
{may be] of comparable importance, and public interest.” * 

The fact that a large segment of the U. S. corporations are not subject to SEC 
regulations does not, of course, establish actual abuse or oppression of snare- 
holders; at the same time there exists marked possibilities of abuse outside the 
restraining pale of the SEC. An illustration is that of the Ward La France 
Truck Corporation.” 

In 1941, the Ward La France Truck Corporation, of Elmira, New York, operated 
a successful business in fire apparatus and motortrucks with net profits for the 
year ending December 31 of $77,000 after taxes." With the advent of the war 
and the demand for trucks and heavy mechanical equipment, the company’s 
net profits increased to $384,000 after taxes for the eleven-month period ended 
November 30, 1942. This represented an increase in earnings per share on securi- 
ties outstanding of over 500%—from $2.73 in 1941 to $15.75 in 1942.e 

As of September 1942, Ward La France had outstanding 10,500 shares of its 
Class A stock, with one vote per unit, and 17,202 shares of Class B stock, with one 
and one-half vote per unit. With the exception of 7,171 shares of the Class A 
in the hands of the public, A. Ward La France and Joseph Grossman, president 
and treasurer, resnectively of the company owned all of the outstanding stock 
and hence held 80% of the voting power of the corporation.“ 

Contemplating the continued war profits,” La France and Grossman entered 
into private negotiations with 8S. A. Odlum, of Salta Corporation, culminating in 
the execution of an agreement whereby— 

(1) La France and Grossman would receive $900,000 for the bulk of their 
stock. This represent $45.86 per share. 

(2) The Board of Directors of Ward La France would adopt a plan of liquida- 
tion, effecting a transfer of all the corporate assets to Salta as a going concern. 
Liquidation would result in the payment of the book value of $28.03 per share to 
the minority public shareholders. 


8 Report of the SEC (1946), op. cit. supra note 19, at v. 

5* The report of this investigation was contained in Securities Exchange Act Release No. 3445 (June 12, 
1943). The Securities and Exchange Commission instituted an investigation into the Ward La France 
transaction pursuant to Section 21 (a) of the Securities Exchange Act of 1934. (It shouki be observed that 
the investigation was not initiated under the proxy regulations of the Commission.) 

The following table indicates the rapid and substantial increase in profits: 





. | 
Yearended | 8 months ended | 11 months ended 
} Dee. 31, 1941 Aug. 31, 1942 Nov. 30, 1942 








$159, 845. 27 $1, 300, 729. 52 $1, 764, 448. 89 
aE TE a ELE SET 77, 590. 46 |. bert 384, 976. 28 
Earnings per share on securities then out- | 

standing } > rae eer. 15.75 


Net income before Federal Income and Ex- | 





Securities Exchange Act Release, op. cit. supra note 59, at 2. 
*! Securities Exchange Act Release, op. cit. supra note 59, at 2et passim. La France and Grossman owned 
74% of the outstanding shares. 
® In addition to the factor of continuing war profits was the attractive savings in excess profits taxes. 
Salta had a large tax base and hence could avoid heavier taxes to which Ward La France wall be subject. 
6 — Exchange Act Release, op. cit. supra note 59, at 3. 
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(3) Salta would retain La France and Grossman for seven years at an annual 
salary of $60,000 each until cessation of the war, and thereafter at $20,000.% 

Salta had received the balance sheets and earnings statements of Ward La 
France which revealed the appreciable increases in the months of 1942.% More- 
over during the period prior to and during the negotiations, La France, Grossman, 
a as well as the corporation itself, availed themselves of insider trading 

rofits. 

¢ Since the plan of liquidation envisaged by the agreement necessitated share- 
holder approval, a stockholders’ meeting was called for November 23, 1942, to 
pass on the plan, which La France and Grossman had already caused the directors 
to approve. 

i= Giauanaaiennh of the shareholders* meeting was mailed to each shareholder. 
The proxy-soliciting letter was brief, concise, and altogether uninformative: 

‘o the Stockholders: 

At a meeting held today the Board of Directors of your corporation 
declared it advisable to dissolve the corporation and approved a Plan of 
Liquidation. * * * This plan provides for the payment to each stock- 
holder * * * of his proportionate share of the net assets of the corporation 
in cash upon surrender of the certificates for shares of stock which he 
ow, * 7 * 

In the event that you cannot attend the meeting, please sign and return 
the enclosed proxy in the enclosed envolope. 

(Signed)® 


Beyond this letter the shareholders received nothing that would inform them 
of the conditions surrounding the dissolution. (1) At no time did the share- 
holders learn of the increase of profits from $77,000 in 1941 to $384,000 in the 
first eleven months of 1942.” (2) The private sale to Salta of the La France- 
Grossman stock was not revealed. (3) The differential between the $45.86 per 
share for the La France-Grossman interest and the $28.03 per share paid the 
public shareholders was kept secret.” (4) The agreement to rehire La France and 
Grossman at salaries of $60,000 per annum was likewise suppressed. 

The result of the proxy solicitations was complete approval at the shareholders’ 
meeting of the plan of liquidation. There were no dissenting votes.” The proxy 
announcement had succeeded in disclosing nothing, had gained blanket power, 
and had effected in full the plans of La France, Grossman, and Salta. 

A correlative consideration of the disclosure requirements of Regulation 
X-—14 and the conduct of the Ward La France solicitation shows the sharp contrasts 
between regulated and unregulated firms. In the light of this illustration two 
questions arise: How many firms are unregulated? How many follow disclosure 
practices akin to Ward La France’s? 


THE ‘‘UNREGULATED SEGMENT” 


Knowledge of how great a segment of the investing public shares in the protec- 
tion of the proxy rules is essential to a determination of what remedies should be 
written into the Securities Exchange Act. Two Commission surveys, published 





6 Thid, 


Td. at 
Td. at yh passim. Due to the extent of the La France and Grossman holdings ~~ purchases effected for 


Ward La France resulted in their benefit and were tantamount to purchases made ly by themselves. 
1d. at 4, 5. ‘ 

(Emphasis added). Id. at 14. 

7 Securities Exchange Act Release, op. cit. supra note 59, at 2. 

Id. at 5. 

72 Ibid. The financial editor of the Chicago Herald-American recently noted shareholder concern over 
abuse in a similar proxy solicitation: 

“On May 10, stockholders of the Camden ay Aimee ay | will be asked to approve an amendment to the 
concern’s certificate of incorporation, changing the tenure of office of directors from one to three years with 
only one-third of the board to be elected each year. 

“Unlike the Montgomery Ward & Co. charter, which its such change by majority action of directors, 
it is necessary for two-thirds of the Camden Forge sbecitbelders to approve before this backward step can be 


taken. 
“It is unthinkable that stockholders will ratify the proposal. One businessman in sending his proxy 
against the plan, described it as ‘an undemocratic corporate subterfuge to perpetuate management in office.’ 
“In this particular + the manage. Ln arrogant disregard of fair treatment of stockholders, 
no vision on the xy for a negative vote. 
mUader Dermal panel ante f the Securities and Exchange Commission would prevent such a one-sided 
ntation, but inasmuch as Camden Forge stock is not listed on a registered securities exchange the SEC 
s jurisdiction over its proxy solicitation. 
*“‘Undemocratic corporate managements, intent upon concentrating more and more power in their hands, 
serve to weaken the American system of private enterprise.” Robert P. Vanderpoel, Chicago Herald- 
American, Financial Section, May 3, 1949. 
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in 1946 and 1950, lay the base for considering the number and size of unregulated 
corporations. 

In its 1950 report the SEC indicates that a study of the corporations having 
assets of at least $3,000,000 and 300 security holders yields 1,741 corporations not 
subject to Regulation X-14.% Set off against this figure are 2,194 corporations 
listed under the Securities Exchange Act of 1934.74 Bearing in mind that not all 
large U. 8. corporations are included in the SEC figure of 1,741 (since a number 
have less than 300 shareholders and others are exempt), it is consequently a sound 
inference that roughly one-half of the larger U. S. corporations are unregulated by 
SEC proxy rules.’* The Commission’s 1946 report indicated substantially the 
same state of regulation as the 1950 report, with some increase towards a higher 
percentage of nonregulation in 1950."¢ 

The value of the securities issued by the larger corporations only, covered in the 
1950 report, is estimated at $19,000,000,000; they are traded at the rate of $1.5 
billion annually.” From this it can be seen that these firms, unregulated by the 
proxy provisions, form a most substantial segment of our economy.”* 

The SEC also reported on the amount of assets of certain large corporations, 
none subject to the proxy rules, which have voting securities admitted to unlisted 
trading privileges on the New York Curb Exchange. In this 1950 report, the 
following corporations had the largest amount of assets: 7° 








Company Assets ecm ~ yams 
Humble Oil & Refining Co_...............................-- siaeditbibad $861, 400, 000 | 11,617. 
RIE LE EE ELLE IIE, ELI ATE 618, 900, 000 | 4, 600, 
EO ee eee 503, 600, 000 | 4, 923 (pfd.). 
Great Atlantic & Pacific Tea Company. - - -_-_- Sic Santbiddubeueatcuaeba 322, 800, 000 | Not disclosed.8* 
Weyerhaeuser Timber Company-.--.._..........--- = dis sna eomtdbliaia 210, 100, 000 | Not disclosed .™ 
Singer Manufacturing Company... ...............---.-....-...-..-....- 202, 900, 000 | 3, 800. 











Many other companies that occupy a prominent position in U. S. business find 
themselves beyond the reach of the SEC proxy provisions. These include: 
American Book Company, Carnation Company, Chesebrough Mfg. Co., Claude 





73 A Proposal to Safeguard Investors, op. cit. supra note 19, at 17, 18. The breakdown of this figure of 
1,741 can be achieved by reference to the table compiled by the SEC in this same report, at 18. 

™ Hearings on 8. 2408, op. cit. supra note 19, at 18. 

7 There is further support for this conclusion in the number of corporations that are technically subject 
to Regulation X-14 but due to a loophole in the provisions of the 1934 Act do not provide their shareholders 
with the benefits of the proxy provisions. These corporatigns may be estimated to be one-third of those 
corporations actually istering their securities on a national exchange. For figures, see 13 SEC Ann. 
Rep. 33, 42 (1947); 15 SEC Ann. Rep. 34, 48 (1949). 

% The estimates made by the Commission in the 1946 report indicated about 3,090 corporations with 
$3,000,000 in assets and 300 or more security holders, excluding banks. Thus the following summary excludes, 
as did the 1950 report, the smaller firms which seldom register their stocks on a national exchange, and are 
neither public utility holding companies or investment companies. 


I. Reporting to Securities and Exchange Commission under— 


(a) Securities Exchange Act of 1934_____............. baRebaidbass Cis nvinie th as 1, 455 ‘ 
(b) Other acts (and not under 1934 Act): 
(1) Publie Utility Holding Company Act of 1935___._____- pis Diet aiadameie 38 
| ERE TE aha as 
4 . —— 1,592 
II. Papeng publicly to other Federal agencies, but not to the Securities and Exchange Commis- 
i tieoumdised 200g0ngdesneten0esese coanenresusontetmttinminsscengmabeuenaniicdimenhdusedeeseee 102 
iy eeerenT NUDE l-TeUGD III os a nnn ns cs nepenrecancnvipmbisicspidbieatantnnssncdiitae 397 
IV. Companies not making public reports to Federal or State agencies (estimated)____.._............ 1,000 
EE Ciesla Snieivenetsabatbedtineceapicthihis cin oubamed atin mubdteduinwdmtiines 3, 000 


A Report of the SEC (1946), op. cit. supra note 19, at 25. 


774 Proposal to Safeguard Investors, op. cit. supra note 19, at 18, 19. 

78 Speaking about the need for removal of the double standard of applicability, Harry A. McDonald, 
Chairman of the SEC said: “Approximately 1,100 companies not now required to file any reports with the 
Commission and about 650 additional com panies which file some but not all of the reports required by sec- 
tions 12, 13, 14, and 16 of the Securities Exchange Act would be affected by the proposed amendment. A|- 
though, in terms of numbers, these corporations constitute a relatively small segment of our economy, they 
represent a considerable portion of the lar, rey me of capital and they have a very significant effect 
on the national welfare.”” A Proposal to Safeguard Investors, op. cit. supra note 19, at v. 

Id. at 19. In the report the SEC covered only 96 corporations, all of which were domestic industrial 
corporations not subject to the proxy regulations and whose voting securities had been admitted to unlisted 
trading privileges on the Curb Exchange. These companies were chosen regardless of number of security 
holders, volume of trading or size of company. Id. at 10. 

8 In the vt oer, note 19 supra, the number of stockholders of the Great Atlantic and Pacific Tea Com- 
pany was 14,217. 

a. In the 1946 report, note 19 supra, the number of stockholders of Weyerhaeuser Timber Company was 
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Neon, Ine., Crown Cork International Corp., Durham Hosiery Mills, New Jersey 
Zine Co., Goodman Mfg. Co., Gorham Mfg Co., Great Northern Paper, Glen 
Alden Coal Co., Horn and Hardart, Lit Brothers, Pepperell Mfg. Co., Pitney- 
Bowes, Prentice-Hall, Segal Lock, Sherwin-Williams, John B. Stetson, Techni- 
color, Inc., Thew (Lorain) Shovel Co., Remington Arms, Crowell-Collier Pub- 
ishing Co., American Optical, and American Potash and Chemical Corporations.® 
The remaining 1,500 unregulated corporations remain uncategorized and as a 
group unknown. 

The 1946 report created a similar impression as to the number ™ and size of the 
unregulated corporations.® 


THE EXTENT OF ABUSE IN UNRECULATED FIRMS 


Since opportunity for abuse is one thing and actual abuse another, the SEC 
took a representative sampling of the 1,741 corporations and investigated in detail 
their proxy-soliciting practices. The study was made in 1949 and included an 
examination of all proxy-soliciting materials sent out in 1948 and 1949 by 96 corpo- 
rations which are admitted to unlisted trading privileges on the New York Curb 
Exchange.® A total of 202 meetings * were held by these firms.* 

The following words of the 1950 report epitomize the results of the survey: 

In only ten of all the 144 meetings where action was taken upon matters 
other than the election of directors were the stockholders accorded a right to 
vote with respect to the specific item to be considered at the meeting. In 
the other 104 instances the stockholders were compelled either to vest absolute 
discretion in the proxy holder or be disenfranchised.* 

A summary analysis of this report shows the extent to which the standards of 
disclosure established by the SEC are not satisfied by the unregulated corporations: 

1) Election of Directors—In 84% of the instances when proxies were re- 
quested for the election of directors, the shareholder was not informed of the 
names of the men who were nominated for the board.” 

2) Remuneration of Management.—In 185 out of the 191 times (or 97%) 
when proxies were sought for the election of directors the remuneration of 
management was not disclosed, either individually or in the aggregate. 
Moreover, in 95% of the instances the security holdings of officers and diree- 
tors were not revealed.” 


& All of these firms and many more are listed in Appendix C in A Proposal to Safeguard Investors, op. cit. 
supra note 19, at 67, 68, 69. 

8 The last four firms were listed by Louis Loss, Associate General Counsel, SEC, in an address, Some 
Aspects of the Securities and Exchange Commission’s Legislative Program, delivered at New York City 
before the New York Young Republican Club, April 28, 1949, at page 7. 

% A Report of the SEC (1946), op. cit. supranote 19, at 77. The 1946 survey made by the staff of the Com- 
mission examined 76 corporations whose voting securities had been admitted to unlisted trading privileges 
on the Curb Exchange and whose assets exceeded $3,000,000 and were traded in a volume over 5,C00 shares 
in the year 1944. 

% See, A Report of the SEC (1946), op. cit. supra note 19, at 22. 

% Of the 76 corporations included in the 1946 study, 61 were also in the 1950 report. 

87 Of these, 191 were annual meetings and 11 special meetings. A Proposal to Safeguard Investors, op. cit. 
supra note 19, at 10. ; 

8 The following breakdown indicates the subjects which were under discussion at the meetings for which 
the proxies were solicited: 

Number of 


Meetings 


Election of directors 
3 Rn nas canubaamdae avqnigedd paenelcnmicbidet 
Approval of all acts of management 
Bonus and profit-sharing plans, including stock options_-....................-.--.-------------- 
Pension and insurance plans 
Management employment contracts 
ee I hin 0 os ea hanbiiediieaseses eee BST ad Pee 
Bylaw and charter amendments providing for indemnification of officers and directors. ....._... 
Supervisory contract with an affiliate 
Modification of an underwriting contract 
Purchase and sale of property 
Merger agreement 
Authorization for new or additional securities 
Modification or exchange of securities 
Authorization for purchase of outstanding securities 
Retirement of treasury shares 
Approval of charitable contributions 
Le a bylaw and charter amendments 1 
. at 11. 
® Td. at 11,12. Emphasis added. 
Td. at 12. 


® Ibid. 
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3) Selection of Independent Auditors.—In practically ali of the instances 
where shareholders were asked to approve auditors for the coming year, the 
name of the auditing firm remained undisclosed.” 

4) Planket Ratification of Management Acts.—On 54 occasions the share- 
holders were asked to execute proxies for the blanket approval and ratifica- 
tion of all acts of management since the last annual meeting. These requests 
were made in the face of nondisclosure of the nature of the acts, when it was 
clear from other sources that material and important transactions had been 
effected in the interim.® 

5) Pension Plans.—In approximately 80% of the cases where shareholders 
were asked for proxies in approval of pension plans the amounts payable to 
directors and officers were not disclosed, nor was the cost to the company 
divulged.™ 

6) Issuance of New Securities —In approximately 50% of the cases where 
the shareholder was asked to approve the issuance of new securities or the 
modification of the rights of existing securities, there was no financial state- 
ment accompanying the proxy.” 

A comparison of the findings in the comparable survey made by the Commis- 
sion in 1946 ® indicates such slight improvements as to invalidate any conjecture 
that managerial despotism is becoming more benevolent.” Hence it may be con- 
cluded that the double standard of applicability has actually resulted in a double 
standard of conduct. 

RECOMMENDATIONS 


There seems to be little question as to the need for broadening the coverage of 
the 1934 Act. It is difficult to adduce reasons for denying the protective benefits 
of the SEC proxy provisions to one great segment of U. 8. investors while guaran- 
teeing them to another. This is the more true when there is little logic in the 
criteria of separation. Historically the congressional aim was uniform investor 
protection.“ The caution attending a venture into a new field prompted the 
proponents of the original bill to confine themselves to the safer and more generally 
known area of listed securities.” But the arguments, originally advanced and 
generally accepted,’ which impelled Congress to enact the existing provisions, 
likewise support extending the Act’s benefits to all corporations of similar size, 
importance, and number of shareholders. 


(1) In only 16 of the 142 annual meetings were the nominees for directorates named in the materials. 

(2) Only four companies offered an opporrunity for a ‘‘Yes’’ or ‘‘No’’ vote on the individual items of busi- 
ness to be transacted at the meeting. 

(3) The remuneration of management, either individually or in the aggregate, was not stated in any of the 
proxy-soliciting materials. s 

(4) In only one case was there disclosure of the personal interest of officers and directors, or of their asso- 
ciates, in any of the matters to be acted upon. 

(5) In roughly half of the proxies there was to be blanket approval and ratification of all acts and pro- 
ceedings of management since the last annual meeting without specification of the acts. 
A Report of the SEC (1946), op. cit. supra note 19, at 75, 76. 


The Frear Bill—Recommendations for a wider application of the SEC proxy 
regulations are contained in the Frear Bili !! which was introduced and considered 
last year in the Senate by the Banking and Currency Subcommittee.’ The 
Bill contemplates the addition of a new subsection to Section 12 of the Securities 


2 Id. at 12,13. In some cases it was arparent that the company intended to change auditors, a fact which 
made the names of the auditors particularly relevant. 

8 Id. at 13. 

“Td. at 14. ‘ 

% Id. at 15. There is an unusual device commented on in the Senate hearings: 

In one case that came to our attention the form of the proxy appeared on the back of the dividend 
check, so that if you endorsed your check you gave aproxy. That lawyer, of course, well earned his fee. 
From the testimony of Louis Loss, Hearings on 8. 2408, op. cit. supra note 19, at 24. 

% In the 1946 study the Commission examined the proxy-soliciting materials sent to the stockholders of 
76 corporations, none subject to the SEC proxy provisions. The materials examined were sent for 152 meets 
ings—142 annual meetings and 10 special meetings. The following is a summary of the survey: 

Speaking for the SEC, Louis Loss, Associate General Counsel, stated: 

“‘We found some improvement over 1946, but most of the companies, most of the presently unregulated 
companies, continued to request their stockholders to give their proxies, exercise their corporate franchise, 
without any adequate information.’ Hearings on 8. 2408, op. cit. supra, note 19, at 23. 

% Thus in its original form Section 15 of the Securities Exchange Act made provision for such Commis- 
sion rules as are “‘necess9ry or appropriate in the public interest and to insure the investors protection com- 
parable to that provided . . . in the case of national securities exchanges.”’ 48 Stat. 895 (1933-1934). See 
discussion of this point in Hearings on 8. 2408, op. cit. supra note 19, at 15, 16. 

” Hesrings on 8. 2408, op. cit. supra note 19, at 15, 16. The sanction was directed against the dealers 
trading in the securities and not against the corporations. Hence no such sanction was exercisable as to 
unlisted securities. 

10 Td. at 11. 

101 See note 19 supra for brief details of previous attempts at similar legislation. 

12 The testimony is in Hearings on 8. 2408, op. cit. supra note 19. 
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Exchange Act requiring companies engaged in interstate commerce ™ to register 
with the SEC all securities not already listed on an exchange. Registration would 
have the same consequence as listing.“* However, only those companies with 
assets of $3,000,000 or more and 300 or more security holders would be subject to 
the legislation.» Due to the backlog of more pressing legislation no action was 
taken on the bill. It is expected that it will be reintroduced in 1951.1% 

The Frear Bill offers an excellent plan for plugging a major loophole in federal 
securities regulation. It would provide the shareholder in unlisted securities a 
voice in management which he now seldom has. It would require substantial 
disclosure; but it would not cure the evils depicted in Part I of this article. 

The principal objections to the Bill,’ beyond the traditional opposition to any 
federal supervision, might be listed as threefold: (1) the expense of compli- 
ance, (2) the arbitrary nature of the norm of application, (3) the harm to the over- 
the-counter market. 

The cost of compliance should not be burdensome for the greater majority of 
the pr sent affected, since the average U. 8. firm with assets of $3,000,000 or 
more already maintains the necessary accounts and records." 

Objections to the norm of applicability are such as would be levelled at any 
norm. The figures selected have been discussed for a decade," and represent a 
practicable working criterion subject to change with the experience of the years." 

The fact that both the Curb and Stock Exchanges favor the bill'"’ bears out the 
conclusion that the amendment will not create an unjust advantage against the 
over-the-counter market. Any readjustments which might occur would sub- 
stantiate the arguments that legislation towards uniformity will put the two 
markets on a basis of healthy competition of merits rather than of legal pressures 
and happenstances. The basis for listing should be the price and nature of the 
security, the extent of speculative interest, the amount of trading volume, and 
other straight competitive factors." 

One may question the details of the method wer for achieving corporate 
democracy and management responsibility. ut’ before shareholders finally 


103 (Emphasis added). The new subsection.(g) reads: ‘‘(1) Every issuer which is engaged in interstate 
commerce or in business affecting interstate commerce, or the securities of which are regularly traded by 
bed y — or any means of instrumentality of interstate commerce * * *”’ 8. 2408, 8ist Cong., Ist 
} 1% Subsection (g) (1) imposes on the issuer the proxy provisions of Section 14 of the Securities Exchange 
Act “‘with the same force and effect as if all the securities of any such issuer were registered pursuant to sub- 
section (b).” 8. 2406, 81st Cong., Ist Sess. (1949). The Frear Bill, of course, in effecting uniformity of 
application of the Securities Exchange Act, would thereby affect also the registration, periodic reporting, and 
insider trading provisions of that Act as well. 

10 These fi were originally suggested by the New York Stock Exchange and the New York Curb 
Exchange. uis Loss, Associate General Counsel of the SEC, said: ‘““* * * The New York Exchanges— 
not the Commission but the two New York exchanges—suggested three-quarters of what is now the Frear 
Bill.” Hearings on 8. 2408, op. cit. supra note 19, at 17. 

16 The sponsor of the bill, Senator Frear, on September 27, 1950, communicated to the writer that he in- 
tends reintroducing the bill early in 1951. 

1? Opposition to the Frear Bill has come mainly from management, with two major spokesmen for manage- 
ment, the National Association of Manufacturers and the Chamber of Commerce, being the most vocal. 

The financial community has in aera supported the bill. Senator Frear lists the following supporters: 
Investment Bankers Association, National Association of Securities Dealers, New York Stock Exchange, 
New York Curb Exchange, and others. Hearings on 8. 2408, op. cit. supra note 19; 96 Cong. Rec. No. 186, 
15366 (September 19, 1950). Presidential approval was made public on the first day of the subcommittee 
hearings. Needless to say, “independent public shareholders are fully in sympathy with the objectives of 
ate 1800) * *” Gilbert, Management and the Public Shareholder, 28 Harv. Bus. Rev., No. 4, 79, 80 

uly 1 ‘ 

19% Good summaries of this class of opposition can be found in the testimony and statements of the follow- 
ing: Cyrus 8. Eaton, Senator James Murray, the National Association of Manufacturers and the Chamber 
of Commerce of the United States. —— on 8. 2408, op. cit. supra note 19, at 150, 157, 199, 216. 

10 Lesser objections to the bill have taken the form of speculation as to the effect of the legislation on equity 
security offerings, institutional buying, and the general reactions of issuers, investors, and the market to the 
changed requirements. In the main the result would most likely be incressed buying by the small investor 
with co uent increases in equity offerings. This would eliminate the fear of a rush of institutional 
investors. Such a prognostication is supported by the fact that added confidence would be engendered in 
the small investor by the full disclosure t to the regulations of the Act. See, The Frear Bill: Ex- 
tension of Investor Protection to Unlisted Securities, 45 Ill. L. Rev. 263 (1950). 

10 “The aoe oy by the proposed legislation is not whether such records should be maintained, but 
whether they should be made available to the public stockholders—the owners of the enterprise.” A 
Proposal to Safeguard Investors, op. cit. supra note 19, at 19, 5. For the few corporations lacking such 
records the bill would perform the excellent collateral function of raising the accounting standerds to an 
acceptable level. In any consideration of the expense of compliance the central factor must remain that the 
proxy pereene of the Commission guarantee the shareholder a democratic right that is his due and for 
which he himself and none other is paying. 

11! Hearings on S. 2408, op. cit. supra note 19, at 12, 96 et a. 104. 

112 The exemption authority of the Comm ission and the added discretion in defining the phrases surround- 
ing the figures “$3,000,000” and ‘‘300” afford the opportunity of mitigating the onerousness of the arbitrary 
norm. Subsection (g) (7), S. 2408, 8ist Cong., Ist . (1949). 

113 Hearings on 8. 2408, op. cit, supra note 19, at 69, 104. 

114 Frear, Protection of Investors in Large Corporations, 96 Cong. Rec. No. 186, 15365, 15367 (September 
19, 1950). 
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abandon all their rights and duties to management or irretrievably abdicate their 
ownership functions to government, serious thought to these recommendations 
is warranted. An indication of the failure of the American way and a sure 
invitation to totalitarianism is the continued violation of fiduciary duty by cor- 
porate management. Reform here is a part of that whole which will insure the 
perpetuation of our free enterprise system. ‘ 


AppEnp1x I 
COLLATERAL RECOMMENDATIONS 


There are two lesser amendments that logically group themselves around the 
question of uniformity of application. (1) The exemption presently accorded 
banks" might well be removed. The shareholders in U. S. banks do receive 
much indirect protection not accorded other shareholders, but there seems valid 
argument for including them in the specific protections of the proxy provisions. 
(2) Since Regulation X14 does not prescribe the content of information in the 
annual report and the financial statements but rather leaves it to the ‘‘opinion of 
the management” !* to determine their adequacy, reasonable amendment would 
seem to demand a form and content similar to or, as has been suggested,'"” identical 
with Form 10-K—the report made annually for the purpose of keeping up to date 
the information filed initially on registration under the Securities Exchange Act. 

Other changes in the Act bear consideration. The expense of solicitation when 
not for and on behalf of management presently must be borne by the shareholder 
submitting the proposals. Subject to defined maximum costs, provision might 
well be made for the corporation to offset the expense of bona fide shareholder 
proposals. 

A point which has been mentioned previously in connection with the general 
disclosure provisions of the SEC is the need of shareholders for a more under- 
standable correlation of the information dispensed with the problems of the small 
investor. The proxy statement should be explained in nontechnical, under- 
standable terms. There should be analysis, and explanation, even to the point of 
explaining the value of the investment; '* but such an advance would appear to 
be a matter for the Commission in the formulation of its rules rather than the 
subject of an amendment. 

Apprenpix II 


SEC PROXY REGULATIONS 


In all there are nine proxy rules in Regulation X—14 "* followed by Schedule 
14A which gives the “Information Required in Proxy Statement.’’ !° 

Rule X-14A-3 requires that no solicitation shall be made ‘‘* * * unless 
each person solicited is concurrently furnished or has previously been furnished 
with a written proxy statement containing the information specified in Schedule 
14A.” In a management solicitation relating to an annual meeting at which 
directors are to be elected, each proxy statement must be accompanied by an 
Annual Report. This report shall contain ‘“‘such financial statements for the 
last fiscal year as will, in the opinion of the management, adequately reflect the 
financial position and operations of the issuer. “Such annual report, including 
financial statements, may be in any form deemed suitable by the management.” 





115 See Subsection (g) (2) (E), 8. 2408, 81st Cong., Ist Sess. (1949). 

116 The annual report must contain “such financial statements for the last fiscal year es will, in the opinion 
of the management, adequately reflect the financial position and operations of the issuer. Such annual 
report, including financial statements, may be in any form deemed suitable by the management.”” Rule 
X-14A-3 (b). For the —— and conditions surrounding this annual report see Appendix IT. 

"7? Emerson and Latcham, SEC Proxy Regulation: Steps Toward More Effective Stockholder Participa- 
tion, 59 Yale L. J. 633, 675 (1950). 

118 See an excellent presentation of the case for such, explanation and simplification in Rukeyser and 
ey To Simplify or not to Simplfy, Point of Vew 12 ay, 1948). 

1 This Regulation could be said to be the culmination of three years of experience with proxy control. 
The Commission on September 24, 1935, promulgated its first rules, designated the LA rules. These 
required general information; there was no detailed requirement as to items to be included. But on August 
1, 1938, the Commission issued Regulation X-14. The requirements now became specific as to what infor- 
mation must be given. Through the years this Regulation X-14 has been amended constantly. The 
Annual Reports of the Commission trace these amendments. For a study see Bernstein and Fischer, 
fe wine of the Solicitation of Proxies: Some Reflections on Corporate Democracy, 7 U. of Chi. L. 

v. 1 " 

A very detailed and technical cotmmentary on the proxy rules may be found in Emerson and Latcham, 
SEC Proxy Regulation: Steps Toward More Effective Stockholder Participation, Yale L. J. 633 (1950) 59. 

120 The rules and schedule here given embody the most recently proposed amendments. Announced on 
py dy 1948, in Securities Exchange Act Release No. 4114 (July 6, 1948). For the comments of an attorne 

f the Commission touching on many of the gy surrounding the proxy rules, see Friedman, SEC 
Regulation of Corporate Proxies, 63 Harv. L. Rev. 796 (1950). 
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Rule X-14A-—4 says the proxy “‘shall indicate in bold face type whether or 
not the proxy is solicited on behalf of the management.’’ It must identify clearly 
and impartially each matter intended to be acted upon, whether proposed by 
management or by shareholders. There must be means in the form of proxy 
whereby the shareholder can specify by ballot his particular choice in any matter 
up for decision at the meeting. If there is to be an election of officers or directors— 
“(d) No proxy shall confer authority (1) to vote for the election of any person 
to “4 Olfice for which a bona fide nominee is not named in the proxy state- 
men WP 

Rule X-14A-5 presents a set of precise directions for handling Schedule 14A. 
The Schedule requires information about the interest of management, of nominees 
for election to directorate, and of their associates; the general security structure 
as to voting and the holders of such securities must be listed. Informati n on 
any plan—election, bonus, pension—is required in great detail. No action can 
be taken without full disclosure. Likewise, the information required on remuner- 
ation and other transactions with the directors, nominees, officers and others is 
extensive. 

Rule X-14A-—6 requires the proxy materials to be filed with the SEC “* * * 
at least ten days prior to the date definitive copies of such materials are first sent 
or siven to security holders * * *,” 

X-14A-7 provides that the manazement must provide a list of sahreholders 
or mail solicitation materials for any shareholder who so demands. 

X-14A-8 states ‘‘(a) If any security holder * * * shall submit to the 
management * * * a proposal which isa proper subject for action * * * #1 
the management shall set forth the proposal in its proxy statement and shall 
identify the proposal in its form of proxy and provide means by which security 
holders can make the specification. * * *’ An outstanding illustration of 
the possible value of this rule has been created by Mr. James Fuller of Hartford. 
Fuller’s ownership in seven large firms does not exceed fifteen shares in any 
instance, yet he has been able by virtue of Rule X—-14A-8 to have American 
Tobacco, Consolidated Edison, Curtis Publishing, Woolworth, Allied Stores, 
Gimbels and Associated Drygoods submit twenty-five proposals to the share- 
holders. !22 

X-14A-~—9 tersely forbids statements which are “false or misleading with respect 
to any material fact * * ¥*,” 

This is the whole of the administrative control of the proxy. 


Mr. Hetuer. May I suggest, Mr. Commissioner, that you read 
this article because it gives in my opinion a pretty fine analysis of 
the proxy regulations, and makes recommendations for correction 
by amendments. After you have read it, I would appreciate a state- 
ment from you as to which of these amendments you would recom- 
mend, and that statement will follow the statement of Mr. Bayne 
in the record. 

Commissioner McEntire. I will be very happy to do that, Mr. 
Chairman, and I appreciate the opportunity to express my views 
on it. I have no idea of what it says and of course I will have to 
study it. 

(The comment submitted by the Commissioner follows:) 


121 The Transamerica Corporation case well illustrates the application of Regulation X-14, and Rule 
X-14A-8 specifically. A shareholder owning seventeen shares in Transamerica submitted three proposals 
which he intended to present at the next meeting and which were, therefore, to be included in the proxy 
solicitation material sent out by Transamerica. Notice of the proposals was not included in the proxy 
statement as required by X-14A-8. The result: the SEC sought and obtained an injunction to prevent 
Transamerica from soliciting proxies. 

The shareholder’s requests were: (1) independent auditors—to be chosen by the stockholders at the 
annual meeting; (2) elimination of the by-law requirement that notice of any alteration of the by-laws be 
given in the notice of the meeting; (3) a post-meeting report for the shareholders. The corporation main- 
= that the proposals were not “‘proper subjects,” within Rule X-14A-8. But the court thought other- 
wise: 


“True it may cost Transamerica $20,000 pm! but accurate information as to what transpires res - 
ing the corporation is an absolute necessity if stoc holders are to act for their joint interest. J/ stoc: 8 
cannot act together, they cannot act effectively.” (Emphasis added.) SEC v. Transamerica Corp., 163 F. 
2d 511, 517 (3rd Cir. 1947), cert. denied, 332 U. S. 847 (1948). See Note, Permissible Scope of the Stockholder 
iD ag tae Proxy Rules, 57 Yale L. J. 874 (1948). See also Doyle v. Milton, 73 F. Supp. 281 
. D. N. Y. 1947). 
122 For the full detailssee Hearings Before House Committee, op. cit. supra note 13, at 224-230. 
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STATEMENT OF CoMMISSIONER RicHarRD B. McENTIRE REGARDING AN ARTICLE 
ENTITLED “‘AROUND AND BEYonD THE SEC—Tue DISENFRANCHISED STock- 
HOLDER,” RY Davin C. Bayne, 8S. J., Waicn APPEARED IN 26 INDIANA Law 
JoURNAL 207-232 (1951) 


This article discusses two areas in which the coverage of present Federal 
regulation of corporate proxies is incomplete. Defects in the present statute, 
rather than its administration by the Commission, are criticized. The author 
manifests concern, which tre Commission itself has felt and expressed in studies 
submitted to Congress, because existing gaps in proxy regulation permit dis- 
franchisement of shareholders and otherwise prevent the attainment of corporate 
democracy. A substantial portion of the author’s factual material was obtained 
from annual reports of the SEC and from special studies transmitted to Congress 
in 1941, 1946, and 1950 by the Commission. 

To remedy the deficiencies he describes, the author proposes an annual manda- 
tory proxy and proxy statement, recommends collateral legislative chanses to 
broaden the coverage of proxy regulation, and urges passage of the Frear-Multer 
bills, S. 1860, H. R. 1383, and H. R. 4143 in the present session of Congress, 
legislation which the Commission has consistently supported. 

Section 14 (a) of the Securities Exchange Act of 1934 provides as follows: 

“Tt shall be unlawful for any person, by the use of the mails or by any means 
or instrumentality of interstate commerce or of any facility of any national 
securities exchange or otherwise to solicit or to permit the use of his name to 
solicit any proxy or consent or authorization in respect of any security (other 
than an exempted security) registered on any national securities exchan:e in 
contravention of such rules and regulations as the Commission may nrescribe as 
necessary or appropriate in the public interest or for the protection of investors.” 

Mr. Bayne points out that Federal jurisdiction arises when the mails or instru- 
mentalities of interstate commerce are used in the solicitation of proxies from 
shareholders of securities registered, or “‘listed,’’ on an exchange. Proxy regu- 
lation does not, therefore, apply when there is no solicitation of proxies. Nor 
does it apply to solicitations of proxies from shareholders of securities which are 
not chad os an exchange. In short, he stresses limitations on Federal regulation 
of proxies implicit in the statute which the Commission administers. 

Mr. Bayne criticizes these restrictions in the basic legislation. Managements 
are able to get “around” the SEC by nonsolicitation. Managements are ‘‘beyond”’ 
the jurisdiction of the SEC, if shares are not registered on an exchange. Inci- 
dentally, Mr. Bayne does not mention companies subject to proxy regulation 
under other statutes administered by the Commission: public utility holding 
companies and their subsidiaries, pursuant to the Public Utility Holding Company 
Act of 1935, and investment companies, pursuant to the Investment Company 
Act of 1940. 

Mr. Bayne cites examples of nonsolicitation by listed corporations. He also 
describes instances of partial solicitation, when managements have sought and 
obtained sufficient proxies for a quorum from a small number of large stockholders. 
In addition, he criticizes the ‘double standard” which completely deprives share- 
holders of sizable unlisted corporations of the protection of the proxy regulations. 

The Commission has always been aware of the deficiencies Mr. Bayne mentions 
and it has apprised Congress of them on at least three occasions. The Commission 
pointed out shortcomings of the proxy regulations in connection with its 1941 
amendment proposals in the following words: 

“Through its administration of the proxy regulations the Commission has 
become increasingly aware that some issuers have avoided adequate disclosures 
to their stockholders by the simple device of not soliciting proxies. This is espe- 
cially vicious because, in many cases, the failure to solicit proxies prevents the 
presence of a quorum and thus results in self-perpetuation of management. As 
a consequence, stockholders are deprived of an opportunity to pass upon the ac- 
tivities of management and to remove bad management from office.”’ 

This statement appears at page 35 of SEC Report on Proposals for Amend- 
ments to the Securities Act of 1933 and the Securities Exchange Act of 1934, 
H. R. Committee Print, Seventy-first Congress, first session (1941). 

This amendment program did not result in legislation. World War II required 
that Congress devote its energies to more pressing matters. After the war, these 
defects in the basic legislation were high lighted in 1946 and again in 1950 in 2 
exhaustive reports submitted to Congress by the Commission which sought amend- 
ment of the Securities Exchange Act of 1934 to require any company with both 
$3,000,000 of assets and 300 security holders, whether listed or unlisted, to comply 
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with the proxy rules, The legislative material referred to is: SEC Proposal to 
Safeguard Investors in Unregistered Securities, 1946, and its supplement prepared 
in 1950. The Commission has, therefore, advised Congress of the problems Mr. 
Bayne discusses. 

o prevent evasion of the proxy rules by nonsolicitation, Mr. Bayne advocates 
“the annual mandatory proxy and proxy statement.” The details of this proposal 
are not given, however. Nor are the legal and practical questions implicit in it 
diseussed. For example, what will be the jurisdictional basis of “the annual 
mandatory proxy and proxy statement” he advocates? While we agree that it is 
highly desirable that stockholders be informed and that they be voters, Mr. 
Bayne’s proposal does not examine the many problems involved. 

Mr. Bayne does not discuss practical problems which arise in connection with 
his collateral recommendations. He believes the exemption granted bank 
securities in the Frear-Multer bills should be withdrawn in the interest of uni- 
formity. (Bank stocks are not exempt under present law, but few are listed.) 
He also suggests that corporations should be required to offset the expense of 
bona fide shareholder solicitations. This result is achieved in part, at least, under 
present proxy rules, because management must transmit certain stockholder 
proposals with its own material. See rule X-14A-8. Proxy regulation inevitably 
raises difficult problems because corporation law varies so much from State to 
State. Mr. Bayne does not consider, nor state his views regarding, such com- 
plications. 

Mr. Bayne expressed the opinion that the proxy statement “should be explained 
in nontechnical, understandable terms,” an objective the Commission believes 
has been substantially achieved by its review of proxy statements. Under the 
proxy rules annual reports and financial statements transmitted to stockholders 
“may be in any form deemed suitable by the management,” provided they 
“adequately reflect the financial position and operations of the issuer.’’ This rule 
was designed to allow management to explain the affairs of company to stock- 
holders in ‘‘nontechnical, understandable terms.”’ 

Mr. Bayne also urges enactment of the Frear-Multer bills which would eliminate 
the double standard of applicability which he criticizes. The Commission has 
supported this legislation and is glad to repeat its opinion that investors need the 
increased protection it will provide.them. 


Mr. McGuire. I have just a few questions that I want to ask you. 
Does the Commission require corporations to submit annual reports 
to stockholders? 

Commissioner McEntire. No, except as they seek to solicit proxies. 
It does require an annual report be made public in the way that I 
discussed with Chairman Heller a few moments ago, but it doesn’t 
0 that it be actually transmitted to the stockholder except and 
unless his proxy is solicited. 

Mr. McGuire. Do you think that the submission of annual reports 
to stockholders should be made compulsory under SEC statutes? 

Commissioner McEntire. Mr. Congressman, that is pretty hard to 
answer. Certainly I think that corporations ought to furnish reports 
to their stockholders as a general rule and regularly. On the other 
hand, I can’t say that in every instance, every corporation ought to 
have to do that regardless of the individual circumstances. As long 
as public information is available, the financial community picks that 
up and evaluates the information quickly and it generally is reflected 
almost immediately in the market for the securities of a corporation. 
I have some doubt in view of those safeguards, whether it is necessary 
to put into the statute absolute requirement of an annual report. You 
get so many different kinds of companies, and so many different 
situations. You understand I am generally answering “Yes,” but I 
can’t say “Yes” categorically. 

Mr. McGurrz. It should not be an ironclad rule? 

Commissioner McEntirz. I don’t know as it should be, and I 
don’t feel that the problem is probably acute enough to go to that 
extent. 
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Mr. McGuire. Does the Commission have the power to require 
corporations to send these reports, or would the Commission need 
edditional enabling legislation? 

Commissioner McEntire. That calls for a legal conclusion that 
again I may be wrong on, but I am of the opinion that additional 
enabling legislation would probably be necessary in order to do that. 

Mr. McGuire. I do not understand section (c) of rule X-14A-3, 
which states that three copies of each annual report sent to stock- 
holders shall be mailed to the Commission; solely for its information, 
and that such reports are not deemed to be “soliciting material’’ in 
connection with the solicitation of proxies unless the corporation 
specifically requests that such reports be considered as part of proxy 
soliciting material. 

Do you know what percentage of the corporations include annual 
reports as part of the proxy solicitation material? 

Commissioner McEnrire. I do not know statistically exactly how 
it is handled which ones of them do it that way, and which ones of 
them do it the other. I know that if they do solicit proxies, they 
either have to include it there, or send it beforehand. If I could 
expand on that just 1 minute, Mr. Congressman, it might be helpful. 
You understand that there may be a difference between the annual 
report that is required under the act, and the annual report actually 
sent to stockholders. You are familiar, I am sure, with the develop- 
ment that has been quite prevalent in recent years, in which corpora- 
tions seem to have found in the annual report to stockholders, an 
opportunity to do a job of public relations and selling. 

They have spruced them up. Some of them are brochures that 
are really masterpieces. They are almost as fascinating as a lot of 
current literature. In those situations while we speedily pick it up 
and start raising trouble, if there were inconsistencies, that is, if they 
reported totally inconsistent results of operations or something of 
that sort. Still they are granted of course all of the latitude that is 
necessary, as long as it is truthful, in fixing up those annual reports 
they send to the stockholders. We see nothing objectionable to that. 

Mr. Heuer. Following the line of inquiry of my colleague, Con- 
gressman McGuire, I just want to ask you this question: At the 
present time do the rules require that proxy soliciting material be 
accompanied by a report of the activities of the corporation during the 
preceding year which includes comparative financial statements? 

Commissioner McEntire. In answer to your inquiry, rule X-14A-3, 
subsection (b) provides that if a solicitation is made on behalf of the 
management of the issuer, and relates to an annual meeting of security 
holders at which directors are to be elected, each proxy statement 
furnished pursuant to paragraph (a), and that being the precedi 
pomarern which simply sets it out, shall be accompanied or preced 

y an annual report to such security holders containing such financial 
statements for the last fiscal year as will, in the opinion of the manage- 
ment, adequately reflect the financial position and operations of the 
issuer. 

Mr. Hetuer. That means at the discretion of the management; 
does it not? 

Commissioner McEntire. No; I don’t think so. To start with it 
has got to go out, and they have got to give them to the holders. If 
they are going to put out a financial statement that just patently 
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isn’t accurate, that misrepresents what the effects are, certainly we 
would tell them that if they so much as deposit one of those things in 
the United States mails, we will be in to court the next morning to 
enjoin them from using them. 

Mr. Heuier. Well, would you be in favor of a proposal which 
would require that material in the nature of the ordinary annual re- 
port to the stockholder be filed with the Commission as part of the 
proxy soliciting material? 

Commissioner McEntire. I would see no objection to requiring 
that, although as a matter of practice, Mr. Chairman, I don’t know 
of any situation where it has caused us any problem. We see the 
annual reports and commonly have them at the time that the proxy 
material is filed, but if it constitutes a problem, which has escaped 
me, why I would say it would be right to require it. 

Mr. Heuer. Would it not have this advantage, that corporations 
which have not made such reports would be required to make them? 

Commissioner McEnttre. I do not quite follow you on that, be- 
cause they have got to make a report to their stockholders and as I 
say, a truthful report to them before they can solicit proxies. 

Mr. Hewuer. Certain companies are not required to make annual 
reports, and I thought we had agreed on that. 

Commissioner McEntrre. All of them are not required to if they 
are not going to solicit proxies; yes, sir, that is true. But if they are 
going to solicit proxies, then they have to give an annual report to 
the stockholders. 

Mr. McGutre. Mr. McEntire, I would like to read the last para- 
graph of a letter that I received from Chairman McDonald dated 
June 26, 1951, and then you can comment on this if you want to: 

Insofar as specific requests that the annual reports be treated as part of proxy 
statements are concerned, I am told that this is done by less than 1 percent of the 
companies which file proxy statements. 


Would you agree with that? 

Commissioner McEntrre. I never inquired as to that, and I am 
sure that Chairman McDonald gave you accurate information in con- 
nection with it. 

Mr. McGutre. I have one more question and then I will be through. 
In view of the fact that such reports do influence the stockholder in 
his proxy voting, do you believe it is desirable to have the Commis- 
sion require that annual reports be considered as part of the proxy 
soliciting material? 

Commissioner McEntire. My answer to that is much the same as 
I gave you before, Congressman McGuire. I may be living in blissful 
ignorance of a serious problem there, but it has never struck me as 
being necessary. In isolated cases, yes, but I don’t know of a major 
difficulty in this area. I think it would be a policy question that I 
would want to reflect on a while. Of course, it is a policy question 
that ultimately is yours as well as ours, because it would require 
congressional action, I feel, to do it. But to recommend on that 
point is something that I would want to think about some. I would 
also not only want to think about it but I would like to survey the 
situation to ascertain whether or not this really has been a problem, 
because just at the moment, as I sit here, I haven’t realized it has 
been particularly an important problem. 
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Mr. Hetier. On page 24 of your statement, Mr. Commissioner, 
you discussed the stabilization rules and my impression is that you 
intimate that stabilization is just one form of manipulation. Would 
you explain what you mean by that? 

Commissioner McEntire. Yes, I think you can not only intimate, 
you can state that itis. In perhaps a benign sense, it is manipulation 
that apparently under the theory of the act is not sufficiently bad 
that it needed to be ruled out. 

The purpose of stabilization is, during a distribution period, to 
get all of the mechanisms of distribution into effect; it is necessary 
to hold the market reasonably steady. 

Mr. Hetter. Is that called pegging the market? 

Commissioner McEntire. Well, yes, it could be, and it is a form 
of pegging. The Commission wrestled with the problem of stabiliza- 
tion a long, long time, and I am happy to say that the bulk of that 
wrestling was done before I got there, but I have had more than 
casual opportunities to consider it since. It was the contention of 
the industry, which after study seemed to bear the test of proof, 
that there would be no ill effects if purchases were made during the 
period of distribution at determined prices to prevent or retard a 
decline. 

As a condition precedent to that statement, to assure a situation 
where that was not harmful, it was required that there be a statement 
that stabilization operations were to be effected. In other words, you 
disclose the fact that for this limited period you had a pegged market; 
that there was artificial support, not for the purpose of raising the 
price, which is, of course, just ordinary manipulation, but to disclose 
that in order to get this ship launched you are holding the market 
price steady, or at least holding it so that any decrease would be 
retarded and orderly. 

Mr. Heuer. Has there been objection to that procedure on the 
ground that it represents manipulation? 

Commissioner McEntire. There was a great deal of debate about 
the thing originally, and as | recall it one of the Commissioners 
thought it was unpermissible manipulation, didn’t he? Before that 
I understand that there was a good deal of debate in the Congress 
about it. And then after the Commission got to wrestling with it, 
there was at least one Commissioner who felt that stabilization was 
manipulation and that there wasn’t any such thing as a benign manip- 
ulation. The others apparently didn’t agree with him. Since that 
time there have been some discussions on occasions. I know of only 
very isolated instances where there was any particular challenge. 
Ever since long before the act went into effect it has been a generally 
recognized practice in security markets. 

Mr. Hever. How is the pegging and stabilization procedure initi- 
ated? Is there a formal request made to the Commission? 

Commissioner McEntire. Yes, it is usually in the form of a 
notification. They publicly announce that they are going to stabilize 
during the distribution period. 

Mr. Heuer. And it is for that reason that the Commission justifies 
it; is that correct? 

Commissioner McEntire. That is correct. 

Mr. Heuer. It could border, though, could it not, on real old- 
fashioned manipulation? 
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Commissioner McEntire. Of course my own feeling about it is 
that old-fashioned manipulation was done under the cover of dark- 
ness; that the very essence of it was that people didn’t know that the 
quote they were getting on the particular ticker tape was not a fair, 
free, and open market. 

Mr. Heuuirr. Well, in the hands of unscrupulous administrators it 
could be a pretty serious situation, could it not? 

Commissioner McEntire. Not if it doesn’t raise the price, and if 
it is ncn declared that that is what is happening, and those two 
things are the very foundation stones; if those two facts don’t exist, 
a is not stabilization and it is not permitted and it would violate the 
rules. 

Mr. Heuer. When does the public declaration take place? 

Commissioner McEnt1re. In the typical case it is made in con- 
nection with the filing of the 1933 act registration statement, right in 
the registration statement, and on the prospectus. It says right on 
the front page, I think as a rule, on the cover page, the company 
reserves the right to stabilize if they are thinking of doing it. Now, 
that isn’t all. Just as soon as they start to do it they have to report 
that they are doing it. 

Mr. Heuer. Did stabilization take place in the Kaiser-Frazer issue? 
Pema ey McEntire. Yes; there was stabilization in Kaiser- 

er. 

Mr. Heuer. I am referring to the third offering. 

Commissioner McEntire. Yes, I think that there was stabilization 
in all three of them. As a matter of fact, Mr. Chairman, there is, at 
least generally, the machinery for stabilization set up in almost, not 
in every, but in almost all, sizable offerings. Whenever an offering 
is about to occur, as a general rule the financial community knows it 
and they can sure find out in 5 seconds if they have any doubt about it. 

On the Kaiser-Frazer third offering, stabilization commenced im- 
mediately before the offering was made. The registration statement 
became effective, I think late in the afternoon. During the course 
of that day stabilization was resorted to by the issuer. Now stabiliza- 
tion is usually done by the issuer immediately prior to the effective- 
ness of the registration statement, and ramon Ba by the underwriter. 
That is a matter of contract between them, but that is a customary 
and regular way of doing it. The company stabilized during that 
day. y recollection isn’t 100 percent on it and I would be glad to 
get it for you if you want it, but I think all day, and if not, at least 
substantially all day. And the next day the underwriters were going 
to take over. I don’t remember whether the underwriters did any 
stabilization purchasing or not, and if they did it wasn’t very much, 
because there was right at that time a crack in the market and it 
developed to be a pretty good one. And of course a lot of other things 
then followed in the wake of that relatively ill-fated offering. 

Mr. Heimer. Do I gather then from your testimony that the 
financial fraternity knows in advance that resort will be had to 
stabilization? 

Commissioner McEntire. They know that it will or may be well 
in advance, and as soon as the registration statement is filed, they 
know that. 
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Mr. Heuer. Well, does the average investor know it? 

Commissioner McEntire. Yes, I think anybody that is at all an 
informed investor, does know it; and anybody that gets a prospectus 
will know it. But stabilization, and it has got its problems, and I 
don’t want to indicate that it doesn’t, is a thoroughly recognized 
technique that has been in existence long before this statute and ever 
since. 

Mr. Hewter. Is there any litigation now pending on the Kaiser- 
Frazer third offering that relates to the stabilization question? 

Commissioner McEntire. Mr. Chairman, there has been so much 
litigation in that case that I hesitate to state definitely just what is 
covered. I don’t have a catalog. I do know this, next Monday, 
the Second Circuit Court of ag will hear the appeal in the suit of 
Kaiser-Frazer versus Otis & Co., which was the outgrowth of the 
trial before Judge Clancey and his judgment. Of course that issue is 
in there, I am pretty sure. 

Mr. Hetuer. Would you permit this subcommittee to look at the 
files, look at your files relating to the stabilizing permitted in this 
case of Kaiser-Frazer? 

Commissioner McEntire. The reports on stabilizing transactions 
are public and we will let this committee or anybody in the world 
look at it. I will be glad to transmit that request to the Commission 
and I am sure that there will be no difficulty about it at all. 

_ Heuer. Would you be kind enough to transmit that file to 
us 

Commissioner McEntire. Yes, sir. 

(The file referred to follows:) 


SecurRITIES AND ExcHaNGE COMMISSION 
Docket Section 
File 17—1003-1 (temporary) 
Kaiser-Frazer Corp. Common Stock 


STABILIZATION REPORTS 


Otis & Co., 
Cleveland, Ohio, February 4, 1948. 
SECURITIES AND ExcHaNnce COMMISSION, 
Washington, D. C. 
(Attention Trading and Exchange Division.) 
GENTLEMEN: Otis & Co. and First California Co., as managers, terminated 

stabilizing common stock of Kaiser-Frazer Corp. at 1:12 p. m. today. 

Very truly yours, 


Oris & Co., 
By R. T. Hiseyr, Office Counsel 
(For Otis & Co. and First California Co.). 
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Scuepute III.—E. F. Hutton & Co., purchases of Kaiser-Frazer common stock, 


Feb. 3, 1948 


NEW YORK CURB EXCHANGE 
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SAN FRANCISCO STOCK EXCHANGE 


ae Co., purchases of Kaiser-Frazer common stock, 
eb. 3, 


Scuepute III.—E. F. Hutt 
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Scuepu.te III.—E£. F. Hutton & Co., purchases of Kaiser-Frazer common stock, 
Feb. 3, 1948—Continued 


LOS ANGELES STOCK EXCHANGE 





Time order entered Shares | Price Time order executed 
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Sales of Kaiser-Frazer common stock for customers other than Kaiser-Frazer 
Corporation, New York Curb Exchange, Feb. 3, 1948 


Amount 
Price 13% 


Note.—No orders executed by or in behalf of E. F. Hutton & Co. for its own account or for the account 
of any partner, 
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E. F. Hutton & Co. purchases of Kaiser-Frazer on New York Curb, February 4, 1948 





Time order entered Shares Price 


Time order 
executed 


Amount 
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Purchases by First California Co. over the Los Angeles Stock Exchange for the 
account of First California Co. and Otis & Co. as representatives of the under- 


writers of common stock of Kaiser-Frazer Corp. 





Number of shares 


| Time execution 
of order 
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Purchases by Walston, Hoffman, and Goodwin over the San Francisco Stock Exchange 
for the account of First California Co. and Otis & Co. as representatives of the 
several underwriters of common stock of Kaiser-Frazer Corp. on Feb. 4, 1948 








. Time execution 
Number of shares Price of order 
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Mr. McGurrez. I have just one question, and this is not following 
up anything that we have had so far, but I would like to get it in the 
record. Do you have sufficient help to do your job efficiently, and 
without too much delay? 

Commissioner McEntire. Mr. Congressman, perhaps this may 
seem like the typical bureaucratic approach, but my answer to that 
is no. The Commission has, as I think some members of the sub- 


committee may know, suffered a very sharp curtailment in the 
number of personnel through the recent years until, in order to meet 
the budgetary limitations placed upon us for this fiscal year, it is 
anticipated that by June 30 we will have no more than 850 employees. 


That is for all of the various divisions of the Commission, not only 
the home office but also the regional offices all over the country. 
That figure of 850 can be contrasted with a figure of—and again I am 
speaking from memory—but roughly one thousand seven hundred and 
— some-odd that I think was the high point of 1940, or sometime 
in there. 

Obviously, we have learned a lot about administering these acts 
through the years, and I do not want to be understood to say that I 
think the present statutory framework would require one thousand 
seven-hundred-and-thirty-odd employees to administer it today. But, 
as a matter of historical fact, during the war there was comparative 
little financing, and the workload of the Commission fell off. Like- 
wise, many of our employees went into the service or to other Govern- 
ment agencies to do emergency work. So, there was no need for as 
large appropriations, and cuts were taken during that time. 

Congress has not seen fit to restore fully or to restore entirely the 
effect of those cuts; and, of course, dollarwise it is a little hard to 
compare because the salary scales have been raised so much, but in 
effect we have got 850 employees, or we are going to have 850 em- 
ployees now, and we need more people than that, and we need them 
very, very badly. 

Mr. McGutre. I am glad to get that information. 

Mr. Heuer. Congressman McGuire’s question about personnel has 
crystallized a question in my mind that I had hoped to ask later on, 
but perhaps I would like to propose it now. Do you think that the 
work of the Commission can be carried on by three instead of five 
Commissioners? 
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Commissioner McEntire. Yes; I think it can be carried on, and 
whether it would be entirely as well done, and whether something 
would suffer in the quality, I cannot say. It is my observation, having 
served on various-sized Commissions, that numbers of course tend to 
slow down deliberations somewhat, which is perhaps sometimes a 
blessing as well as sometimes a curse. That is, things may get more 
deliberate and careful consideration. 

It would be my judgment, from the experience I have had—and 
this is just a judgment, Mr. Chairman—that probably it is better to 
have five. It gives an opportunity for a little greater diversification 
and a little more opportunity to use two more people who in some of 
their time are interesting themselves in this, that, or the other particu- 
lar activity. We do not assign work as such. The Commission used 
to have a sponsorship system in which each division had one Commis- 
sioner who took main responsibility for it. 

The Commission found—and I think wisely so—that that was not 
the best thing; that we all ought to act as a team and bring the judg- 
ment of all of the members, or at least all of the members present, to a 
problem, instead of just having it primarily the responsibility of one 
person, and the rest of them give it relatively minor consideration. 

It also, of course, adds a little to the flexibility of the thing. Ona 


three-man Commission, if one man is gone, you still have a quorum; 
if two men are gone, you are in bad shape. I have been in that fix 
in the State commissions, too. With a five-man Commission, one or 
two can be gone, and you still can get along. It gives you a little more 
flexibility, as I think you understand. 

Mr. McGoutre. As long as we get on to the make-up of the Com- 


mission, I have a question. You have been very fair and I would like 
to get your views on this. You are probably aware of the fact that 
when selections are made for various Commissions an attempt is made 
to have representation from various regions of the United States; one 
from the Northeast and one from the Northwest, and someone from 
the Middle States, and someone from the Southwest and Southeast. 
I notice that the Securities and Exchange Commission has two mem- 
bers from the one State. Was there any comment about that at the 
time that the second person came in? 

Commissioner McEntire. I heard none whatsoever. Geographical 
proportionment in this Commission has never played any significant 
role that I know of. I know nothing, of course, about the mental 

rocesses by which the President decides whom to appoint. It has 

een my role ever since I have been there to be the only represen- 
tative west of the Mississippi River, and most of the time west of 
some considerable distance east of the Mississippi, which gives me a 
large back yard. 

Mr. Heiter. Mr. Commissioner, I understand that there has been 
marked progress in the carrying out of the intent of the Public Utility 
Act of 1935, and I was wondering whether the time has come that the 
Commission might entertain the thought of dissolving the group 
that was in charge of looking after that particular act? 

Commissioner McEntire. Your factual statement is correct. Sub- 
stantial progress has been made. Coupled with that, part of the per- 
sonnel decrease has been quite sharp in the Public Utilities Division. 
I am sure the committee has the figures, but originally that Division 
had 225 to 250 employees, and now it is down to some 80. The time 
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will come, Mr. Chairman, when some adjustment may properly*be 
considered in that connection. I do not think that that time is here 
yet, except insofar as we can reduce the number of employees, for this 
reason: If | may use a very homely expression that I have used occa- 
sionally before, when you are peeling a binful of potatoes you are as 
busy when you are peeling the last half bushel as when you peeled the 
first half bushel. That is not entirely true, but it is to a surprising 
degree. To be sure, there is not as much work with the routine 
financings of subsidiaries and all of that, but we have got some of the 
knottiest and toughest and orneriest problems remaining under that 
act as we tackled the first day the Commission took over the job. In 
fact, some of them I think are highlighted by this time. There is 
nothing that we would rather do than complete the section 11 program. 

There are other things in that act that will require continuing 
jurisdiction, either by this Commission or some other. But, believe 
—_ we do not want to spend one more day on section 11 than we 

ave to. 

Mr. Hetuer. Could not the remainder of the work be transferred 
now to some other agency? 

Commissioner McEntire. The work of continuing jurisdiction 
could be transferred whenever we are through with the section 11 
program. I doubt like everything if any other agency would want 
it now. Iam sure they would not as an informed proposition under- 
take the remaining steps in the section 11 program. We have bodies. 
of precedent; we have all sorts of rules; we have got all sorts of ex- 
perience regarding our adjudication of this breaking up of holding- 
company systems, and of determining what is fair and equitable 
treatment of the various classes of security holders involved. 

Mr. Hetuer. Mr. Commissioner, it is a matter of common knowl- 
edge that Commissioner Cook for the past year, I think, has been 
counsel to the Preparedness Subcommittee of the Senate Armed 
Services Committee, of which Senator Johnson is chairman. Has 
there been any impeding of the work of the Commission by reason 
of the fact that it has been operating now as a four-man Commission? 

Commissioner McEntire. To start with, let me say that it is not 
quite correct to say we are operating as a four-man Commission. 

Mr. Hetuer. What is that? Pardon me? 

Commissioner McEntire. It is not correct to say that we operate 
as a four-man Commission, because while Commissioner Cook has 
been occupied for a part of his time as counsel to that Preparedness 
Subcommittee of the Senate Armed Services Committee, he has done 
that or kept his base of operations in his office at the Commission 
and he has devoted substantia! parts of his time to Commission work. 

Mr. Heuter. I understand he operates for the Johnson committee 
out of the SEC offices. 

Commissioner McEntrtre. That is right, and as a matter of fact, 
the Public Buildings Administration gave a portion of the building 
in which we are located to that subcommittee, and so he is actually 
in the office every day, and he is available for consultation, and for 
proper participation in Commission meetings. 

Mr. Heuer. Does he use employees of the SEC to aid him in his. 
special work that he is doing? 

Commissioner McEntire. No; not particularly, except perhaps. 
his own personal staff, that is, his own secretary and his own adminis- 
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trative assistant. I suppose they have done some work on it, and 
I have never checked. t am sure Commissioner Cook will be glad 
to advise you directly on that, and I would rather he would speak 
on that subject. There have been minor projects that I think some 
of our folks have rendered some assistance on, but not to any material 
degree. The work of the subcommittee has been done through its 
own staff and not through SEC staff in any primary respect. 

Let me further say that I would be remiss, I think, in my duty to 
the committee if I did not tell you that Commissioner Cook is an 
extremely capable individual, and he is a very alert man, and he has 

ot tremendous capabilities and tremendous capacities for work. 
ge frequently marveled at the way he has been able to carry a 

ortion, and a substantial portion of the SEC load when I know he 
ae had these other matters that have been pressing for his time. 
By and large he has kept close enough to the Commission work that 
there has been no impediment in it, and there has not been anything 
held up for any long periods of time or anything of that sort for his 
concurrence, or because he was not there. He has always made 
himself available to assist and always where it is necessary with the 
Commission work, notwithstanding this other assignment, 

Mr. Hetuer. Are there occasions when the Commissioners absent 
themselves from Washington for periods of 2 or 3 days at a time? 

Commissioner McEntire. Oh, yes; we are all absent from time to 
time. None of us makes any pretext of being there every day, 5 
days a week, 52 weeks in the year. In the first place, there are 
vacations and personal affairs, and part of the job calls for our presence 
in other places. 

We attempt to coordinate those things so it is a minimum of 
inconvenience to our fellow Commissioners, and so that the work 
of the Commission does not suffer, but certainly we are all absent on 
occasions. I go to New York and I go to Chicago, and | go to other 
places necessarily, attending meetings or conferring with people, or 
trying to handle problems. As I think the Chairman knows, I have 
been working a little bit on this Canadian problem I have been up 
in Canada on a number of occasions. 

Mr. Heuer. In other words, the work of the Commission neces- 
sarily takes you away from Washington? 

Commissioner McEntire. That is correct. 

Mr. Hewter. For certain periods during the year? 

Commissioner McEntire. Precisely; and there is no set formula 
for it. Sometimes it seems that you are gone all of the time. Other 
times it seems exactly the contrary is true. 

Mr. Hetier. Commissioner, on the question of brokers and 
dealers that you were discussing i in your statement, are individuals 
permitted to be both brokers and dealers in securities? 

Commissioner McEntire. Yes, sir. 

Mr. Heuier. What do you personally think of that situation? 

Commissioner McEntrre. The possibility, the potentiality, for 
conflicts has been inherent in individual cases, but it is sufficiently 
ingrained as a part of the system that to divorce the two functions 
probably would cause great dislocation of financial machinery. As I 
understand the history of the act, the Congress thought it unwise to 
take that extreme step, although it did consider it. 
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Mr. Heuer. Well, did not the act authorize the Commission to 
make a study of the feasibility of segregating the broker-dealer func- 
tions? 

Commissioner McEntrre. Yes, it did; and the Commission made a 
report on that matter. 

Mr. Heuier. What was the finding of the Commission? 

Commissioner McEntire. The Commission said in substance that 
they did not think it was necessary to divorce the two, but that suffi- 
cient safeguards could be thrown around the situation by rules and 
regulations that the conflict would be obviated. The conflict that 
I speak of, so that the committee will understand Mr. Chairman, is 
the fact that a broker, acts solely as an agent, while a dealer, acts as a 
principal, usually for himself. The basic conflict was whether or not 
a broker-dealer, having a position as a dealer, would be apt to breach 
his fiduciary relation as an agent when acting as a broker, in order to 
carry out ulterior designs, instead of serving the best interests of his 
customer. 

We have rules that try to cover that situation from every angle. 
I think they do pretty well. I do not think that segregation of func- 
tions as a practical matter is necessary. I think the evil has been 
curbed; and I do not think it exists to any degree now that would 
justify that measure which would undoubtedly disrupt things. 

Mr. Hetier. Well, were these rules the result of your study? 

Commissioner McEntire. Yes, in part, and also as a result of the 
experience, the continuing experience the Commission has had. 

Perhaps it is not remiss to say this one word. I connection with 
promulgation of rules, the Commission has from the beginning adopted 
the policy of making itself available for comments from interested 
parties, for conferences; has published proposed rules in advance; 
and circularized all people who normally would be affected. Repre- 
sentative groups of the industry are consulted on the one side, and 
investors on the other side, so much so that when the Congress adopted 
the Administrative Procedure Act, the Commission had to make no 
basic change in its method of proceeding in the way it formulates its 
rales, or for that matter in any other portion of its administration. 

Mr. Heuer. Just one or two more questions and I think that we 
will conclude today’s hearings. 

On this situation of brokers and dealers, are there any particular 
qualifications or requirements necessary to be able to operate either 
as a broker or as a dealer? 

Commissioner McEntire. Well, there are some disqualifications 
that will keep you from it. 

Mr. Heuuer. I understand that, but here is a thought that I have, 
Mr. Commissioner. In New York, in order to be able to cut a man’s 
hair, and act as a barber, you need a license, and a plumber needs a 
license. Are the dealers or brokers required to have any license? 

Commissioner McEntire. Yes; they are required to register. A 
license in the strict sense is the pure right, after you have notified the 
proper authorities and paid whatever fee is involved, to go out and do 
it. At the other end of the regulatory scheme, of covrse, you get the 
situation where you have what are commonly called certificates certi- 
fving as to the fitness and propriety of the individus] to do the par- 
ticular business. Insofar as the act is concerned registration is a 
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license, provided the applicant is not under any disability specified 
in the statute. 

Mr. He.uer. In other words, all they do is register; is that correct? 

Commissioner McEntire. And give all of the pertinent information 
required. Of course the registration statement seeks to elicit infor- 
mation from them, but if an applicant tells the truth, even if he admits 
that he does not know one thing about the business, there is no power 
in the Commission to deny registration. 

Mr. Heiter. With whom does the dealer register? 

Commissioner McEntire. With the Commission. 

Mr. Hetuer. Does that take place in Washington? 

Commission McEntire. It is filed here. The applicant does not 
come in necessarily. He can fill out his forms and answer some 27 
questions, I think, that are asked there, and he is registered. 

Mr. Heuer. In other words, he simply writes a letter to the Com- 
mission and asks for a dealer’s form of application, and he fills it out 
and mails it back to your Commission; is that correct? 

Commissioner McEntire. That is correct. 

Mr. Heuuer. [s the same practice carried on with respect to 
brokers? 

Commissioner McEntire. Yes; the application form, if the com- 
mittee please, is the same. They register as broker-dealers. 

Mr. Heuuer. Will you furnish this subcommittee with a copy of 
that application form? 

Commissioner McEntire. I will be happy to. 

Mr. Heiter. And may that be made a part of the record? 

Commissioner McEntire. Yes, sir; it certainly may. 

(The document is as follows:) 

Revised June 15, 1938. 
Amended April 9, 1945. 
(See instructions on page 12) 


SECURITIES AND ExcHANGE CoMMISSION, WASHINGTON 
FORM 3-M 


APPLICATION FOR REGISTRATION OF BROKER OR DEALER TRANSACTING BUSINESS 
oN Over-THE-CoUNTER MARKETS PURSUANT TO SecTiION 15 OF THE SECURI- 
TIES ExcHANGE Act or 1934 as AMENDED 


Read instructions carefully before preparing application. Failure 
to comply with instructions nay delay registration. 

The filing of this application shall not be construed as a waiver of 
any constitutional right. 

Application is hereby made for registration as broker and/or dealer, pursuant to 
section 15 of the Securities Exchange Act of 1934, as amended, and the rules and 
regulations thereunder. 

a. Name of registrant (name under which business is transacted). 

2. Address (street, city, and State) of principal office of registrant. 

3. (a) Form-of organization (sole proprietorship, partnership, corporation, or 
other form). 

(b) If registrant is a corporation or other form of organization (except a sole 
proprietorship or a partnership), give the name and address of each person owning 
of record, and each person known by the registrant to own beneficially more than 
10 percent of any class of equity securities of the registrant, incicating the class. 

4. Give the date when the business to be conducted by the registrant was orig- 
inally founded.. 

5. If registrant is a partnership— 

(a) Furnish name, residence address, and business address of each partner. 
Desi znate special or limited partners with an asterisk. 


23578—-52—pt. 1——11 
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(b) Give the date on which the present partnership agreement became (or 
becomes) operative. 

(c) Does any person not named in answer to item 5 (a) have any arrangement 
(exclusive of any employees’ profit-sharing or bonus arrangement) with registrant 
or with any person named in answer to item 5 (a) with respect to the profits or 
losses arising out of the business of registrant? 

If so, furnish the name, residence address, and business address of each such 
person, and describe fully the terms of such arrangement, 

6. If registrant is a corporation or other form of organization (except a sole 
at yearn or a partnership)— 

(a) Furnish name, title, residence, address, and business address of every 
director, officer, trustee, and of every other person occupying a similar status or 
performing similar functions. 





Name and title 





Other persons occupying a similar status or 
performing similar functions: 








(b) Give the date of organization, and the State in which organized. 

(c) Has the name ever been changed? 

If so, give previous names. 

7. If registrant is a sole proprietorship— 

(a) Furnish the name and residence address (street, city, and State) of pro- 

rietor. 
r. (b) Give all trade names under which the proprietor has transacted business 
as a broker or dealer. 

(c) Does the proprietor have any arrangement (exclusive of any employees’ 
profit-sharing or bonus arrangement) with any person with respect to the profits 
or losses arising out of registrant’s business as a broker or dealer? 

If so, furnish the name, residence address, and business address of each such 
person, and describe fully the terms of such arrangement. 

: 8. (a2) Does any person not named in answer to items 5, 6, or 7 directly or 
indirectly control the business of registrant? 

If so, furnish the name, residence address, and business address of such con- 


ry ne 
(b) Does registrant directly or indirectly control any other broker or dealer 


or any person engaged in the business of investment adviser? 


If so, furnish the name, residence address, and business address of such broker, 
dealer, or person so controlled, and state whether a broker, dealer, or investment. 
adviser. 

(c) Is registrant under direct or indirect common control with any other broker 
or dealer or any pores engaged in the business of investment adviser? 

If so, furnish the name, residence address, and business address of such broker, 
dealer, or person under such common control; state whether a broker, dealer, or 
investment adviser, and furnish the name, business address, and residence address 
of the controlling person. 

9. Branch offices and managers. 
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Address of branch Name of branch office manager 





(a) Branches in city in which principal office is located: 


(b) Branches in State (or Territory) in which principal office is 
located, excluding (a): 


OR ee ee ee eee meee e ween een wencee 








10. Number of persons employed by registrant: 
(a) Salesmen: 
(b) Traders: 
(c) Customers’ men: 
(d) Other employees: 
Total: 


11. Does registrant transact business as broker? 

12. Does registrant transact business as dealer? 

13. (a) Does registrant carry margin accounts for customers? 

(b) Does registrant sell securities on any form of partial-payment contract? 

(c) Does registrant extend credit in any other form? 

If so, give detailed explanation. 

(d) Does registrant accept securities from customers for safekeeping? 

(e) Does registrant transact any business in securities through the medium of a 
member of a national securities exchange directly or indirectly? 

(f) Dogs registrant carry customers’ securities on margin in a “carry account,” 
“omnibus account,’’ or general account with a member of a national securities 


exchange? 
If so, state name and address of each such member. 





Name | Address 








14. Is registrant engaged in the sale of fractional oil, gas, or mineral royalties, 
or other fractional undivided interests in oil, gas, or mineral rights? 

15. (a) Is registrant, or any person named in items 5 to 9, inclusive, or any 
salesman or other employee of registrant a member of any securities exchange? 
If so, furnish the following information: 





‘ Class of 
Nature of ony with member- Exchange 


Name of member 
ship 

















(b) Has registrant, or any person named in items 5 to 9, inclusive, or any sales- 
man or other employee of registrant been refused membership or been suspended 
or expelled from membership on any securities exchange, either by such exchange 
or by the Securities and Exchange Commission? 

If so, furnish the following information: 








Nature of Date 
By order of 
connection 
Name with regis- Exchenge ,-- once 


trant Suspended | Expelled | Refused 
| 
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16. (a) Is registrant, or any person named in items 5 to 9, inclusive, or any 
salesman or other employee of registrant a member of any securities association 
registered under section 15A of the Securities Exchange Act of 1934? 

If so, furnish the name of the member and of the association and the nature of 
the member’s connection with registrant. 

(6) Has registrant, or any person named in items 5 to 9, inclusive, or any sales- 
man or other employee of registrant been refused membership or been suspended 
or expelled from membership in any such association, either by such association 
or by the Securities and Exchange Commission? 

If so, furnish the following information: 


! 


| Nature of Date 4 order 

. a a he ON 8 a ee 

Name with tion ciation or 
registrant 8 SEC) 


canaepand Expelled Refused 








| connection | Associa- | 
' 
| 
| 
4 





(c) Is registrant, or any person named in items 5 to 9, inclusive, or any salesman 
or other employee of registrant a member of any other association of brokers, 
dealers, or investment bankers 

If so, furnish the name of the member and of the association and the nature of 
the member’s connection with the registrant. 

17. (a) Is registrant registered or licensed to sell securities in any State? 

If so, give names of States. 

(b) In the case of a sole proprietorship, is proprietor registered or licensed to 
sell securities in any State under any name other than his own? 

f so, give names of States and names under which registered or licensed. 

18. (a) Has the registration or license of registrant, or of any person named in 
items 5 to 9, inclusive, or of any salesman or other employee of registrant been 
refused or revoked by any State agency or by the Securities and Exchange Com- 
mission? 

If so, furnish the following information: 





| 
Nature of connec- | 
Name tion with regis- | Agency 
trant 


Date 





Refused Revoked 

















(b) Has any such person been found by the Commission, in any proceeding 
to refuse or revoke the registration of any other person, to have willfully violated 
any provision of the Securities Act of 1933, or of the Securities Exchange Act of 
1934, or of any rule or rgeulation thereunder? 

If so, furnish the following information: 








| 
| Date of Com- 


person sub- | ings against | with person 


lean | | ject to pro- | person re- | referred to in 


Name 


| | 

} | Name and | missionorder| Nature of 
| Nature of | 7 " 
connection | address of in proceed- | connection 
| 


| ceedings | ferred to in column 3 
column 3 











19. (a) For each individual named in items 5 to 9, inclusive, and each salesman 
or other employee of registrant, attach a separate exhibit containing a statement 
of all connections within the past 10 years, in the capacity of officer, director, 
trustee, partner, controlling person, or any other similar capacity, with any 
broker or dealer who during the period of such connection (1) had his registration 








any 
Hion 


pe of 
les- 


Jed 
ion 


to 


in 
=n 
n- 
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or license refused or revoked by any State agency or by the Securities and Ex- 
change Commission, (2) was permanently or temporarily enjoined, by order, 
judgment, or decree of any court of competent jurisdiction, from engaging in or 
conducting any practice in connection with the purchase or sale of any security, 
(3) was convicted of any felony or misdemeanor involving the purchase or sale 
of any security or arising out of the conduct of the business of a broker or dealer, 
(4) was refused membership or was suspended or expelled from membership on 
any securities exchange or in any registered securities association, either by such 
exchange or association or by the Securities and Exchange Commission, or (5) 
was @ respondent or defendant in proceedings instituted against such broker or 
deater which after termination of such connection resulted in such a refusal, 
revocation, injunction, conviction, suspension, or expulsion. 

(b) For each individual named in items 5 to 9, inelusive, attach a separate 
exhibit containing a statement of all connections within the past 10 years with 
any other broker or dealer (not listed in part (a) of this item) in the capacity of 
officer, director, trustee, partner, controlling person, employee, or any other similar 
capacity, and a statement showing any employment, within the past 10 years, as 
agent of an issuer for the sale of securities of such issuer. 

The above information should be submitted in substantially the following form: 























(Do not write in these spaces. Attach a separate exhibit) 





Exhibit No. ——, referring to item 19 of Form 3—M, to which this item is 
attached and made a part. 
Peewee TMEmORs GONMECTIONS OF sk naw ececasee sense , required 






to be disclosed under item 19, are as follows: 
(i) For each individual included in part (a) of this item: 









Name and address of begher ah denies wis voem prev Sanat 
te . ; +4 connected, nature and period of such connection, date anc 
Nature of connection with present registrant nature of action against such broker or dealer, and name 
of court, agency, or organization taking such action 













(ii) For each individual included in part (6) of this item: 






Hane ge : : 
| 
| | = ; ari tt, 
Name and address of issuer | Period of connection or 
















Name and address of broker | ,;, . aa ‘ a8 Of taut employment 
or dealer with whom pre- | Nature of connec- by whom previously em- 
viously connected tion ployed as agent to sell 
securities of such issuer Tren To— 























20. Has registrant, or any person named in items 5 to 9, inclusive, or any 
salesman or other employee of registrant been convicted, within the last 10 
years, of any felony or misdemeanor involving the purchase or sale of any security 
or arising out of the conduct of the business of a broker or dealer? 

If so, furnish the following information: 
















Connection 


Name of person with Name and location of Date of con- 


an Nature of offense viction 


















21. Is registrant, or any person named in items 5 to 9, inclusive, or any salesman 
or other employee of registrant, permanently or temporarily enjoined, by order, 
judgment, or decree of any court of competent jurisdiction, from engaging in or 
continuing any conduct or practice in connection with the purchase or sale of 
any security? 
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If so, furnish the following information: 





Connection 
with Title of action 














22. Has any individual named in items 5 to 9, inclusive, or any salesman or 
other employee of registrant, used or been known by any other name? (This 
item need not be answered, in the case of any person not named in items 5 to 9, 
inclusive, as to any other name resulting solely from a change in marital status, 
unless information in the case of such person is required to be given in answer to 
ay of items 15 to 21, inclusive.) 

f so, furnish the following information: 








Connection 
Present name Other name 
tran 














23. (a) Does registrant manage discretionary accounts for customers? 

(b) Does any person named in items 5 to 9, inclusive, manage discretionary 
accounts for customers? 

If so, give the name of each such person. 

24. (a) Is registrant engaged in the business of investment adviser? 

(b) Is registrant financially interested, directly or indirectly, in any person 
engaged in the business of investment adviser other than as set forth in answer 
to item 8 (6) or 8 (c)? 

If so, give the name and business address of each such investment adviser. 

(c) Is any person named in items 5, 6, 8 (a), or 9 engaged in the business of 
investment adviser? 

If so, give the name of each such person. 

(d) Is any person named in items 5, 6, 8 (a), or 9 financially interested, directly 
or indirectly, in any person engaged in the business of investment adviser other 
than the registrant 

If so, give the name and business address of each such investment adviser and 
name of the person having such financial interest. 

25. (a) Does registrant control, or act in any managerial or supervisory capacity 
for, any investment company or investment trust which has an aggregate number 
of more than 50 holders of all classes of securities issued by it? 

If so, give the name and business address of each such investment company and 
investment trust, and the nature of such relationship. 

(b) Does any person named in items 5 to 9, inclusive, control, or act in any 
managerial or supervisory capacity for, any investment company or investment 
trust which has an aggregate number of more than 50 holders of all classes of 
securities issued by it? 

If so, give the name and business address of each such investment company and 
investment trust, the name of the person exercising such control or acting in 
such capacity, and the nature of such relationship. 

26. Is registrant the successor to the business of another broker or dealer? 

If so, furnish the name of such other broker or dealer. 

27. The registrant (or applicant) consents that notice of any proceeding before 
the Commission in connection with this application or with registration hereunder 
may be given by sending such notice by registered mail or confirmed telegram 
to the person named below, at the address given. 

Name and address: 








or 
his 
) 9, 
us, 
to 


nm 
Tr 


if 
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Tue Fottowine Form or Execution SHauut Be Usep Ir Appriication Is Fitep 
BY REGISTRANT 






(Please consult instructions for definition of registrant) 
All statements contained herein are true to the best of the registrant’s knowledge 

and belief. 

I oer cc eeiny <i. alee gtdediiicebots ~ ey FF PERSE + ae 

(Signature of registrant.) 









Witness: 








(Address of witness) 
(For corporation, etc.) _.....------ Sy je oa gh de SB a 
B 











[CORPORATE SEAL] 






Attest: 


(Name and title) 






Tue Fottow1nc Form or Execution SHatu Be Usep ON.y IF AppuiicaTIon Is 
Firep By A BROKER OR DEALER ON BEHALF OF A SUCCESSOR 


(Please consult instructions for definition of applicant) 


The above application is made on behalf of the registrant by the undersigned 
whose business the registrant will acquire and continue. 
All statements contained herein are true to the best of the applicant’s knowledge 


and belief. 
EE biti ed antotneeiesbakdin naiesdea 9 HR inna OOF OE 4 isles tedies S| 
(Signature of applicant.) 
Coe I a. a sid etal eatieliae inane epmbontieaner 








Cae gee aise 2 sk seh BUSS awe sc ese 
By 






Witness: 





[CORPORATE SEAL] (For corporation, etc.) ---.-------------------------- 
By 





y 
I oe oa bad dick Ah iene iin ein i etree 





Attest: 








Instructions For Form 3-M 


1. Rule as to use of Form 3-M.—This form is to be used for applications filed 
on or after July 1, 1936, for the registration of brokers and dealers pursuant to 
section 15 (b) of the Securities Exchange Act of 1934, as amended, except appli- 
cations for which Form 4—M is authorized to be used. 

2. Definitions——Unless the context clearly indicates the contrary, all terms 
used in the form have the same meaning as in the Securities Exchange Act of 
1934, as amended, and in the General Rules and Regulations of the Commission 
thereunder. In addition, the following definitions apply, unless the context 
clearly indicates the contrary: 

Applicant.—The term “applicant” means the broker or dealer making applica- 
tion for the registration of a successor to be formed or organized. 

Discretionary account.—The term “discretionary account”’ refers to any arrange- 
ment by which a broker or dealer is vested by a customer with discretion as to 
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the choice or the total amount of a security to be bought or sold, or with discretion 
as to whether the transaction is to be one of purchase or sale. 

Employee—-The term “employee” is not necessarily limited to persons who are 
deemed employees for other purposes, such as social-security or workmen’s 
compensation legislation; it may include so-called free-lance salesmen or other 
persons whether or not they are deemed employees in some other statutory con- 
text. 

Investment adviser.—Investment adviser shall have the same meaning as in the 
Investment Advisers Act of 1940, and includes “any person who, for compensa- 
tion, engages in the business of advising others, either directly or through publica- 
tions or writings, as to the value of securities or as to the advisability of investing 
in, purchasing, or selling securities, or who, for compensation and as @ part of a 
regular business, issues or promulgates analyses or reports concerning securities; 
but does not include * * * any broker or dealer whose performance of such 
services is solely incidental to the conduct of his business as a broker or dealer 
and who receives no special compensation therefor; * * *” 

Registrant-—The term “registrant’’ means the broker or dealer for the registra- 
tion of whom the application is filed. 

3. Formal requirements.—(a) Every item in the form is to be answered fully 
and accurately. The broker or dealer should have reasonable grounds to believe, 
after making a reasonable investigation, that the answers are correct. All 
answers are to be typewritten or printed. If the space provided for any answer 
is insufficient, separate sheets of the same size as the form shall be used and 
attached to the form as exhibits. Each such sheet shall be identified at the top 
as follows: “Exhibit No.—. Referring to item — of the Ayplication.’”’ Where 
such exhibits are used, reference thereto shall be made under the appropriate 
item of the form by the words ‘‘See exhibit No. —.” 

(b) Names shall be given in full. Initials will not suffice. 

(c) The Form 3—M does not require a listing of all salesmen or other employees, 
but only an enumeration of those who are members of a securities exchange or 
association, or who have ever changed their names, or who have business histories 
which include a conviction, an injunction, a refusal or revocation of registration, 
a finding of violation of the Securities Act of 1933 or the Securities Exchange Act 
of 1934, an expulsion or suspension from or denial of membership in a securities 
exchange or a registered securities association, or a past connection in some 
managerial or controlling capacity with some other broker or dealer who has been 
the subject of such a conviction, injunction, refusal, revocation, expulsion, or 
suspension. 

4. Execution.—If the application is filed by @ sole proprietor, it shall be signed 
by the proprietor, and the signature shall be witnessed. If the application is 
filed by a partnership, it shall be signed in the name of the partnership by a general 
partner, and the signature shall be witnessed. If the application is filed by a 
corporation or other organization, it shall be signed in the name of the corporation 
or other organization by a principal officer, thereunto duly authorized, and the 
seal shall be affixed and attested by the secretary or other authorized officer. 

5. Filing—The application and all inquiries and communications with respect 
thereto shall be forwarded to the Securities and Exchange Commission, Wash- 
ington, D.C. The application shall be filed in duplicate original. An exact copy 
of the original application as filed with the Commission should be kept for future 
reference. 

6. Fee—There is no fee for registration. 

7. Adoption—In the case of applications for the registration of a broker or 
dealer to be formed or organized as @ successor to the applicant, registration will 
terminate on the forty-fifth day after the effective date thereof, unless the suc- 
cessor broker or dealer shall have adopted the application as its own by filing an 
adoption on Form 5—M at least 5 days prior to such forty-fifth day. 

8. An application will not be deemed acceptable as an application pursuant to 
section 15 (b) of the Securities Exchange Act of 1934 unless it is prepared, executed, 
and filed substantially in accordance with the foregoing instructions. 


IMPORTANT 


Attention is directed to rule X-15B—2, which requires that the information in 
an application for registration be kept up to date by the filing of supplemental 
reports on Form 6—M to correct inaccuracies and to report changes which render 
no longer accurate any information contained in the application and supple- 
mental reports. Rule X-15B—2 prescribes the time and manner for making such 
reports. Copies of Form 6—M will be sent upon request. 
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Commissioner McEntire. You will find, Mr. Chairman, I am 
sure, that the registration form gets in reasonable compass a good bit 
of information about the individual. He is required to state his busi- 
ness experience and, if it is a corporation, the business history of the 
principals in the firm. 

Mr. Hetier. Who passes upon these applications? 

Commissioner McEntire. The Commission does in this sense: If it 
appears that there is some ground for disqualification, the Commis- 
sion then issues an order instituting a proceeding, setting it down for 
hearing and affording the person an opportunity to come in and be 
heard. If, after opportunity for hearing before an impartial hearing 
officer, briefs and oral argument, and all of the rest of due process, the 
Commission decides that some statutory ground for denying registra- 
tion exists or if grounds exist and the public interest requires us to 
deny it; if it is a discretionary situation, the Commission issues an 
opinion denying it, if that is what it sees fit to do, or permits the regis- 
tration to become effective, if it is the other way. 

Mr. Heiter. What responses on these applications would necessi- 
tate your denial of the application and an order for a hearing? 

Commissioner McEntire. Grounds for denial include (a) willful 
false statement made or caused to be made in the application, or in 
any supplemental documents; (6) conviction within 10 years preceding 
the filing of the application of any felony or misdemeanor involving 
the purchase or sale of a security; (c) permanent or temporary injunc- 
tion by any order, judgment, or decree of any court of competent juris- 
diction from engaging in or continuing any conduct or practice in con- 
nection with the purchase or sale of any security; (d) willful violation 
of any provision of the Securities Act of 1933. 

Those are a part of the Exchange Act and they are found in sec- 
tion 15 (b). 

Mr. Heuer. In other words, prima facie you examine the applica- 
tion to see whether there has been any moral turpitude or willful viola- 
tion of the Securities Act, whether it be a Federal or State act, is that 
correct? 

Commissioner McEntire. That is correct. 

Mr. Heuer. Now, is there anything in the application that re- 
quires the broker-dealer applicant to state his business or educational 
background? 

Commissioner McEntire. Do we require him to state that, you 
mean? 

Mr. Heuer. Yes, in his application. 

Commissioner McEntire. Yes. 

Mr. Heuer. Do you judge his educational and professional back- 
ground, or whatever the case may be, in determining whether the 
license should be granted? 

Commissioner McEntire. Only as it may be considered in an 
ancillary way to the grounds that we have for denial. 

Mr. Heuer. In other words, if a man spent, let us say, seven 
grades in elementary school, did not graduate therefrom, did not 
attend high school or college, but has a good moral character, and has 
never been found guilty of any willful violation of the State or Federal 
securities acts, he would be granted a license as a broker-dealer, is that 


correct? 
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Commissioner McEntire. That is correct and the Commission 
would have no alternative in the matter. That is sometimes a matter 
of pretty grave concern to us. On the other hand, I will have to 
admit, Mr. Chairman, that some of them that have only gone to not 
even the seventh grade may be smarter than some Ph. D.’s in this. 

Mr. McGurrg. It is the old story, they do not sell brains in colleges. 

Commissioner McEnt1rs. They do not sell them, and unfortunately 
they do not necessarily sell moral integrity in colleges. 

Raa Heuier. There is no educational requirement necessary, is 
there 

Commissioner McEntire. No, sir. However, I do not know that 
we have ever had an applicant who could not read or write and signed 
his application with an x 

Seriously, Mr. Chairman, under this act, the Commission has no 
power to deny registration for those reasons. ‘The Congress has told 
us why we can. They have given us those four reasons that I read 

ou. 

7 Mr. Hetiter. Mr. McEntire, we are going to adjourn now, but 
before the subcommittee does so, I want to take this opportunity to 
thank you on behalf of the committee for the testimony which you 
have given. It is the unanimous opinion of the subcommittee that 
you have been frank, informative, interesting, and stimulating, and 
we appreciate your wholehearted cooperation with the entire sub- 
orem and we hope to see you once again some time in the near 
uture. 

Commissioner McEntire. Thank you, Mr. Chairman. I will be 
most happy to be at the committee’s service. 

(Thereupon at 4:50 p. m., the subcommittee was recessed until 10 
a.m., Friday, January 11, 1952.) 
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FRIDAY, JANUARY 11, 1952 


Hovss or REPRESENTATIVES, 
SUBCOMMITTEE OF THE COMMITTEE ON 
INTERSTATE AND ForEIGN COMMERCE, 
Washington, D. C. 


The subcommittee met at 10:15 a. m., pursuant to recess, in room 
1334 of the House Office Building, Hon. Louis B. Heller (chairman of 
the subcommittee) presiding. 

Present: Representatives Heller, McGuire, and Scott. 

Mr. Heuer. The subcommittee will be in order. 

Mr. Cook, would you raise your right hand? 

Do you solemnly swear that the testimony you will give will be the 
truth, the whole truth, and nothing but the truth, so help you God? 

Commissioner Cook. I do. 

Mr. Heiier. Commissioner Cook, do you adopt the statement 
contained in the October 29, 1951, summary of the functions and 
operations of the Securities and Exchange Commission, pages 32 to 
53, relating to the administration of the Public Utility Holding 
Company Act of 1935, as your direct testimony? 

(The statement referred to follows: ) 


ADMINISTRATION OF THE’ PusLic Urinitry HoLtpina Company Act or 1935 


The underlying objective of the Holding Company Act is to free operating 
electric and gas utility companies from the control of absentee and uneconomic 
holding companies, thus permitting them to be regulated more effectively by the 
States in which they operate. At the same time, public utility holding com- 
panies which serve a useful economic function and whose operations are limited 
to an integrated system are subjected to detailed regulation to prevent the 
recurrence of abuses which brought about enactment of the law. 

The act deals with a highly complex field of business organization and finance. 
It is difficult within a few pages to explain the statute itself in a meaningful 
Manner even apart from the body of administrative precedent which has been 
built in 16 years of administration. This paper, therefore, will touch only the 
highlights, and reference should be made to the longer report which has been 
prepared for the committee for additional explanation and detail. 


GENESIS OF THE HOLDING COMPANY ACT 


In 1930, 15 holding company svstems controlled 80 percent of the privately 
owned electric generating capacity in this country. A similar concentration 
existed in the gas utility field. These giant holding company empires stretched 
from coast to coast and border to border, and were combined with miscellaneous 
nonutility businesses. In the process of seeking to control the Nation’s gas and 
electric utility business, vast and complicated corporate superstructures were 
created, especialy during the decade of the 1920’s. These corporate empires 
were put together with little regard for the efficient service of electricity and gas 
to consumers, and equally little regard for the investors whose funds were made 
vehicle for concentrating a maximum of control and profit in the hands of a few 
empire builders. 

o this end were devoted many of the ablest and most fertile imaginations in 
the field of corporate finance. In part out of a deliberate intent to confuse and 
delude, in part to meet the demands of the competitive struggle for power, marvel- 
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ous and monstrous corporate structures were created. Utility companies were 
caused to inflate their property accounts, and to issue tier upon tier of bonds and 
debentures, first and second and third preferred stocks, voting and nonvoting 
common stocks, all based upon watered property accounts. In most cases, how- 
ever, this could not be done at the operating company level alone, where State 
regulatory bodies had some supervision and some degree of control. The holding- 
company device which had been invented during the nineteenth century was de- 
veloped beyond all previous experience as a tool to surmount all such regulatory 
hurdles. 

Starting with operating company common stocks, representing fractional in- 
vestments in the properties themselves, the holding companies issued billions of 
dollars of debt securities and preferred stocks and pyramided holding company 
upon holding company in such a way that the control represented by the voting 
stock of the top company represented no investment at all, or a microscopically 
small investment, in the operating properties which supplied the lifeblood of in- 
come to keep these structures alive. The imposition of holding company upon 
holding company, leverage security upon leverage security, was such that a small 
percentage increase in operating company income would be phenomenally magni- 
fied at the level of the most junior equity securities. 

This factor of magnification, however, worked in reverse in times of depression. 
By and large, the electric and gas operating companies as such were hit by the great 
depression of the early 1930’s more lightly than any other substantial segment of 
oureconomy. Electric and gas operating revenues on a country-wide basis never 
dropped more than about 15 percent from the peak levels of the 1920's. That 
drop, however, was enough to bring down in ruins many of the fantastic corporate 
superstructures that had been imposed on top of the operating companies. Pre- 
ferred stocks and debt securities went into default; by 1940, preferred dividend 
arrearages alone amounted to $640,000,000. Several of the largest holding com- 
panies were forced into bankruptcy, and all down the line investors who had been 
enticed into buying supposedly conservative investments found that their securi- 
ties had lost much or all of their market value. In and by the Public Utility 
Holding Company Act of 1935, the Congress delegated to this Commission the 
job of cleaning up the debris, of distributing whatever was left among the persons 
entitled to it, and of so regulating and reorganizing the corporate structure of hold- 
ing company systems that a similar debacle would not occur again. 

The more significant of the holding company abuses which Congress sought to 
eliminate through passage of the law are enumerated in its preamble, as follows: 

(1) Inadequate disclosure to investors of the information necessary to appraise 
the financial position and earning power of the companies whose securities they 
purchase; (2) issuance of securities against fictitious and unsound values; (3) 
overloading of the operating companies with debt and fixed charges thus tending 
to prevent voluntary rate reductions; (4) imposition of excessive charges upon 
operating companies for various services such as management, construction work, 
and the purchase of supplies and equipment; (5) the control by holding companies 
of the accounting practices and rate, dividend, and other policies of their operating 
subsidiaries so as to complicate or obstruct State regulations; (6) the control of 
holding companies and subsidiaries through disproportionately small investment; 
and (7) the extension of holding company systems without relation to economy 
of operations or to the integration and coordination of related properties.” 


ACCOMPLISHMENTS UNDER SECTION 11 


Section 11, the “heart” of the act, is a specialized antitrust law setting up 
standards for eliminating useless holding companies, reorganizing their capital 
structures, and bringing about the disposition of unrelated and unretainable 
properties. 

he major work of the Commission to date bas been in connection with the 
section 11 program. At one time or another 2,175 companies have been subject 
under the act to the regulatory jurisdiction of the Commission as parts of regis- 
tered-holding-company systems. Through vigorous enforcement of the integra- 
tion and simplification requirements of the statute, the number of companies 
associated with registered-holding-company systems has been reduced to 444. 
A total of 753 companies with assets of more than $10% billion have been divested 
and are no longer subject to the Commission’s jurisdiction. They have been 
restored to local ownership and are now operating as independent companies 
susceptible to effective local regulation. 

The drastic realinement of properties which has taken place in the utility 
industry over the past 10 years under the section 11 program is demonstrated in 
the following table which shows the number of States in which registered holding 
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companies conducted operations in 1940 when the section 11 program was getting 
under way, as compared with the scope of their operations today: 
















































Number of registered public utility holding company systems providing 
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REORGANIZATIONS UNDER SECTION ll 











Congress directed the Commission to require not only that the holding companies 
dispose of their scattered properties, but also that they rearrange and simplify 
their capital structures so as to eliminate the many tiers of useless holding com- 
pames and the multitude of security issues of different priorities which were 
outstanding in the hands of the public. 

It was contemplated by Congress that the section 11 program would not 
destroy 2 penny of “legitimate investment values.’’ Opponents of the act had 
given wide currency to the argument that dumping or forced liquidation of se- 
curities would demoralize the utility market. The Commission has been respon- 
sive to the mandate of Congress to preserve all legitimate investment values. It 
has been necessary to subject scores of companies to comprehensive financial 
reorganization. These reorganizations have occurred under the procedures set 
forth in the act in accordance with “fair and equitable plans.” 

The Commission’s application of this statutory standard Fas been universally 
affirmed in tae courts. Consistent with the practice in bankruptcy that claims 
be accorded participation in the order of their contractual preference, the Com- 
mission developed the so-called investment value doctrine, evaluating the claims 
of the security holders in the reorganization on a going-concern basis rather than 
as though in liquidation. This doctrine recognizes the essential difference be- 
tween a reorganization compelled by legislative action, as exemplified in section 
11, and the maturation of claims through creditor action in the context of an 
equity receivership or chapter X reorganization. As a result of this doctrine, it 
has been possible to approve plans of reorganization which accorded participation 
to junior equity interests who had a claim to future earnings in the going concern 
but who, on a liquidation basis, would not have participated (Otis and Company 
v. S. E. C., 323 U. 8. 624). Similarly, the interests of senior claimants have been 
evaluated so as to give them the prcsent worth of their security (S. FE. C. v. Cen- 
tral-Illinois Securities Corporation, 338 U.S. 96). 

The act has substantiated the expectations of Congress and has been extremely 
beneficial to investors. Security holders of the companics undergoing reor- 
ganization have fared remarkably well as compared to the general market. The 
attached tabulation shows tre increase in market values of common stocks of 12 
companies as of the date when each such holding company registered under the 
act and of a recent date—September 24, 1951. A comparison should be made in 
each case of the increase in common-stock values with the Dow-Joncs averages. 
It is quite a »parent from the table that common stockholders of holding compani: s 
have generally benefited from the reorganizations accomplished pursuant to 
section 11. The performance of these securities is a tribute both to the funda- 
mental economic soundness of the act and to the method of its administration, 
which has proceeded diligently, but not so rapidly as to result in a sacrifice of 
inherent valucs. Preferred stockholders have similarly benefited. Nearly all 
of the arrearages previously referred to have been eliminated and preferred stocks 
in the face amount of over a billion dollars have been satisficd through fair alloca- 
tions of securities. 

Today the securities of divested companies and of those registered companics 
which have completed their section 11 programs have an excellent market reputa- 
tion. The utility industry as a whole is enjoying financial health, as evidenced 
by its ability to finance the current expansion program of unprecedented propor- 
tions, larzely out of new money raised from the sale of securities. This could not 
have occurred prior to the act when most utility securities were in disrepute and 
the financial condition of the holding companies was so poor as to make additional 
public financing impracticable. 
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This vast program of divestment and reorganization has taken place through 
plans of compliance voluntarily submitted by the companies under section 11 (e) 
of the act. The act initially met with an extremely hostile reception by the 
industry. Its constitutionality was immediately attacked in the courts, and the 
major segment of the industry did not register until 1938 when the Supreme 
Court sustained the constitutionality of the registration provisions (Electric Bond 
and Share Co. v. S. E. C., 303 U. 8. 419). 

Although the Commission invited the industry to submit proposals for com- 
pliance, no significant progress was made in enforcing the act until the Commission, 
in 1940 and 1941, instituted proceedings under section 11 (b) against more than 
a dozen of the major systems to determine what steps should be taken by them 
to comply with the act. After extensive adversary proceedings, a series of orders 
was issued, most of which were immediately appealed to the courts. The Com- 
mission Was sustained in every case which went to final decision. Two cases went 
to the Supreme Court. (See North American Company v. 8. E. C., 327 U. 8. 686; 
American Power & Light Co. v. 8S. E. C., 329 U. 8. 90.) 

The practice has been for the companies, under pressure from the Commission, 
to come forward with voluntary plans. ‘These plans are noticed to the public 
and to security holders. Hearings are held and, where requested, oral argument. 
If the Commission finds the plan fair and equitable to the persons affected and 
necessary to meet the requirements of section 11 (b), it issues an order approving 
the plan together with a detailed opinion explaining its reasons. In most cases 
the plan is then enforced by application to a United States district court where 
the Commission’s determination is reviewed and objectors are heard. Appeal 
from the district court’s ruling lies to the court of appeals. 

The job of reorganization has been a long and complicated one. The volume 
and complexity of the security structures which the act directs the Commission 
to simplify, the size and geographical scatteration of the properties which the 
Commission was directed to integrate, were sufficient to perplex the most confident 
and experienced minds in the country, and to require the assistance of hundreds 
of professional men—lawyers, financial analysts, engineers, and accountants— 
during the 15 years of administration. Billions of financial eggs had been scram- 
bled in the pots of these holding-company systems; it was the job of the Com- 
mission to unscramble them and to allocate them fairly and equitably among the 
persons entitled to them. 

In the process thousands of investors have been forced to recognize that the 
anticipated values on the basis of which they had purchased securities were but 
& mirage, or had been dissipated by the holding companies. Tremendous values 
have indeed been salvaged, and have grown substantially in the process of inte- 
grating and simplifying the structure of the industry, but not all of the damage 
could possibly be undone. The Commission has always received, and continues 
to receive, letters from innocent persons who invested their life savings in value- 
less paper purporting to be bonds or debentures or preferred stocks asking the 
Commission to compel the companies to return such funds. The dollar amounts 
of the securities so sold were so vastly in excess of the values that could be con- 
ceived by the salvage and rebuilding process that many of these people have 
necessarily been disappointed. In addition, the dismantiing and reconstruction 
process has involved bitter conflicts among groups of security holders with con- 
flicting claims to the same assets, and among groups fighting for control of the 
surviving companies. The aspirations and hopes of many people have necessarily 
failed of realization, and some have been moved to impute to the Commission 
improper motivations. In the resolution of difficult and contested issues of fact 
and law as to conflicting rights in the distribution of assets, the Commission has 
had to break new ground, create new principles, and solve problems never before 
presented to an administrative agency or toacourt. In most cases these decisions 
of the Commission have been taken to the courts, even to the Supreme Court of 
the United States, before the controversy could be set at rest, and in every such 
case the Commission’s decision has been upheld as a proper application of 
Congress’ general instruction that all plans be found fair and equitable to all 
persons affected by them. 

While the tangled skein was being gradually unraveled, it was necessary also 
to resolve many subsidiary problems. Thus, as the section 11 program advanced, 
the Commission also to pass upon the financing plans of these companies, 
for the industry did not remain static during this period but continued to expand 
operations, float new security issues, and—during the early 1940’s—to refund 
most of their outstanding debt. These financings had to be measured against 
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section 11. Some idea of the volume of work which has been handled can be 
gathered from the fact that the Commission has issued to date under the act 
nearly 11,000 orders and releases. 


OTHER REGULATORY ACCOMPLISHMENTS 


1. Regulation of financing 

Charged with improving financial practices in the utility industry, the Commis- 
sion has jurisdiction over all security issues by registered companies. The Com- 
mission has insisted upon an adequate common-stock equity and an improvement 
in capital structures through retirement of excess debt. It has had to resist a 
constant pressure from some companies to finance with an excessive amount of 
debt and, usually through informal conferences with the management of com- 
panies, has been able to persuade them of the desirability of sound financing. 


2. Competitive bidding 

Public utility companies owe a duty to the public to obtain their capital at the 
lowest cost consistent with a sound financial structure. Since the industry re- 
quires a large investment in plant and equipment, the cost of capital is an impor- 
tant element of expense and therefore of utility rates. One of the evils found by 
Congress to exist in the industry was the absence of arms-length bargaining in the 
sale of securities and utility assets. This situation arose in large measure from 
the existence of traditional banker relationships between certain lerge investment 
benkers end perticular holding company systems, which gave these bankers a 
virtual monopoly over the financing of the system companies, permitting the 
charging of exorbitant underwriting fees. The Commission is required by section 
12 (d) of the act to assure the maintenance of competitive conditions in the sales 
of securities or utility assets. 

After experimenting with various methods for meeting this congressional direc- 
tive, with limited success, the Commission in 1941 adopted the competitive bidding 
rule. This step was taken only after extensive conferences with representatives 
of both the utility and security industry and after the consideration of numerous 
alternative proposals. The rule requires, with certain exceptions, that securities 
sold by registered holding companies or their subsidiaries be pursuant to public 
invitation of sealed bids. Since its edoption there hes heen active competition 
among investment benkers, both in the formation of groups to bid on new issues 
(usually without relationship to past affiliations) and in the tendering of bids. 
The insistence upon competition in the sale of securities follows the traditional 
American pattern of the antitrust laws which aim at preserving fair and open 
competition. The rule has fostered free enterprise and competition in 2 field 
which has long been cheracterized by concentration in a few firms. Over $6 bil- 
lion of securities of various classes have been sold pursuant to the competitive 
bidding rule in the past 10 vears. 

The Commission, however, has not insisted upon adherence to the rule where 
special circumstances, either of the issuer or of the market, have made it apparent 
that a negotiated transaction would be more advantageous and where there was 
assurance that competitive conditions could be maintained. Almost $14 billion 
of securities have been sold in transactions exempted from the rule. 

The competitive bidding rule is prinarily responsible for the noticeable decrease 
in the cost of flotation over the past decade. Its effect extends bevond the limnited 
number of companies subject to the Commission’s jurisdiction, for the prices ob- 
tained and the underwriting spread paid by these companies set the standard for 
all security issuances whether or not subject to the rule. The competitive bidding 
technique for utility securities is now widely accepted: it is regularly required by 
the Interstate Commerce Commission, the Federal Power Commission, and by 
15 State regulatory commissions. It has been employed, moreover, by a number 
of utility companies under no regulatory compulsion to do so. 


8. Accounting and original cost 

The excessive prices paid by holding companies for operating properties were 
reflected in write-ups of the property accounts. Since the property accounts are 
the basis for rate making, excessive write-ups produce higher rates to consumers, 
The Commission, in cooperation with other regulatory bodies, has succeeded in 
eliminating from the property accounts of these companies in excess of $14 billion 
of so-cailed water, thereby facilitating rate reductions. In addition, through its 
jurisdiction over the accounting practices of the industry, the Commission seeks 
to assure that books and records are kept on a uniform basis with full and fair 
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presentation of all financial elements. This greatly assists local regulation and, 
at the same time, benefits investors by enabling them to appraise with greater 
accuracy the operations of the company and the worth of its securities. 


4. Depreciation 

The overcapitalized structures of the holding companies made it essential for 
them to secure as much revenue as possible from their operating subsidiaries. One 
way to increase the net income of an operating utility is through inadequate pro- 
visions for depreciation. This results in a distorted income statement, misleading 
to investors. It can also produce an impairment of the capital of the operating 
company and a threat to its financial integrity. The Commission has insisted 
upon adequate provision for depreciation, generally on a basis comparable with 
that taken for Federal income-tax purposes. 


5. Service companies 

Another method used by the holding companies in the 1920’s to drain revenues 
from the operating companies was the service company device. Wholly owned 
by the holding company, it rendered services to subsidiaries et excessive profits, 
often more than 100 percent. The State regulatory commissions were unable to 
supervise these charges because the service company was usually organized 
outside the State and beyond its jurisdiction. The act requires that service ren- 
dered by the holding company to any of its affiliates be rendered at cost. The 
Commission has vigorously enforced this provision and thereby produced a sub- 
stantial reduction in charges to consumers. 

Some measure of the effectiveness of these and other provisions of the Holding 
Company Act may be obtained from the fact that, despite rising costs over the 
last decade, utility rates have been steadily reduced. The average rate for 
residential electric service has declined from 4.14 cents per kilowatt-hour in 1938 
to 2.88 cents in 1950. Of course, in some measure this reduction is due to im- 
proved technology, but no smell credit is due to the Holding Company Act for 
making possible innumerable economies, for reducing the cost of capital to the 
industry, and for making possible more efficient State regulation. 


6. Protective provisions 

The Commission has required that certain provisions be inserted in indentures 
and corporate charters to protect security holders. These provisions, which are 
sometimes very technical, in general limit the issuance of additional bonds; re- 
quire maintenance and depreciation funds; restrict dividends on the common 
stock when capital ratios fall below 2 certein percentage; in the cease of preferred 
stockholders grant the right to elect a mejority of the board of directors when 
preferred dividends are in default for a yeer or more; limit the issuance of un- 
secured debt and the issuance of additional preferred or prior preferred stock; 
and, in the case of common stock, grant limited preemptive rights. In addition, 
there are quorum requirements for 2nnuel meetings, and, in the usual case, cumu- 
lative voting for directors. 


?. Enforcement of fiduciary standards 

The Commission has insisted thet ell persons associated with the utility in- 
dustry maintein a high standard of fiduciary conduct to the company and to 
security holders. It has conducted investigations into improper conduct on 
several occasions, pursuant to section 12 (h), which prohibits registered companies 
and their subsidiaries from meking politica] contributions. 

In the course of the reorganizations eerlier referred to, the so-celled ‘Deep 
Rock”’ principle hes been applied to adjust cleims of perent holding compenies 
for past misdeeds in the management of the subsidisry companies. See Taylor 
v. Standard Gas & Electric Co. (306 U. 8. 305). The Commission hes also en- 
forced fiduciary standerds in connection with menegement groups who heve en- 
deavored to ; rofit through transactions in the stock of the corporation purchesed 
during the course of the reorganization proeceding. Chenery Corporation \ 
S. EB. C. (332 U. 8. 194). 


8. Reorganization fees 

The Commission has, with court »pprovel, essumed jurisdiction uncer section 11 
to pess upon the fees of counsel in connection with reorgenizetion proceedings 
under section 11 in order to essure feirness, and to prevent surcherging the 
estate with excessive fees. In pessing upon these fees the Commission in general 
has applied the ste.nderds developed by the courts under chepter X. It hes also 
required orgenized committees to abide by rules which prevent trensections in 
securitics during the reorgenization or the rendering of investment advice. 
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9. Cooperation with State commissions 

The Commission is acutely aware of the manner in which its work complements 
that of the State commissions and has endeavored to cooperate to the fullest degree 
with them in the protection of consumers as well as investors. Several sections 
of the act are designed to prevent overlapping of SEC regulation with that of local 
bodies, and where there is concurrent jurisdiction the Commission endeavors to 
coordinate its work with that of the State bodies. The Commission has also 
undertaken, pursuant to section 18, several investigations of financial or business 
practices of registered companies and their subsidiaries at the request of State 
commissions. 

CONTINUING JURISDICTION OF THE COMMISSION 


With the major accomplishments of the section 11 program behind us, the Com- 
mission is now in @ position to turn to certain aspects of its regulatory functions 
under the act which have, perforce, been accorded only cursory attention. Thus, 
while the Commission has dealt with the more obvious requirements of section 13 
relating to service companies, much remains to be done in this area of regulation. 
Also, while the section 11 program has served to achieve a large measure of 
rational integration of facilities, the opportunity may soon be afforded to more 
fully survey and report upon the possibilities of achieving greater efficiency in this 
regard. This work will go forward side-by-side with the continuing regulation 
of the 20 integrated holding company systems, more or less, which it may be 
anticipated wiil continue on a permanent basis as large interstate electric or gas 
operations subject to the act. 

CONCLUSION 


This brief summary can give only a taste but not the full flavor of the Com- 
mission’s large body of work under the Holding Company Act. Most of the 
benefits of the act, although they have pervaded the entire industry, are intangible 
and difficult of precise measurement. They may be seen in the ease with which 
the utility industry is currently able to finance its rapidly expanding facilities; 
in the confidence with which securities of utility companies are now being pur- 
chased by investors; in the facility with which utility rates are today regulated 
by local commissions. The vast utility holding company system exploiting its 
monopoly position to the detriment of consumers and investors has disappeared 
from the national scene; the issuance of questionable holding company securities 
is a thing of the past; and the public is no longer asked to invest hundreds of 
millions of dollars in worthless securities. 

We are confident that an inquiry into the administration of the Holding Com- 
pany Act will vindicate the high purpose which the Congress sought to achieve, 
and we welcome this opportunity for an appraisal of the Commission’s discharge 
of the colossal task which was assigned to it. 


TESTIMONY OF DONALD C. COOK, VICE CHAIRMAN, 
SECURITIES AND EXCHANGE COMMISSION 


Commissioner Cook. I adopt the material so identified as my direct 
testimony, with respect to the administration of the Public Utility 
Holding Company Act of 1935 by the Securities and Exchange 
Commission. 

Mr. Hetuer. Commissioner, when did you become a member of 
the Securities and Exchange Commission? 

Commissioner Coox. I received an interim appointment while 
Congress was in recess on October 27, 1949. Thereafter, when Con- 
gress came back, in 1950, I received a regular appointment for a 
5-year term ending June 5, 1954. 

Mr. Hever. Had you had any prior connection with Government 
agencies? 

Commissioner Cook. Yes, I had. 

Mr. Hetuer. Will you please state them? 

Commissioner Cook. I came to Washington in May of 1935, upon 
graduation from the University of Michigan School of Business Ad- 
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ministration at Ann Arbor, Mich. I was appointed at that time to 
the staff of the Securities and Exchange Commission as a junior assist- 
ant financial examiner, grade P-1, salary $2,000 per year. I received 
that appointment on the basis of a civil service examination which 
was taken by approximately fifty-five hundred university graduates, of 
which approximately five or six hundred passed, and of which approxi- 
mately twenty-five or thirty were appointed. 

I remained with the Commission in various capacities until July of 
1945, at which time I was assistant director of the Public Utilities 
Division of the Commission. It will be observed from this testimony 
that I had a little over 10 years of service with the Commission. 

Commencing in August of 1945, I was employed by the Department 
of Justice as Executive Assistant to the Attorney General. The 
Attorney General, at that time, was the Honorable Tom C. Clark, 
now of the Supreme Court. 

I continued as the Attorney General’s executive assistant until 
October 1946, at which time I was appointed Director of the Office 
of Alien Property. I continued in that position until May 31, 1947, 
at which time I resigned from the position, left the Government, 
and entered private employment. 

I was in private employment until the date on which I was ap- 
pointed a Commissioner, namely, in October 1949. 

Shall I proceed, Mr. Chairman? 

Mr. Heuuer. Yes, you may proceed. 

Commissioner Cook. In addition to the employment to which I 
have previously testified, I was, during the period from 1943 to 1945, 
counsel to numerous subcommittees of the House Committee on 
Naval Affairs, as well as to the full committee. You will recall that 
at that time the Honorable Carl Vinson was chairman of the com- 
mittee, and I know that you gentlemen, along with myself, regard 
him as one of the outstanding and great members of the body with 
which you serve. 

Mr. Hetier. We certainly do. 

Commissioner Cook. Further, for approximately the last year, I 
have been acting as chief counsel to the Preparedness Subcommittee 
of the Senate Committee on Armed Services. As you gentlemen no 
doubt know, Senator Lyndon B. Johnson of Texas is the chairman 
of that subcommittee. 

Now, you no doubt have observed that, while I have indicated my 
graduation from a business school, my employment record has also 
indicated that I have been a lawyer. So at this juncture, if I may, 
I would just like to indicate what my training has been. 

I was graduated from the University of Michigan in 1932 with a 
bachelor of arts degree. I thereafter entered the school of business 
administration and was graduated from it in 1935 with the degree of 
master of business administration. I attended George Washington 
University Law School and was graduated from there in 1939 with 
the degree of juris doctor. I received a master of laws degree from 
the same schoo] in 1940. In addition, I am a certified public account- 
ant from the State of Maryland. 

Mr. Hetuer. I just have not been able to follow. 

Where did you get your LL. B.? 

Commissioner Cota: Let me explain that, Mr. Chairman. At 


George Washington, the first degree given is either an LL. B. or a 
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J. D., depending on your standing in the class. The upper part of the 
class is awarded the J. D., and I received such degree rather than 
LL. B. 

Mr. Scorr. We ought to call you “Doctor,” then. 

Commissioner Cook. I would be pleased if we could forget the 
whole matter. 

Mr. Hetier. When were you admitted to the bar? 

Commissioner Cook. I was admitted to the bar in January of 
1940, in my home State of Michigan. In addition, I am a member of 
the bar of the Court of Appeals for the District of Columbia and of the 
Supreme Court of the United States. 

Mr. Heuer. As I understand it, after being admitted in 1940, you 
did not go into private practice until 1947 is that correct? 

Commissioner Coox. I went into private practice on the Ist of 
June 1947, after my resignation from the Department of Justice. 

Mr. Heuer. Could you state what other positions you have held 
besides junior assistant financial examiner, in 1935? 

Commissioner Cook. I was appointed as a junior assistant financial 
examiner in May of 1935. I continued in that position until October 
1937,-when I became an assistant financial examiner. At that time I 
was in the Registration Division of the Commission. On that date, 
I transferred to the Public Utilities Division and became an assistant 
utilities analyst in May 1938. 

Mr. Heiter. When did you transfer to the Public Utilities Divi- 
sion? 

Commissioner Cook. Commencing in May of 1938. 

I was promoted to the position of junior utilities financial analyst 
in September 1939. I was named utilities financial analyst in Decem- 
ber 1940. I was named supervising utilities analyst in September 
1941. I was named Utilities Section Chief in April 1942. I was 
named Assistant Director of the Public Utilities Division in March 
1943, and I continued in that position until my resignation in July 
of 1945. 

Mr. Hetiir. While vou were working in the Public Utilities Divi- 
sion, did you have before vou for consideration the Electric Bond 
Share case? 

Commissioner Cook. I did. The Division was organized in the 
following fashion. It consisted of groups or sections, made up of 
lawyers, analysts, and accountants, headed by a section chief, who 
in turn would be supervised by an assistant director, who in turn was 
supervised by the director of the Division. The major holding com- 
pany systems, of which Electric Bond & Share was one, were assigned 
to the various sections and to the assistant directors. As an assistant 
director, I had assigned to me, among other holding company systems, 
the system which vou have just mentioned. 

Mr. Heuier. And was Ebasco one of its subsidiaries? 

Commissioner Cook. Ebasco, Inc., was a subsidiary of Electric 
Bond & Share. It is an engineering service subsidiary, wholly owned 
by the parent company. 

Mr. Heuer. In 1947, did you form a partnership for the practice 
of law? 

Commissioner Cook. I did. 

Mr. Heuier. And could you tell us who the men were that joined 
this firm with you? 
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Commissioner Coox. My partner was a gentleman by the name 
of Mr. Raoul Berger, B-e-r-g-e-r. 

Mr. Heuer. And has Mr. Berger, prior to the formation of this 
partnership, been connected with any Government agencies? 

Commissioner Cook. Yes. 

Mr. Heiter. What were his associations? 

Commissioner Coox. According to the best of my recollection, | 
have never had occasion to inquire into the precise details of his 
Government employment, but so far as I know, he was employed at 
one time many years ago by the Securities and Exchange Commission 
for a brief period; thereafter by the Department of Justice in the 
Criminal Division. 

Mr. Heuier. Which division? 

Commissioner Cook. In the Criminal Division. And thereafter, 
in the Office of Alien Property, which at that time was an independent 
office. 

Mr. Heturr. This venture in private practice, which began in 
1947, lasted for how long, sir? 

Commissioner Cook. The firm of Cook & Berger, as it was known, 
was dissolved immediately prior to my appointment as a member of 
the Securities and Exchange Commission. 

Mr. Hetier. And was that 1949? 

Commissioner Coox. That was in 1949, in the month of October. 

Mr. Hetier. During that period between 1947 and 1949, did your 
firm of Cook & Berger have occasion to appear before the Securities 
and Exchange Commission? 

Commissioner Coox. We did not, to the best of my recollection. 
There may have been minor matters in the office that either my 
former partner or myself may have attended to before the Com- 
mission. I have no recollection of any. And we had no matters 
affecting any public utility companies before the Commission. 

Mr. Hewier. In 1946-47, vou acted as the Director of the Office 
of Alien Property; is that correct? 

Commissioner Coox. Yes. As I have previously testified, I was 
Director of the Office of Alien Property from October 1946, to June 
of 1947. As you may know, that Office was a part of the Depart- 
ment of Justice. It became so in 1946, when the previous agency, 
which was called the Office of the Alien Property Custodian, was 
abolished, and its functions and assets and duties and responsibilities 
were transferred by Executive order to the Justice Department. 

Mr. Scorr. Do I understand that that is now an independent 
agency or is it a Department of Justice agency? 

Commissioner Cook. No, sir; to the contrary. During the war the 
Office of the Alien Property Custodian was created as an independent 
agency by President Roosevelt. It continued as an independent 
agency until 1946, at which time, by Executive order, it was trans- 
ferred to the Department of Justice and thereafter became subject to 
the jurisdiction of the Attorney General. 

Mr. Hetuier. As such Director, between 1946 and 1947, did you 
have occasion to review the Schering Corp.? 

Commissioner Coox. The Schering Corp. is a pharmaceutical com- 
pany, the stock of which was owned by the Office of Alien Property. 

Mr. Hetier. Suppose we get to the workings of the Public Utility 
Holding Company Act. 
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Mr. Scorr. Mr. Cook, did you have anything to do with any inves- 
tigation pertaining to the old United Founders or American Founders 
groups? 

Commissioner Cook. No, sir. I am unfamiliar with those com- 
panies. 

Mr. Scorr. I ask only as a matter of information. 

Commissioner Coox. My recollection, and it is only a very vague 
recollection, because I had no occasion to have contact with those 
companies—I seem to recall that they were investment companies, 
and as such they probably formed a part of a very elaborate inquiry 
which was made by the Securities and Exchange Commission in con- 
nection with the passage of the Investment Company Act of 1940. 
Now, if that recollection is correct, there would be a good deal of infor- 
mation about those companies available in the reports which were 
published at that time. 

Mr. Scorr. I had some information about that in years past, and 
I was just curious as to whether they figured in your experience. 

Commissioner Coox. I am sorry, Mr. Congressman. I have no 
familiarity with them. 

Mr. Heiter. Commissioner Cook, discussing now the administra- 
tion of the Public Utility Holding Company Act, may I ask this ques- 
tion: Have not most of the long and protracted hearings pertaining to 
the nature of the issues involved in the reorganization of the holding 
company systems been substantially finished by now—completed? 

Commissioner Coox. Generally speaking, Mr. Chairman, most of 
the large and extensive proceedings under section 11 of the Holding 
Company Act have been completed. There remain, however, a num- 
ber of uncompleted reorganizations under section 11, which are now 
for the most part in process before the Commission. 

Mr. Hetxer. In other words, the simplification and implementation 
part has been completely finished; is that correct? 

Commissioner Coox. Not completely. 

Mr. Heuer. Not completely? 

Commissioner Coox. No; not completely. As I answered in re- 
sponse to your previous question, a large share of that job has been 
done. There remain, however, a number of reorganizations which 
yet must be completed, and some of them involve, as you might expect, 
fairly substantial, difficult, and complex questions. 

Mr. Hetter. In your opinion, could that Division handling the 
work be now dissolved? 

Commissioner Coox. Well, I would say, Mr. Chairman, that any 
division could be dissolved, and so I would say that the Public Utilities 
Division could be dissolved. But the dissolution of the Division 
Sone merely mean that the work would have to be done some place 
else. 

Mr. Heuer. Well, could it be transferred to some other agency? 

Commissioner Coox. I would believe that the work of any agency 
could be transferred to any other agency. 

I believe that the question, however, is whether (a) there is work 
that has to be done under a statute; (b) who are the people competent 
to do it; (c) where is the work now being done; and, finally, is it being 
done at the best place? 

Mr. Scorr. You have no longer any registered public-utility holding 
company systems operating in more than nine States? 
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Commissioner Cook. That is my recollection: that the operations 
have been very substantially curtailed. Now let me add this, so that 
the situation will be perhaps a little clearer. It was contemplated by 
the framers of the statute that there would remain in existence holding- 
company systems which would include a single integrated system, 
either electric or gas, plus such additional businesses as are 
reasonably piece thereto. Now, the reason for that is an obvious 
one. There are many States which will not permit a foreign corpora- 
tion to operate a public-utility propert y within its own confines. Since 
State lines have no relationship to either the geography in many cases 
or to the economic characteristics of an area, it is the anal. dian 
rather than the unusual to have the service areas of public utilities 
go over State lines and lie in two or more States. 

That being true, the only way those systems can be held together 
is through a holding company. ‘Therefore, there are in existence today 
a number of holding companies, the function of which is to hold 
together integrated systems, and these holding companies will con- 
tinue to remain in existence under the Holding Company Act. So 
that, unless the statute is repealed, there will continue to be the 
regulatory job of applying the statute to those holding-company 
systems now in existence which have completed their section 11 
proceedings and which will continue to exist as holding companies 
holding together integrated systems. 

Mr. Heuer. Except that there has been, as I understand it, a 
reduction in the tiers. Is that correct? 

Commissioner Cook. Oh, yes. That’s true, Mr. Chairman, to a 
very substantial extent. As a matter of fact, there is a provision 
in the Holding Company Act which is called the “great-grandfather 
clause,” and under that clause excessive pyramiding must be elimi- 
nated. So that it is mandatory under the statute that there be not 
more than a certain number of tiers. 

In connection with the integration and simplification of these sys- 
tems, the usual pattern has been to have only two tiers; that is, the 
holding company with two or three or four operating companies as 
direct subsidiaries of that holding company. In some cases, it may 
well be that one of the operating companies will itself have a minor 
subsidiary of some kind. It may be « company in the business of 
furnishing steam, which would come from the exhaust from the 
generators. Or it may be a coal company which is retained in the 
system for the purpose of furnishing the coal as fuel in the generation 
of electricity. 

But, generally speaking, as you have pointed out, the number of 
tiers in holding-company systems has been very drastically reduced. 

That was done principally under section 11 (b) (2) of the statute, 
which is known as the corporate-simplification section. 

Mr. Heuuer. It is a fact, as I gathered from your direct statement, 
that holding companies have always made diversification of security 
holdings part of their sales talk. Is that correct? 

Commissioner Cook. Well, I am not familiar in any detail with the 
arguments used in connection with the sale of securities prior to 1933, 
at which time very substantial changes were made in the distribution 
of securities in this country. It is my understanding, however, 
without ever having had any experience in connection with it, that 
one of the reasons given for the supposed attractiveness of the securi- 
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ties of holding companies in those days was that they afforded the 
investor an opportunity to get a kind of diversification. 

Would you like to have me enlarge on the concept of diversification, 
Mr. Chairman? 

Mr. Heuer. I wish you would. 

Commissioner Coox. That diversification might come about in two 
ways, generally. It could be a geographic diversification, so that a 
holding company might hold a property in an industrial part of the 
country, and it might hold another property in an area which is 
primarily a commercial or residential area. ‘To illustrate, in the Dis- 
trict of Columbia we have practically no industry. It is a prime ex- 
ample of a commercial and residential area. The city of Pittsburgh, 
on the other hand, which is a heavily industrialized area, would be an 
example of the other kind. 

In addition, it was supposed that there might be a business diversi- 
fication as well. And I assume that that was one of the reasons why 
the holding-company systems came to have not only many utility 
properties but also many nonutility properties, ranging all the way 
from brickyards to coal companies, from ice-cream companies to 
almost any kind of venture one might suggest. 

I believe that what happened in the thirties pretty well brought 
everybody to the conclusion that the supposed advantages of diversi- 
fication in that field were minimal if not nonexistent. And I believe 
that was the reason why Congress, in 1935, in passing the Wheeler- 
Rayburn Act, as it was then known, and as it is still known to many 
of us, concluded that each holding company should be restricted to a 
single integrated system plus only such businesses as are reasonably 
incidental thereto. 

Mr. Heuer. Practically every company which indulged in business 
diversification finally had to either go through bankruptcy or some 
other form of reorganization. Is that correct? 

Commissioner Coox. There are some notable exceptions. Many 
of them did go into bankruptcy. Preeminent among those, pre- 
eminent only in the sense that they are startling examples, are Asso- 
ciated Gas & Electric Co. and its subsidiary, Associated Gas & Elec- 
tric Corp., a system which had properties all over the United States 
and went into bankruptcy with very large losses to investors; the 
Midland United—Midland Utilities group, operating in the Middle 
West, roughly in the States of Illinois and Indiana—and the Middle 
West Utilities System, which was better known to the public as the 
Insull system. 

A number of other companies required reorganization because of 
very heavy dividend arrearages on their preferred stocks; but, since 
they had no debt obligations and therefore could not become involved 
in a default which would precipitate either an equity receivership or 
a bankruptcy reorganization, they did not have to be reorganized in 
the courts. 

There are still other systems which, although their properties were 
scattered, were financed in a less speetacular way; and, therefore, the 
reorganizations which took place consisted principally of the divest- 
ment of operating properties and the utilization of the proceeds to 
retire the senior securities, such as bonds and preferred stock, of the 
top holding company, and in some cases intermediate holding com- 
penies. There were reorganizations in some of these cases, even 
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though there may not have been any defaults of any kind on the 
securities. 

I suppose a good example of that is the North American System. 
North American had properties which I think would fall within your 
characterization of scatterization, Mr. Chairman. It had sub- 
stantial interests in Pacific Gas & Electric in California, in Detroit 
Edison Co. in Michigan. It owned, through Washington Railway & 
Electric Co., all of the common stock of Potomac Electric Power serv- 
ing the District of Columbia and environs, and among other large 
companies it owned the Cleveland Electric Illuminating Co. It also 
owned Union Electric Co. of Missouri, a very large Middle West 
operating company. So, you can see from that brief recitation of 
some of their major holdings that their properties were geographically 
scattered; and it was necessary under the Holding Company Act to 
require the divestment of all of those properties except a single inte- 
grated system. 

Mr. Heuer. The fact, however, is that these holding companies 
became in many instances the tools of the wildest financial ventures; 
isn’t that correct? 

Commissioner Coox. About that, Mr. Chairman, there just can 
be no question. 

Mr. Hetier. The committee will suspend at this time. 

(Thereupon, at 11:30 a. m., the subcommittee was recessed subject 
to the call of the Chair.) 
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House or REPRESENTATIVES, 
SUBCOMMITTEE OF THE COMMITTEE ON 
INTERSTATE AND ForEeIGN CoMMERCE, 
Washington, D. C. 
The subcommittee met, at 2:15 p. m., pursuant to call, in room 1334, 
New House Office Building, Hon. Louis B. Heller (chairman of the 
subcommittee) presiding. 


TESTIMONY OF DONALD C. COOK, VICE CHAIRMAN, SECURITIES 
AND EXCHANGE COMMISSION—Resumed 


Mr. Heiier. Commissioner, there is some testimony to the effect 
that you are also counsel to Senator Lyndon Johnson’s subcommittee. 

Commissioner Coox. Senator Lyndon Johnson, of Texas; yes. 

Mr. Heuer. How long have you been counsel to that committee? 


Commissioner Cook. I have been counsel to that committee, 
Mr. Chairman, roughly since it was organized, in August of last year. 
I should say the year before last; approximately a year and a half. 

Mr. Hexier. And while you have acted as counsel to that com- 
mittee, you have continued as one of the Commissioners of the SEC? 

Commissioner Cook. Yes, sir, I have. 

Mr. Heuter. Now, could you tell this committee how you are 
able to do both jobs? 

Commissioner Coox. Well, I have had this feeling, Mr. Chairman. 
These days, you know, when there are boys out in Korea fighting, 
and some of them dying, it seemed to me that all of us ought to be 
willing to work a little harder; all of us ought to be willing to do some- 
thing extra. It was for that reason that I was willing to undertake 
that assignment; and I may say that as a result of it, not just myself 
but others connected with the committee, including the chairman Ge 
self, have probably had to get up a little earlier, have probably had to 
go to bed a little later, have probably had to work a little harder, in 
order to get the job done. I think I can say to you, however, that it is 
a little enough thing to do in these days and under these circumstances. 

Mr. McGuire. If I could just interrupt a minute, I think it would 
be well for the record to show that you do not get any additional pay 
for this extra work, either, do you? 

Commissioner Coox. That is true, Congressman. I have never 
sought nor have I received any compensation of any kind in connection 
with that activity. 

Mr. Heuer. And, of course, you are up to date with your work 


at the Commission; is that right? 
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Commissioner Coox. Yes. I undertake to keep familiar with the 
Commission’s work and to participate in the important proceedings 
from day to day. 

I may say, Mr. Chairman, in addition, that perhaps that isn’t*as 
difficult as it may seem at first blush. I, as the record will show, had 
in earlier days about 10 years’ experience on the job with the Com- 
mission, so that I was Bow to come back to it as a Commissioner, 
having a fair degree of familiarity with all its work under all of its 
statutes. So that I would expect that I would find the job of a Com- 
missioner somewhat less burdensome than would be the case with one 
who unfortunately had not had that previous experience. 

Mr. Heuer. Will you say, Commissioner, that most of the long 
and protracted hearings to determine the nature of the issues involved 
in the reorganization of holding company systems have already been 
held, and substantially all of the more important orders specifying 
the action that must be taken to comply with the geographical 
integration requirements of the act have already been issued? 

Commissioner Cook. As | understand your question, Mr. Chair- 
man, it is this. You are asking first whether, as I take it, all of the 
statutory problems in the interpretation of section 11 (b) (1) and 
11 (b) (2) of the statute have been resolved. And, secondly, so far 
as 11 (b) (1) is concerned, which is the integration provision of the 
statute, whether we have issued all of the orders which are necessary 
to be issued in order to require the holding companies and their 
subsidiaries to confine their operations to a single integrated system 
and such related systems and incidental businesses as may be retained 
under the statute. Is that it? 

Mr. Hetuer. That is correct. 

Commissioner Cook. As to the first question, the answer is “‘ Yes.’ 
We have some time since resolved all the statutory questions with 
regard to the meaning and purpose of section 11 (b) (1) as well as 
11 (b) (2), the latter being the corporate simplification section. 

The second phase is whether those provisions have been applied 
to all or most all of the companies subject to the Commission’s juris- 
diction. The answer to that is that they have, substantially so. 
I say ‘‘substantially,’’ because there continue to be approximately 
21 holding company systems which have yet to be reorganized or 
integrated under section 11 of the act. Amon: those 21, there are 
two or three major holding company systems. In some cases orders 
under section 11 have been issued, but they have not as yet been 
complied with. 

Further, as to some of them, there are very substantial problems 
under section 11 (b) (2) of the statute, which is the corporate simplifi- 
cation section, which work remains to be done. 

Now, if the chairman would like to have a detailed list of these 
systems furnished for the record, together with a statement as to 
their current status, I would be very glad to have such a list compiled 
and forwarded to the committee for insertion in the record. 

Mr. Hetuer. Yes. We would be very happy to have it. And 
such list can be inserted at this point in the record. 

(The material referred to is as follows:) 


- 
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ReGisTerRED Pusiic Utiniry Hotpinac Company Systems Wuicn Have Nor 
CoMPLETED CompLIANCcE WirtH Section 11 


(Nore.—This is a list of systems known to have section 11 problems at this 
time and accordingly should not be taken as a conclusive and definitive statement 
of incomplete matters. Companies in final stages of liquidation pursuant to 
section 11 (e) plans approved by the Commission are not included.) 


American Natural Gas Co. 
American Power & Light Co. 
Central Public Utility Corp. 

Cities Service Co. 

Columbia Gas System, Inc. 
Delaware Power & Light Co. 
Derby Gas & Electric Corp. 
Eastern Utilities Associates 
Electric Bond & Share Co. 
General Public Utilities Corp. 
International Hydro-Electric System 
Interstate Power Co. 

Investment Bond & Share Co. 
Koppers Co., Ine. 

Middle South Utilities, Inc. 
National Fuel Gas Co. 

New England Electric System 
New England Gas and Electric Association 
New England Public Service Co. 
North American Co., The 

North Continent Utilities Corp. 
Northern States Power Co. 
Pennsylvania Gas & Electric Corp. 
Southern Co., The 

Southern Natural Gas Co. 
Standard Power & Light Corp. 
Standard Gas & Electric Co. 
United Corp., The 

United Gas Improvement Co., The 
West Penn Electric Co. 

Wisconsin Electric Power Co. 


Mr. Hetzer. Well, is the same staff still operating? 

Commissioner Cook. The staff of the Utilities Division has shrunk 
considerably in the last few years, until now I would say it is approxi- 
mately one-ihird the size of the staff of that Division when it was at 
its largest. By and large, the staff of that Division consists of individ- 
‘uals who have had many years of experience in the Utilities Division 
and in the Commission, and in that sense they are the same people 
who have been handling these proceedings over the years. 

Mr. Hetier. Commissioner, a holding company which survives 
the section 11 proceedings, as I understand it, may retain additional 
systems or related incidental businesses. Is that correct? 

Commissioner Cook. That is true. 

Mr. Hetier. Now, does the SEC maintain any record of holding 
companies which have been permitted to retain additional systems 
and related incidental businesses? 

Commissioner Coox. Our records would show in each case those 
holding company systems which were permitted to retain additional 
systems and incidental businesses; yes, sir. 

Mr. Hetier. And may we have that for the record? 

Commissioner Cook. We would be very glad to compile such a list. 

Mr. Heutier. Then that will be made part of the record at this 
point. 

Commissioner Cook. Yes, sir. We will furnish it to you promptly. 

(The material referred to is as follows:) 
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Nonutility property retainable pursuant to sec. 11 (b) (1) orders 





Release | nate of order System Property retainable 





| 
| 
American Water Works & | Electric Inter-Urban Ry. 
Electric Co., Inc. 
The North American Co____.. Union Electric Co. of Missouri permitted to 
retain Union mothe eye Ay ll Co. om heating 
and coal business), St. is & Belleville 
Electric Ry. Co. Badan EY, 
Engineers Public Service Co._| Retention scuntaibie of ice business, appli 
ance business, and steam stone ( 


2 SEC 972 | Dec. 30, 1937 
3405 | Apr. 14,1942 


3796 | Sept. 16, 1942 


neers has since been ott 
3802 | Sept. 19,1942 | Southern Union Gas Co____-_- Water and pn 
3865 | Oct. 22,1942 | Lone Star Gas Co__.._......--. Natural gas ction — transmission; 


— selamstien, oil production and 

nec J — propane gases (Lone Star has 
be a holding company). 

Cities Service Power & Light. The Toledo Edison Co, OTaeeshenting 

— rations), a." ay Co. (generating 

Spr Electric Co. 


con ent (Cities Service Power & 

Light has since been liquidated). 

Public Service Co. of Colorado.| East Boulder Ditch & Reservoir Co. and the 

Green & Clear Lakes Co. (supply water for 

generation). The Eastern Colorado Power 

& Irrigation Co. (provides water storage for 

electric operations) (Public Service of 

Colorado no longer subject to act). 

Federal Light & Traction Co.; New Mexico Power Co. (water used for 

. generation) Trinidad Electric 

Railway & Gas Co. (Federal has since been 

liquidated). 

Cities Service Co_............| Cities Service Gas Co. (natu pro- 

duction and gas transmission to sup- 

ply bong utility operating company), office 
ding. 


4489 | Aug. 17, 1943 


5028 | May 5, 1944 


} 

5455 | Nov. 30,1944 | Columbia Gas & Electric | Gas production and transmission facilities, 
| Corp. and oil and gasoline operations in con- 
junction therewith, service company. 
Middle West Corp...........- Ice-manufacturing facilities retained by sur- 
viving Central & Southwest Utilities Co. 
American Gas & Electric Co._| Franklin Real Estate Co. (real estate), Indi- 
| ana Franklin Realty, Inc. (real estate) 
Duncan Falls Co. (hydro site), Radford 
Limestone Co., Ine. (quarry), Windsor 
Power House Coal Co., Twin Branch Rail- 


5606 | Feb. 16, 1945 
6333 | Dec. 26, 1945 | 





| 0. 

ee Ue US OE ee Ree ee eee ee Central Appalachian Coal Co. (coal mine 
| and transportation of coal). 

7615 | Aug. 1,1947 | The Southern Co___...._....- Alabama Power Co. (coal mine at Gorgas, 
| Als., but company claims —— under 
rule 'U-2), Georgia Power Co. (steam heat- 


ing plant), Savannah River Phectric Co. 
j (Clark-Hill hydroelectric project), Ala- 
| bama Property Co. (land suitable for power 





plant). k 
7951 | Dec. 30, 1947 The United Light and Rail- | Surviving American Natural Ges Co. per- 
ways. mitted to retain Michigan-Wisconsin Pipe- 
line Co., an interstate pipeline. 
8242 | June 1,1948 | Philadelphia Co__....__.._... Duquesne Light Co. permitted to retain 


Allegheny County Steam ee Co., 

| Cheswick & Harmar Railroad Co. (hauls 

| coal from mine to power plant) (Philadel. 
| phia Co. to be liquidated). 

8490 | Sept. 3, 1948 Peep." Gas & Electric | North Penn Gas Co. (oil and gas wells), 

9574 | Dec. 22,1949 |f Corp Penn-Western Service Corp. (Pennsyl- 

vania, Gas bas plan to liquidate). 

9784 Apr. 4, 1950 | Eastern Utilities Associates_..| Retention of boiler plant. 

10982 | Dec. 28, I | General Public Utilities Corp. Steam plant, coal mining property, water 

company. Insurance business operated 

for employees and pension plan under a 

trust agreement. 








Mr. Heiter. Now, what procedure is followed by the SEC in 
determining whether the statutory standards for the retention of 
additional systems and related incidental businesses—I think it is 
called the ABC clauses—have been followed? 

Commissioner Cook. Well, the ABC clauses of section 11 pretty 
well set out the standards themselves. 
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Do you have a copy of the statute? 

Mr. Anpresen. (Arden Andresen, General Counsel’s office, SEC). 
Yes, sir. 

Mr. Hetter. It is the procedure that I would like to get. 

Commissioner Coox. The procedure, Mr. Chairman? 

Mr. Hetuer. Yes. What procedure is followed? 

Commissioner Coox. That procedure would be the same as in any 
other section 11 proceeding, namely, that the Commission would 
initially issue an order under section 11 of the statute, reciting certain 
facts and raising certain issues and setting a date for a hearing, at 
which time evidence would be introduced as to those issues. In the 
case of a section 11 (b) (1) proceeding, issues would be raised as to 
whether the system, the particular holding company system, did as a 
fact consist of more than a single integrated system, whether par- 
ticular additional systems were retainable under the ABC standards, 
and whether certain incidental businesses were appropriate for 
retention with the principal system. A hearing would then be held. 
all parties having any interest in the proceeding would be permitted 
to come in and to introduce such evidence as they desired bearing upon 
the issues. 

rae Heuer. That would be subsequent to the issuance of the 
order? 

Commissioner Coox. That would be subsequent to the issuance of 
what we might call the show-cause order, commencing the proceeding, 
and fixing a hearing date. When the hearing date arrived, interested 

arties would come in and introduce such evidence as they desired 
earing upon the issues raised in the notice of and order for hearing. 

Mr. Hetier. They would come in under 11 (b); is that correct? 

Commissioner Cook. They would come in as persons entitled to be 
heard in the section 11 proceeding. Thereafter, of course, the record 
would be closed; briefs would be filed; oral argument would be had; 
and in contested proceedings, in adversary proceedings, the entire 
record would then be forwarded to the Commission’s opinion writing 
office for the actual preparation of an opinion under the instructions of 
the Commission. 

Mr. Hewier. What is the procedure after the Commission issues its 
opinion? 

Commissioner Coox. After the Commission issues its opinion in an 
11 (b) (1) case, that is, in a physical integration proceeding, the 
statute provides that the person to whom the order is issued, or is 
peg has 1 year within which to comply with the Commission’s 
order. 

Of course, the statute also provides for a right of appeal, and in the 
case of such an order an appeal may be taken to a court of appeals, 
rather than to a district court. If a year elapses and the properties 
required to be divested have not been disposed of, the statute provides 
for an additional period of a year in which compliance may be had, 
provided application is made to the Commission and the Commission 
finds that under all the circumstances the additional period of a year 
is appropriate. 

Now, at the expiration of the second year, the enforcement of the 
order is dependent on the Commission itself taking steps. Those 
steps could be under section 11 (d) of the statute, which provides 
that the Commission can take into a district court a plan of its own 











/ 
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for the enforcement of section 11 orders, or can request the court to 
appoint a trustee for the properties and take possession of all the 
properties, and procure compliance with the order through the 
trusteeship. 

Mr. Heuer. Is it the practice of the Commission to take any 
affirmative action at the end of 2 years, having in mind the 1 year 
for compliance, and then the other year which is allowed by statute? 

Commissioner Coox. The Commission has not found it necessary 
yet to seek to have a trustee appointed to take possession of systems, 
properties, and assets, in order to force compliance with a section 11 
order. Compliance with the orders has been had on what you might 
call a voluntary basis. 

Mr. Hetuer. In other words, it is not the practice to run right 
into court and ask for compliance; is that correct? 

Commissioner Cook. Well, as I have indicated, a person to whom 
the order is directed has 1 year within which to comply. It is entitled 
to that year by statute. Then there is a second year to which it is 
entitled upon a proper showing. 

Mr. Heuer. Upon application. 

Commissioner Cook. Thereafter the Commission is free to seek 
court enforcement. That has not been necessary, as I have stated, 
in connection with section (11) (b) (1) proceedings; although it is 
very common to seek court enforcement of corporate simplification 
orders under section 11 (b) (2). 

Mr. Hetier. Commissioner, are you familiar with the proceedings 
in the United Corp. before the Commission? 

Commissioner Coox. I am generally familiar with those proceed- 
ings; yes. 

Mr. Hetuer. That corporation was organized by J. P. Morgan 
interests as a holding company in 1929; is that correct? 

Commissioner Cook. There is some question as to whether it was 
organized as a holding company, or as an investment company; but 
it was organized by the Morgan interests for the purpose of, as its 
name, United Corp., indicates, to unite under one control the sub- 
stantial holding company systems having properties along the eastern 
seaboard, ranging from upper New York State down toward the Gulf. 

I may say, so that you will perhaps better understand my reference 
to the distinction between being organized as a holding company and 
being organized as an investment company, this: It was the practice 
with almost all holding company systems to own 100 percent of the 
common stock of their operating subsidiaries. In the case of United 
Corp., it owned minority interests in holding companies, which in 
turn controlled the operating utilities. So far as I know, or so far 
as I recollect, it did not hold the majority control of any of the holding 
company subsidiaries to which I have referred, and in that sense 
was unlike any of the other utility holding companies in existence 
during that period. 

Mr. Heuer. At any rate, its primary holdings consisted of securi- 
ties in the public utilities field; is that correct? 

Commissioner Cook. Its holdings consisted primarily of securities 
of public utility holding companies, which in turn controlled manv 
electric and gas operating properties along the eastern seaboard. 

Mr. Heuer. Well, it did hold an interest, a substantial interest, 
in the United Gas Improvement Co.; is that correct? 
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Commissioner Coox. Yes, sir, United Gas Improvement Co. was 
a holding company which had a substantial number of operating 
subsidiaries. 

Mr. Hetuer. What interest did it hold in that company? 

Commissioner Cook. You mean at the time of its organization? 

Mr. Heuer. Yes, if you know. 

Commissioner Coox. No. I do not know. That would be a 
matter of record, and we could very easily supply it. 

Mr. Heiter. Would your answer be the same if I were to pose the 
same question with respect to the Public Service Corp. of New Jersey, 
Niagara Hudson Power Corp., and Columbia Gas & Electric Corp.? 

Commissioner Coox. It would. 

Mr. Hevter. And you could furnish us with that information? 

Commissioner Coox. Yes. Now, I take it, just so the record will 
be clear, that what you would like to have is a list of the holdings of 
United Corp. at the time it registered as a holding company? 

Mr. Heuer. That is right. And when you furnish us with that 
record, we will consider it as part of the record at this point. 

(The information referred to is as follows:) 


The United Corp., portfolio at Dec. 31, 1937—Assets 

















| 
Shares oo Total cost or 
held standing declared value 
Ameriean Water Works & Electric Co., Inc., common stock..| 63, 002 2.7! $5, 982, 000. 28 
Columbia Gas & Electric Corp., common stock..............- | 2.424, 356 19.7 } 1 135, 725, 768. 20 
Columbia Oil & Gasoline Corp., common stock._..........--- 84, 769 3.6 . 
The Commonwealth & Southern Corp., common stock ----.-..- 1, 798, 270 5.3 
The Commonwealth & Southern Corp. option warrants en- 35, 590, 010, 21 
titling holders to purchase 1,005,000 shares of common stock } 4 : 

EEE ER EE: EN I LE EE ee EY AEE a 
Consolidated Edison Co. of New York, Inc., common stock -- 203, 900 18 24, 823, 554. 00 
Consolidated Gas Electric Light & Power Co. of Baltimore, 

SR NT Te a ea a 33. 175 2.8 3, 782, 374. 25 
Electric Bond & Share Co. common stock, 505/600_.........-.. 34, 857 .6 5, 969, 201. 22 
The Lehigh Coal & Navigation Co. capital stock............- 48, 705 2.5 2, 220, 945. 78 
Niagara Hudson Power Corp. common stock ...-........-..--- 2, 351, 007 24.5 
Niagara Hudson Power Corp., A option warrants entitling 

holders to purchase 250,8193¢ shares of common stock at $105 


abe I a ESE. = RR: OTE BD ale EF8 SS BS 74, 282, 283. 66 
Niagara Hudson Power Corp., B option warrants entitling 
holders to purchase 145,530 shares of common stock at an | 
aggregate price of $50 for each 146 shares ___.._.---- dual | 











Publie Service Corp. of New Jersey common stock....--- ---| 988, 271 | ieee i8 0 78, 461, 600. 00 
The United Gas Improvement Co, common stock... -.......-- | 6, 066, 223 26.1 214, 447, 419. 76 

Total cost or declared value of securities.................|..---------- MAP boas | 2 581, 285, 157.36 
Less: Reserve for depreciation of securities..................-.|.-.--.----.- Be plas Se 2 350, 000, 000. 00 








Total | 231, 285, 157. 36 





1 The pesteede from the sale in prior years of 52,123, 5232/8000 shares of Columbia Gas & Electric Corp. 
convertible 5 percent cumulative preference stock received as stock dividends on the common stock have 
been applied to the reduction of the total cost or declared value of the investment. 

? Total investments had an indicated market value at Dec. 31, 1937, of $144,528,214.30, based upon last 
quotations in 1937 on the New York Stock Exchange and the New York Curb Exchange, as compared with 
a total cost or declared value of $581,285,157.36. As of Oct. 6, 1936, the directors created a reserve for deprecia- 
tion of securities of $350,000,000 by a charge to capital surplus. The difference between the total cost or 
declared value of the securities (less the above-mentioned reserve) and the indicated market value thereof 
at Dec. 31, 1937, is $86,756,943.06. This exceeds the aggregate of capital surplus and earned surplus at 
Dee. 31, 1987, by $47,205,173.80. 


Mr. Hewuer. United registered in 1938 under the Public Utility 
Holding Company Act; is that correct? 

Commissioner Coox. That is my recollection. 

I may say, in explanation, that while the statute was passed in 
1935, there were a great number of lawsuits commenced against the 
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Commission, seeking to enjoin the Commission from enforcing the 
provisions of the Holding Company Act. I believe as a result of 
the multiplicity of litigation an agreement was reached under which 
a test case was selected and carried to the Supreme Court. That 
case was the Electric Bond & Share case, and it was concerned with 
the constitutionality of the statute insofar as section 5, the regis- 
tration provision of the statute, was concerned. That litigation was 
decided favorably to the Government, and shortly thereafter holding 
companies commenced to register. 

r. Hetuer. Now, under section 2 (a), I think subdivision (8), a 
holding company may apply for a declaratory order as to its status; 
is that correct? 

Commissioner Cook. Section 2 (a) (8)? Well, section 2 (a) (8) 
does the following. It defines a subsidiary company, and it provides 
that after notice and opportunity for hearing the Commission may 
declare certain companies the securities of which or the management 
or policies of which the Commission determines to be subject to a 
controlling influence of another, to be a subsidiary; and it thereafter 
provides that upon application the Commission shall issue an order 
declaring that a company is not a subsidiary of a specified holding 
company under clause (a), to which we have referred, if the Com- 
mission makes certain findings, which are set out in section 2 (a) (8). 

Mr. Heuer. But there is a basis for applying for a declaratory 
order; is that correct? 

Commissioner Cook. That is correct, sir. 

Mr. He.ier. Now, were proceedings under that section ever 
instituted in connection with United? 

Commissioner Cook. Well, 2 (a) (8) would not permit the Com- 
mission to institute any proceedings; that is, 2 (a) (8) and the lan- 
guage you have referred to. In order to get that kind of a declara- 
tory judgment, if you will, an application must be made by a company 
to the Commission, and the Commission then acts on that application. 

we Hewuer. Yes. Well, was there any such application ever 
made? 

Commissioner Coox. By United Corp.? 

Mr. Heuer. Yes. 

Commissioner Coox. Not to my knowledge. I may say, Mr. 
Chairman, by way of further explanation, that United itself was not 
under the control of any other company; so that United would not 
normally be expected to file an application asking that it be de- 
clared not to be a subsidiary of some other holding company. It 
is entirely possible that some company, the securities of which would 
be owned by United Corp., might desire to file such an application 
seeking an order declaring that that company was not a subsidiary 
of United Corp., which would be an entirely different thing. 

Mr. Hetter. In giving that explanation, have you just referred to 
the last sentence of section 2 (a) (8) which reads: 

Any application under this paragraph may be made by the holding company 
or the company in respect of which the order is to be entered, but as used in 
this paragraph the term “applicant” means only the company im respect of 
which the order is to be entered? 

Commissioner Cook. Yes, sir. Now, the reason I testified that 
normally the application would not be made in a situation like this 
by the holding company is on the basis of the actual experience which 
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we have had under this section. Our experience has been that ordi- 
narily it is the subsidiary or the supposed subsidiary, which takes the 
initiative in filing the application, seeking to be declared not to be a 
subsidiary of a specified holding company. But as you have pointed 
out, the section does provide for a filing by either the supposed parent 
or the supposed subsidiary. 

Mr. Hetier. Now, following along the outline which you were kind 
enough to give us with respect to the procedure which was followed 
by the SEC, am I correct in stating that in 1941 the United Corp. 
submitted a plan, under section 11 (e) of the Public Utility Holding 
Company Act, proposing that it reduce its holdings in public utility 
holding companies to something less than 10 percent, and that it be 
transformed into an investment company? 

Commissioner Cook. First let me say by way of explanation that 
while I was in the Public Utilities Division of the Commission, from 
approximately 1938 until about 1945, I personally did not have any- 
thing to do, any contact with the United Corp. or any of the proceed- 
ings involving United Corp. I had responsibility for other, different 
systems. So that I am going to have to testify on the basis of my 
best recollection, and it is possible that I will have to furnish some 
of the information desired later or to correct the transcript if, upon 
checking it, we see that my recollection is not entirely correct. 

Mr. Heuer. Yes. 

Commissioner Cook. I believe the answer to your question is “ Yes.”’ 
They did file such a plan in 1941. 

Mr. Heuer. And that plan was the subject of hearings, was it not? 

Commissioner Cook. It was. 

Mr. Heuer. Now, in 1943, the SEC issued an order, as I under- 
stand it, under 11 (b), in connection with that plan, Is that correct? 

Commissioner Cook. I believe that in 1941 the proceedings on the 
plan which was filed under section 11 (e) were consolidated with pro- 
ceedings instituted by the Commission under sections 11 (b) (1) and 
11 (b) (2) of the act, so that as a result of that consolidation, the 
Commission was in a position not only to approve or reject the plan 
filed under 11 (e), but also to issue such orders under section 11 as 
it determined would be appropriate to enforce compliance by United 
with provisions of the act. 

Mr. Heuer. So that eventually, in 1943, it issued an order under 
11 (b); is that correct? 

Commissioner Coox. Yes, and what I have just testified to is the 
explanation of why it was possible for the Commission to issue such 
an order. 

Mr. Hetuer. Now, that order directed a change in capitalization 
to one class of stock; is that correct? 

Commissioner Coox. My recollection is that it was in the alterna- 
tive; either one class of stock, or liquidate and dissolve. Although I 
will have to check that. 

Mr. Hetter. It, in other words, has to cease to be a holding com- 
pany; is that correct? 

_ Commissioner Coox. It has to cease being a holding company; yes, 
sir. 

Mr. Hetier. Do you know whether the SEC issued a final dissolu- 
tion order under those proceedings? 
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Commissioner Coox. My recollection is that the order issued was 
in the alternative; namely, that either the company liquidate and 
dissolve, or reduce itself to one class of stock, or it should cease to 
be a holding company and become an investment company. 

Mr. Hetier. You are referring now to the 1943 order? 

Commissioner Cook. Yes. 

Mr. Hetzer. My recollection—I do not know; of course, this is 
all subject to our checking further—is that the order directed United 
to change its capitalization to one class of stock and to take other 
steps to cease being a holding company. 

I think we might look at the brief. That will help us. 

Commissioner Cook. Yes. «That is true. On August 13, 1943, the 
Commission ordered United to cease to be a holding company and to 
limit its security structure to a single class of stock. 

Mr. Heuer. Now let us get back to the question as to whether or 
not you know whether the SEC issued a final dissolution order under 
those proceedings. 

Commissioner Cook. You mean an order requiring dissolution? 

Mr. Heuer. That is right. 

Commissioner Cook. To my recollection, no such order was issued. 

Mr. Heiter. And was that because United requested an oppor- 
tunity to become an investment company? 

Commissioner Cook. Again, on the basis of my recollection, what 
happened was this: The staff of the Public Utilities Division of the 
Commission, which in these proceedings is a party just as is the 
applicant or as is any other person permitted to intervene in the 
proceedings, took the position, in the section 11 (b) (2) proceedings, 
that United Corp. should be required to liquidate and dissolve. How- 
ever, when the matter was submitted to the Commission for decision, 
I believe the Commission concluded that United should have an 
opportunity to cease to be a holding company and become an invest- 
ment company; and therefore it did not do what the Public Utilities 
Division had been urging it to do, namely, to issue an order requiring 
the liquidation of United. 

Mr. Hetuer. Now, is it a fact that if a company fails to comp! 
with an 11 (b) order within a period of 1 year after its entry, the SE 
will apply under 11 (d) to a distriet court for a decree enforcing the 
11 (b) order? 

Commissioner Cook. That is not quite right, Mr. Chairman. 

Mr. Hetxier. Except for that other year which you talked about? 

Commissioner Cook. Yes. At the expiration of the second year, 
the Commission has the power to apply to the court to enforce its 
section 11 orders. 

Mr. Hewuer. At any rate, the record is that no such procedure was 
followed in the United case; is that correct? 

Commissioner Coox. And I may add that no such procedure has 
ever been followed in any other case. 

Mr. Hetuer. In any other case? 

Commissioner Cook. Yes, sir. The reason being that we found it 
unnecessary to invoke the aid of the courts to enforce our orders. 
We were able to achieve voluntary compliance. 

I may also add that the fact that the Commission, under the 
statute, had that power, had the power to request a court to take 
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possession of all of the assets, was a very strong stimulus on the man- 
agements to comply with our orders. 

Mr. Hetuer. To keep moving? 

Commissioner Cook. To keep moving. 

I may say that there was considerable opposition to the position 
which had been taken by the Public Utilities Division with respect to 
the dissolution of United Corp. For example, there was a gentleman 
by the name of Randolph Phillips, who did not participate in the 
proceeding before the Commission but who between the date of oral 
argument and the Commission’s decision filed a proxy statement with 
the Commission in February 1943. And after summarizing the section 
11 (b) and the section 11 (e) proceedings, and the Public Utilities 
Division’s recommendations that United be dissolved and its plan 
be dismissed, this proxy statement had the following to say, and I am 
quoting: 

As a result, the corporation is today faced with the threat of an order of dis- 
solution, at a time when, on the basis of market values alone for United’s asse‘s, 
the liquidating value of the preference stock is substantially impaired, and no 
liquidating value at all exists for the common stock. 

The point I make is that on the basis of my best recollection of 
what transpired at that time in those proceedings, no one other than 
the Public Utilities Division of the Commission was taking the posi- 
tion that United Corp. should be dissolved. 

Mr. Hetier. Would that also include Phillips’ position? 

Commissioner Cook. I have just read for the record, Mr. Chairman, 
a quotation from a proxy statement which he filed with the Commis- 
sion in February 1943—Mr. Randolph Phillips. And I will read the 
first couple of clauses again. He said: 

As a result, the corporation is today faced with the threat of an order of dis- 
solution. 


That is Mr. Phillips speaking in his proxy material. 

Mr. Heuier. And subsequently he took an opposite position; is 
that correct? 

Commissioner Cook. I believe that is true, Mr. Chairman, yes, sir. 

Mr. Heuer. May we just suspend for about 5 minutes? 

(Brief recess.) 

Mr. Heiter. Would you be in position to give us some information 
as to cases of other utility systems with respect to the time that 
elapsed between the date of the 11 (b) order and compliance by the 
company with the 11 (b) order? 

Commissioner Coox. Yes. Now, I think I should state this for 
the record. In the case of the issuance of an order under section 
11 (b) (1), which is the integration section of the statute, it was cus- 
tomary for the Commission to commence a proceeding involving the 
entire system, and to conclude the proceeding by the issuance of an 
order, which would require the divestmert of all companies, assets, 
and properties in that holding company system other than the single 
integrated system, plus the retainable additional systems, plus the 
incidental businesses, which also could be retained. 

Such an order might require the divestment of as many as 20 or 30 
or 40 separate companies. Therefore, compliance with the order 
would ordinarily be over a period of time and would take place by the 
disposition from time to time of the companies named in the order. 
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As a practical matter, it would not be possible to dispose of 40 
companies with one fell swoop or 10 companies with one fell swoop: 
so the history of compliance will show that an order was issued on a 
particular date, and then from time to time thereafter divestments 
took place, until finally all the divestments required by the order had 
been consummated. . 

And we will be happy indeed to supply for the record a tabulation 
of each of the section 11 (b) orders issued, showing the date of the 
order, a summary of its provisions, the principal steps taken in com- 
pliance preareamar sf and the dates thereof, and a statement of the 
present status of each order. 

(The information referred to follows: ) 


COMPLIANCE WITH ORDERS ISSUED PURSUANT TO SECTIONS 
11 (B) (1) AND 11 (B) (2) 


A tabulation is attached itemizing separately the orders issued under section 
11 (b) (1) and section 11 (b) (2). This is followed by a summary of the action 
taken to comply with each order. The summaries are arranged in sequence of 
order number. They have not been separated in accordance with the two tabula- 
tions because in some cases a single order pertains to both sections of the act. 
Where more than one order has been issued against the same holding company 
system, the later orders are contained in the summary reported for the first order. 


Orders issued pursuant to. sec. 11 (b) (1) 











Release 
Company No. Date 
Ne ee eee k tig. ada og ubniunniareehes 1304 | Oct. 28, 1936 
Eee a er ae S Ones een ery ee 2424 | Dec. 11, 1940 
I Ge ND BIB ais shane ceeds baab oes nobceqeabeuensegetied 2692 | Apr. 15, 1941 
RU rN ds ok 1 ns cinta bated eosnmeonsnsesengeurtos 2897 | July 23, 1941 
ne ry Ge TEIN TEIN oho ca Se coat ene w eB occonncccccnccseesebeor 2913 |} July 30, 1941 
EN EE ES EE ee SEES woe oer 2023 | Aug. 5, 1941 
nek. ss encncitobencoveengauses 2929 | Aug. 8, 1941 
Engineers Public Service Co. (See No. 2897).............-.-.---.--------------- 3230 | Dec. 29, 1941 
LLL SOND Le, FSET: LTE NE, OD 3368 | Mar. 4, 1942 
I Be 2 re rh ole lodancdwbuncbhs cbavctadudbe 3495 | Apr. 14, 1942 
Columbia Gas & Electric Corp___..--- RS RESELL EN ROPE 3415 | Mar. 31, 1942 
The United Gas Improvement Co. (See No. 2692)_........-...--.-----------.--- 351! | May 7, 1942 
CR ee Oe IE, CO 5 5 oink rs dda hie Fedde sence weewcscedeccsnsecencse 3676 | July 8, 1942 
Associated Gas & Electric Corp. (See No. 3137) _..-.-..-..-.-...-----.-.------- 3729 | Aug. 13, 1942 
Engineers Public Service Co. (See No. 2807)....-..-.-.--...--.---.------------- 3796 | Sept. 16, 1942 
Gemtineres Tete Ges O60. os inncncnccccescts<aues al 3802 | Sept. 19, 1942 
nn = nts 3865 | Oct. 22,1942 


4113 | Feb. 10,1943 
4128 | Feb. 19, 1943 
4227 | Apr. 6,1943 
4307 | May 20, 1943 
4395 | July 2,1943 


Federal Water & Gas Corp 
Republic Service Corp. ---- 
Peoples Light & Power Co- 
ORG OD. 5 oi de nn 











Community Gas & Power Co 

CR ins er a BON GO. ok ative nocdcenceatouselcedatetedbidsbnoes 4499 | Aug. 17, 1943 
EI EE ER ES ES en 4686 | Nov. 16, 1943 
EE SIE IIS x fatto clade gece ddsesusbot dl dscumecsocestcbapatepen 4846 | Jan. 24,1944 
I i sa), i di i th bint isel a cbbebbonshs-tiddbbeodbbese 5028 | May 5, 1944 
FN OE EE EEE SOLE, CORLL LI 5114 | June 21, 1944 
eee Creer as MNNOUNIS GNU a oko Sag ddd s tae es bse cs esesecedese ceed 5455 | Nov. 30, 1944 
NS FO oi wk 8 sss cali adi oni bbrittaan etna ctdhsguinetiewiniioe 5888 | June 26, 1945 
TT OEY GI, bn tn. destained 20ctdethd alpdvets capsoconccocecesmod 6000 | Aug. 25, 1945 
rs TONNE WO once bea sti deb see Sidbbcenbss cccte 6333 | Dec. 26, 1945 
Ce ce  aipesliedetphecchanmmnnnwen shal iad 6396 | Feb. 1, 1946 
oe ES ERS 2s SR ne arene 6055 | Oct. 21,1946 
The Commonwealth & Southern Corp. (Delaware)_....-...-........---.-.------ 7615 | Aug. 1, 1947 
GRR tA tea ed ps Alo) on lh ia Oh ER 8242 | June 1, 1948 
Pennsylvania Gas & Electric Corp. ..........-_-.-.----------- eS ak PS 8490 | Sept. 3, 1948 
New York State Electric & Gas Corp. (See No. 3729)._-........-.-----------.- 8924 | Mar. 11, 1949 
Rochester Gas & Electric Corp. (See No. 3729). .......--..-.-.-.--+-.--.-.----- 9296 | Aug. 25, 1949 
NN I Nn a ih dh iaGclddordebhsadetadedsseteseunudsadee 9784 | Apr. 4,1950 
re oy ff 2). Lo ieee be se Re ae ie 10624 | June 15, 1951 
General Public Utilities Corp. (See No. 3729)_-.........-----.-.--.-+---------- 10982 | Dec. 28, 1951 





bas 








— ae ee; 
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Orders issued pursuant to sec. 11 (b) (2) 








Company | ty Date 
Republie Electric Power Corp..._.....-- Se EL eee a | 1304 | Oct. 28, 1936 
TERRE EE WONO-MLBOUNEO CVOCOMR. 8888 oon cc cec ccc n cee nnccccccces-cases 2494 | Jan. 17,1941 
ane naka caiusenedpentnripenecicowesccoss 2636 | Mar. 20, 1941 
NE LEE I ES oR Ee ee 2737 | May 2,1941 


dad Seth eecncnonsa i REESE. 2962 | Aug. 23, 1941 
Associated Gas & Electric Corp. weds No. 3729). .....-- i cae EE Me 3137 | Nov. 18, 1941 
North American Light & Power Co-. 3233 | Dec. 30, 1941 








Columbia Gas & Electric Corp___.......-. ‘ 3415 | Mar. 31, 1942 
EEE OS SE ee 3432 | Apr. 9, 1942 
ye llC Se eee TELE MIO CETERA | 3580 | June 4, 1942 
Standard Power & Light Corp_-..__....._.....---- Gedtiddidiesesas eeeneet 3607 | June 19, 1942 
International Hydro-Electric System. (See No. 2494) __ EN SRE MINE sebaiiakall 3679 | July 21,1942 
RRS RS PFE ae LS ae. 3750 | Aug. 22,1942 
Columbia Oil & Gasoline Corp___..........- ELIE EAE BOLT FD ae ST MOREA 3829 | Oct. 2,1942 
North American Gas & Electric Co._................----.-.-- iebid aii natianth . 4092 | Feb. 3, 1943 
ee ee er  . posuccdonucamuiencsocuemann * EA ES: 4113 | Feb. 10, 1943 
ER EE ES ST a i ARNE SE geNeT SBE 4128 | Feb. 19, 1943 
International Hydro-Electric System i a a 4168 | Mar. 17, 1943 
mH eee Attia seoaapieddhoala 4230 | Apr. 9, 1943 
International Utilities Corp... ................-... AE EPR REE 4270 | Apr. 27, 1943 
ln at eather wa tale AN Fak 8 ORR Real t 4307 | May 20, 1943 
Columbia Oil & Gasoline Corp. (See No. "SOR rnicoa EE =u 4319 | May 26, 1943 
RE Te AS IE TERE ae 4395 | July 2,1943 
CS EE TELE LARD LES BEET Re a RE aoe dal 4478 | Aug. 14, 1943 
The Middle West Corp icielidinicaeh neil liiietinvneertpineitebsnlatinithncinintetanigitigaseinpibintidideaimiad 4552 | Sept. 10, 1943 
North Continent U tilities SS STS RI Pa Sta, CE EE 4686 | Nov. 16, 1943 
Nee ec aikbend. opine. Gdpmaiadanmnnoeenaeiicihiaeredeial 4716 | Nov. 29, 1943 
en oc eminieitieininninns et’ 4944 | Mar. 14, 1944 
American Utilities Service Corp. ‘ me: 5114 | June 21, 1944 
Niagara Hudson Power Corp..._...............-- 5115 | June 19, 1944 
ii kg. tte nt Sinaoainénininkglecestinnenthokéont 5274 | Sept. 8, 1944 
I AN TLR NIE LED TEL NTLS einibiaiien 6396 | Feb. 1, 1946 
en eT aaa 6987 | Nov. 8, 1946 
Louisville Gas & Electric Co. necro ptetinvinidbbtrakedebauie A Sr ae 7789 | Oct. 28,1947 
I Se oe odd clase einnenmdicndnananiiiebesila 8242 | June 1,1948 
pS ST EE ae ee BRE ES hieenabintieedel 8401 | Aug. 4, 1948 
I I I cso: rewecthieiedetaibbenieluAaidiaiatenbebecsenet 8449 | Aug. 25, 1948 
Pennsylvania Gas & Electric Co_........_.._..-- OED SIN TICS GE POE: I 8490 | Sept. 3, 1948 
Standard Gas & Electric Co. (See No. 2020)....................--..---2-2...... 8773 | Dec. 31, 1948 
American & Foreign Power Co., Inc.._..__........-..--- RE RA: Ca eat éa 9044 | May 2,1949 
Pennsylvania Gas & Electric Corp., dissolution........-_-_- DE IIIT SF", 9574 | Dec. 22,1949 
TEE TEESE. SS. SRLS I OT ET 9633 | Feb. 3, 1950 
Eastern Utilities Associates, mer OVA 9784 | Apr. 4,1950 
Portland Gas & Coke Co., recapitalization Ee es CP ae ssiiahtoneaigsl 10740 | Aug. 29, 1951 











RepusBuiic Eiecrric Powrer Corp. 








Holding 
Name of holding company Date of order pipes al 
No. 
INS SES. FOC Ce cocascwwonwsitecansvetivedtarcepeneussnbeoduestes Oct. 28, 1938 1304 





TYPE AND DESCRIPTION OF ORDER 


Republic Electric Power Corp. filed an 11 (e) plan providing for the merger of 
the subsidiaries operating in Oregon and California into a single surviving corpo- 
ration to be known as California Pacific Utilities Co., the distribution of the stock 
of said company to the stockholders of Republic Electric Power Corp. and for the 
dissolution of Republic Electric Power Corp. and Republic Mutual Service Co. 
In approving the 11 (e) plan the Commission ordered Republic Electric Power 
Corp. to dispose of its interest in two Oklahoma companies, Apache Gas Co. and 
Gas Transport Co. Section 11 (b) (1) and 11 (b) (2). 

Order dated October 31, 1939, pursuant to section 11 (c) extending the time for 
the dissolution of Republic Electric Power Corp. and Republic Mutual Service Co. 
to April 23, 1940 (Holding Company Act, release No. 1770). 








ae A a a ty 


—_——- 
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History of compliance 








Holding 
Name of company Year bow =A Type of action 
. No. 
Apache Gas Co. and Gas Transport | 1939 1770 | Assets of these companies sold and companies 
Co. thereafter dissolved. 
Republic Electric Power Corp. and | 1940 |_..-........ Certificate of notice advising companies 
epublic Mutual Service Co. ee and dissolved received Apr. 28, 














PRESENT STATUS 


Republic Electric Power Corp. dissolved. 


THE CoMMONWEALTH & SovuTHERN Corp. 








Holding 
Name of holding company Date of order amas 
lease No. 
The Commonwealth & Southern Corp-.-_...........-..--.----..-----..-.-....| Dee. 11, 1940 2424 








TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) order requiring subsidiary, Tennessee Utilities Corp., to dis- 
pose of all its properties, assets, and securities by July 1, 1942, or that Common- 
wealth & Southern Corp., by that date, dispose of its interest in the capital stock 
of Tennessee Utilities Corp. 


History of compliance 











Holding 
Name of company Year weeny Type of action 
lease No. 
Tennessee Utilities Corp__.-..-- EEE, 1941 None | Properties sold and company dissolved. 








PRESENT STATUS 
Tennessee Utilities Corp. was dissolved in 1941. 


INTERNATIONAL Hypro-ELectTrRIic SysTEM 





Name of holding company Date of order Act 





International Hydro-Electric System...........-...--------------------+----- Gay Scie - 
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TYPE AND DESCRIPTION OF ORDER 


Order pursuant to section 11 (b) (2) requiring that the holding company liqui- 
date and dissolve. Affirmed in Todd vy. SEC (137 F. 2d 475 (C. A. 6, 1943)). 


History of compliance 





s | Holding 





_ F Company inte e 
s g Name of company Date of order Act, release Type of action 
’ “ No. 
a 
Es oo 
% 


and common stocks of LHES as worthless. 
July 21,1942 | 11 SEC 888__| Opinion and order under sec. 11 (b) (2) that 
HES liquidate and dissolve. 


International ee Jan. 17,1941 | 8 SEC 485...| Commission orders cancellation of class B 
System (IHE | 


4 P|) | a IHES files sec 11 (e) plan for its liquidation 
A and dissolution. 
Kk ( <. «3 a eo Unable to provide for the approaching ma- 


: turity of its debentures, IHES withdraws 

j plan theretofore filed. 

ze: BOR: Bae be<s=2soc ea Commission files sec. 11 (d) proceeding in 
United States district court (Massachu- 

4 setts) asking court to take possession of 

IHES, enjoin creditor suits, and enforce 





order of liquidation (civil action No. 2430 
United States district court, Massachu- 
setts). Court issues preliminary injunc- 
E tion. 

Oct. 11, 1943 Court takes jurisdiction under sec. 11 (d) and 

' continues the injunction. 
eee: Court appoints Bartholomew A. Brickley as 
| trustee of IHES and instructs him to file 





| suit against International Paper Co. 

Od ee Trustee files suit against paper company for 
| $96,000,000. 
1945-47_...... ics sinaiilalatitendiiataed Suit settled for $10,000,000 cash (158 F. 2d 212; 
67 8. Ct. 675, 964). 

J New England Power Asso- | Mar. 15, 1946 res Commission approves sec. 11 (e) plan for re- 
2 ciation (NEPA). | organization of NE PA, largest subsidiary of 
of lHES. Asresult of NEPA’s reorganiza- 
tion, 1HES’ ownership of NEPA’s voting 
¢ | securities was reduced from 88 percent to 8 
: percent. Name of NEPA was changed to 
New England Electric System (NEES). 
| The court affirmed and ordered the plan 
| enforced. 160 F.2d845. The NEPA (now 
a ~ ES) plan was consummated June 3, 





Hudson River Power Corp., | Dec. 5, 1946 | 7042._....._. Ap pero al of merger of these 2 subsidiaries of 
System Properties, Inc. | S to form Eastern New York Power 
Corp. (ENYP 
International Hydro-Electric | June 12, 1947 |__.._....____- Paul H. Todd, 7 ® A stockholder, files sec. 
System. 11 (d) plan for liquidation and dissolution of 
IHES pursuant to Commission's order of 
July 21, 1942 (file No. 54-159). 
en. Gane U7 oa seimnae Gabriel Coplan, preferred stockholder, also 
filed a plan (file No. 54-160). 
Sali Oh, CGT 1 .Ww a sentcodse Preferred protective committee files plan (file 
| No. 54-162). 
pe kg eee Trustee files his first plan (file No. 54-164). 
| Several additional plans were later filed by 
other stockholders, which were docketed 
| under the same file number, 54-164. 
Extensive hearings on the foregoing plans. 
| Paul H. Todd files application for modifica- 
tion of Commission’s dissolution order to 
| permit continued existence of IHES as 
| 


SO PEA le MO ah sl i ARES 


i 1947-48 __ 
Apr. 27, 1948 - 


exempt holding company owning only 

foreign (Canadian) subsidiaries. 

By Sah ioc ccceeckéaka Trustee files his second pee for liquidation 
and dissolution of IHES, providing for 

liquidation in 4 successive stages 





May 27, 1949.) 9120....._._. Opinion and order approving pt. I of trustee’s 
} second plan. 
Dec. 6, 1949...| 9535......... Opinion and order approving pt. II of 


trustee’s second plan, and denying Todd’s 
application for modification of 1942 dissolu- 
tion order. (Order denying Todd applica- 
tion atfirmed on appeal in protective com- 
mittee for class A stockholders of IHES v. 
SEC, 184 F. 2d 646—C. A. 2, 1950.) 
June 13, 1950.) 9917_....._.- Supplemental opinion and order approving 
| detailed plans of trustee for consummating 
pt. II of his second plan 
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History of compliance—Continued 





Holding 


Name of company Date of order Pe ae — A Type of action 
‘No. 





International Hydro-Electric | Oct. 4, 1950_..| 10134......_- Order reconvening hearing to consider pts. 

System—Continued Ill and IV of trustee’s second plan to- 
gether with various coun posals, in- 
cluding proposal of Paul H. Todd that the 
subsidiaries of IHES be sold and that 
IHES be continued as an investment 


company. 

Apr. 13,1951 | 10497........ Order for hearing on trustee’s request for 
authority to make quarterly payments to 
prefe stockholders pending liqui- 
dation. 

June 29,1951 | 10642.......-. Supplemental opinion holding trustee liable 
for interest on delayed interest payments 
to the debenture holders. (Affirmed by 
enforcement court on Oct. 29, 1951.) 

Jan, 21,1952 | 11014........ Opinion and order approving trustee’s re- 
quest for authority to make quarterly pay- 
ments to preferred stockholders. 














PRESENT STATUS 


The matter has been set down for oral argument before the Commission on 
February 14, 1952, on the issues raised by part III of the trustee’s second plan, 
and various alternative plans and proposals of other parties. 

The trustee is in the midst of negotiations for the sale of the properties of 
ENYP, and it is likely that hearings will soon be held as to the proposed terms of 
sale. 

Major issues remaining for determination are: (1) Whether the preferred stock 
is entitled to its full liquidation claim as in bankruptcy; (2) whether the Commis- 
sion should permit the class A stockholders, the preferred stock having been 
retired and the subsidiaries of IHES having been disposed of, to continue IHES 
as an investment company. 


Tue Unitep Lieut & Power Co. System 








Holding 
Name of company Date of order Capesy 
lease No. 
en I i ns enueguabeosknagesoetenioes Mar. 20, 1941 2636 








TYPE AND DESCRIPTION OF ORDER 
Required dissolution of United American Co. pursuant to section 11 (b) (2). 


History of compliance 








Holding 
Name of company Date of order wo wny Type of action 
lease No. 
United American Co-...........-..-. Nov. 18, 1941 3140 | Liquidation of United American / intra- 
s ee (See United Light & 
‘ower Co. 














PRESENT STATUS 


Company dissolved. 

















SEE PIED 


PRE Ratna Ported hy a 
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Tue Unirep Licsat & Power Co. 





| 
hae 
Name of holding company | Date of order |Holding Company Act, 


Mar. 20, 1941 2636 (8 SEC 837). 





The United Light & Power Co.......................-.---------- | 








TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (2) order requiring that United Light & Power Co. and its 
subsidiary, United American Co., be liquidated and dissolved. 
Section 1) (c) 1 year extension granted April 9, 1942 (release No. 3438). 


History of compliance 





| 
Holding | 
Company 
Date of order Act, 
release 
No. 


Name of company Type of action 





The United Light & Power Co_...| June 12,1941 
ES aa Fads eB »...-| Dee. 18, 1941 


2819 Retirement of $3,000,000 of debentures. 
3198 | Retirement of $797,000 of debentures. 


United American Co...............| Nov. 18, 1941 3140 | Liquidation of United American by intra- 
system transfers. 
The United Light & Power Co_.._| Feb. 25, 1942 3345 | Retirement of remaining debentures. 
Se sabsncckéce Eas RE ae Apr. 65,1943 4215 | Liquidation of Light & Power by dis- 


tribution of its assets to its preferred and 
common stockholders on 95-5 percent 
basis. Effected in 1945 following court 
appeals. 











PRESENT STATUS 
Company liquidated. 


Tse Unitep Gas IMPROVEMENT Co. SystEM 








Holding 
Name of holding company Date of order eye 
No. 
amid | crate 
The United Gas Improvement Co..................-..--.-.-----.------------ ifr “ 15, wa 3002 











TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) order directing divestiture by United Gas Improvement Co. 
of its interest in Arizona Power Corp., Concord Gas Co., Manchester Gas Co., 
Wyandotte County Gas Co., Nashville Gas & Heating Co., New Haven Gas 
Light Co., Hartford Gas Co., Connecticut Railway & Lighting Co., and Bridgeport 
Gas Light Co. 





198 STUDY OF SECURITIES AND EXCHANGE COMMISSION 


History of compliance 

















Holding 
Company 
Name of company Year Act, Type of action 
| release 
| No. 
/ 
Connecticut Railway & Lighting Co_| 1943 4288 | Sale of United Gas Improvement Co.,’s interest 
to a nonaffiliated individual. 
eal ge erent Do. 

Bridgeport Gas Light Co...........___- a Do. 

Manchester Gas Co.................._.- 1944 5130 Do. 

Arizona Power Corp................-..- | 1945 5882 Do. 

Nashville Gas & Heating Co............| 1945 5896 | Sale of United Gas Improvement Co.’s interest 

| to Tennessee Natural Gas Lines, Inc. 

Kansas City Gas Co. and Wyandotte | 1946 6770 | Sale of United Gas Improvement Co.’sinterest 
County Gas Co. to the respective companies. 

Hartford Gas Co., New Haven Gas| 1947 7931 | Plan pursuant to sec. 11 (e) for liquidation of 
Light Co., and Connecticut Gas & Connecticut providing for distribution of 
Coke Securities Co. | substantially all United Gas Improvement 

} Co.’s interest in Hartford and New Haven 
| | to security holders of Connecticut . 








PRESENT STATUS 


Order has been complied with. United Gas Improvement Co. remains as a 
registered holding company but has a section 11 (e) plan pending providing 
for consolidation of all companies in system. If plan is consummated, United 
Gas Improvement Co. will become an operating utility company not subject to 
act. 


New EnGLanp Pvusuic Service Co. 





Holding 
Name of holding company | Date of order a 
No. 





ee ee GD CUED Ts Goa pce e ts pains tan ececenevonseccacncees | May 2,194! 2737 





TYPE AND DESCRIPTION OF ORDER 


Order, pursuant to section 11 (b) (2), requiring the company either to recapi- 
talize on an all-common-stock basis or to liquidate. The company elected to 
comply with the order by liquidation. Order, issued December 18, 1942, pursu- 
ant to section 11 (c), extending time for 1 year within which to comply with 11 
(b) (2) order (H. C. A. R. 3987). 
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History of compliance 














| | Holding | 
Name of company | Date of order wory Type of action 
| | lease No. 
New England Public Service Co... Dec. 6, 1941 a a 11 (e) plan filed by company for compliance 
| with Commission’s order. As plan con- 
templated certain ey A steps, no 
hearings were scheduled on the plan. 
Central Maine Power Co., Cum- | Nov. 4,1942 3883 | — > of applications regarding, inter 
berland County Power & Light alia, the merger of Cumberland County 
Co., New England Industries, Power & Light Co. into Central Maine 
Inc., and New England Public Power Co. 
Service Co. : 
Twin State Gas & Electric Co., Yov. 25, 1943 4711 Approval of 11 (e) plan providing, inter 


alia, for the sale of Twin State’s New 
Hampshire properties and for the merger 
of Twin State into Central Vermont. 


Public Service Co. of New 

Hampshire, Central Vermont 

Public Service Corp., and New 
England Public Service Co. 

New England Public Service Co...| Oct. 11, 1945 6123 | Approval of 11 (e) plan for the sale by the 

} company of all of its holdings in non- 

utility or industrial subsidiary com- 


> 


panies. 
‘oor . * - . ifJune 27, 1947 7511 Approval of 11 (e) plan for retirement of 
New England Public Service Co... {june 19, 1950 9982 prior-lien preferred stock. 


PRESENT STATUS 


New England Publie Service Co. has filed its final plan of liquidation, and 
hearings are being held on such plan. 


ENGINEERS PuBLIC SERVICE Co. 





Holding 








| 
Name of holding company : — : Cs -——¥ 
lease No. 
jJuly 23, 1941 2897 
Ey OEE Gino nctnctattbeeesdanccnscostentdtiivitiidedecoanas Dec. 29, 1941 3245 
Sept. 16, 1942 3796 








: TYPE AND DESCRIPTION OF ORDERS 

(1) The order of July 23, 1941, under section 11 (b) (1) directed divestment of 
Puget Sound Power & Light Co. and Key West Electric Co. 

(2) The order of December 29, 1941, under section 11 (b) (1), directed divest- 
ment of Western Public Service Co., Missouri Service Co., and Northern Kansas 
Power Co. on August 10, 1943, extended to December 29, 1943. 

(3) The order of September 16, 1942, under section 11 (b) (1), designated the 
electric-utility system of Virginia Electric & Power Co. as the principal integrated 
public-utility system which Engineers might retain (giving Engineers an oppor- 
tunity to seek modification of the order so as to permit it to retain the electric- 
utility system of Gulf States Utilities Co. (instead of that of Virginia), of which 
opportunity Engineers did not avail itself) and directed divestment of Savannah 
Electric & Power Co., Gulf States Utilities Co., Baton Rouge Bus Co., Inc., 
El Paso Electric Co. (Delaware), El Paso Electric Co. (Texas), El Paso & Juarez 
Traction Co., E] Paso Natural Gas Co., and Engineers Public Service Co., Inc., 
together with certain properties and operations, both utility and nonutility, owned 
or conducted by various of the subsidiaries of Engineers; on September 23, 1943, 
> to December 16, 1943; on June 19, 1944, extended to September 16, 
1944. 
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History of compliance 
(1) ORDER OF JULY 23, 1941 
Holding 
Company 
Name of company Date of order Act, Type of action 
No. 
— Sound Power & Light | Apr. 28, 1943_... 4255 | Pursuant to a voluntary plan of ital- 
0. ization filed under sec. 11 y ap; 
proved by the Commission, 
ownership of — stock was reduced 
to 3 percent. hese residual 
bg sold in a 1943 and Ba 
Key West Electric Co_-_........ Aug. 13, 1943_.../.........- Engineers a its holdings to the city of 
(2) ORDER OF DEC. 29, 1941 
Northern Kansas Power Co_...- pl” ED ER hae Kansas sold small distribution 
system. 
Missouri Service Co-___......... June 1, 1945. ...- 5844 | Engineers make a capital contribution of 
the stock and open account indeb' 
of Northern Kansas and sold 
Service to an individual. 
Western Public Service Co... -.. es S&S ee ew 


Engineers sold its holdings to a group of in- 
dividuals. P 








(3) ORDER OF SEPT. 16, 1942 

Baton Rouge Bus Co_......-.-- Sg  Seeee Sale by Engineers of common stock. 

El Paso Electric Co (Delaware) | Dec. 31, 1943....|........-- El Pa (Delaware), an intermediate hold- 
and El Paso & Juarez Trac- ing company, sold its ge E] Paso 
tion Co. & Juarez Traction Co. and caused El 

Paso Electric Co. (Texas) its subsidiary 
to sell its mee nr gp properties. 

E] Paso Electric Co. (Delaware) _| Feb. 22, 1945. _-- 5629 | Plan < final liquidation samceres. 

Savannah Electric & Power Co. pe. 18, 1945_..- 5738 | Sale b 4 Engineers of its holdings. 

El Paso Natural Gas Co____-_-- ar. 2, 1944.___. 5738 

Virginia Electric & Power Co...| December 1944- |_........- Virginia sold all of its transportation prop- 

March 1945 erties. 

Gulf States Utilities Co., Vir- | Jan. 8, 1947_....- 7119 | Pursuant to final plan for compliance, ap- 

inia Electric & Power Co., approved by Commission under sec. 11 
ft Paso Electric Co., and (e), Engineers sold its Gulf States stock 
Engineers Public Service Co. w on warrants, and distributed all of its El 
Inc. Paso and 94 percent of its Virginia stock 
to its own common stockholders; Engi- 

neers Public Service Co., Inc., a mutual 

service company, was dissolved. 
Virginia Electric Power Co-_...- OE Be nacccsanweseges Engineers sold remaining Virginia common 








stock. 








PRESENT STATUS 


Engineers is in liquidation, and its assets consist only of cash, which will be 
distributed to its common stockholders upon ascertainment of tax liabilities and 


reorganization expenses. 


Tue Unitrep Gas IMPROVEMENT Co. System 








Holding 
Name of holding company Date of order comes 
No. 
Ths Calied Gan Reapseretiettt Ob. cccceccoctsnesncccnsececccsvewececoccoseces July 30, 1941 2013 
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TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) order foo divestiture by UGI of its interest in Common- 

a Utilities a Arizona Ice & Cold Storage Co., Crystal Ice & Cold 

e Co., Home Co, Galveston Ice & Cold Storage 'Co., Merchants Ice & 

Cold inocags Co., Crystal Ice Co., National Ice & Service Co., New State Ice 

Co., St. Louis County Water Co., Springfield Ice & Refrigerating Co., Welsbach 
Co., and Camden County Land Co. 


History of compliance 








Holding 
Company 
Name of company Year Act, Type of action 
release 
No. 
Arizona Ice & Cold Storage Co., Home | 1941 | 3455..__- Companies were sold to nonaffiliated inter- 
Ice Co., Crystal Ice & Cold Storage ests. 
Co., Galveston Ice & Cold Storage 
Co., Merchants Ice & Cold Storage 
Co., Crystal Ice Co., National Ice & 
Servise Co., New State Ice Co., and, 
ringfield Ice and Refrigerating Co. . 
Sty , Louis County Water Co. .........-- 1942 | 3433_.... Sale of U GI's interest to nonaffiliated private 
ure’ 
Welsbach Co. and Camden County | 1944 |.....-..... A property consisting of land and buildings 
Land Co. in New Jersey were taken by United States 
Government by condemnation and com- 
: panies were dissolved. 
Commonwealth Utilities Corp.......... ee Company, having disposed of all its assets, 
ved. 














PRESENT STATUS 


Order has been complied with. UGI remains as a registered holding company 
but has a section 11 (e) plan pending providing for consolidation of all companies 
in system. If plan is consummated, UGl will become an operating utility com- 
pany not subject to act. 


Tue Unitrep Licut & Power Co. System 








Holding Com any Act, 
Name of holding company Date of order release No, 
Amertomn Light & Traction O60... ......2ccccccceccccccecccccccess Aug. 65,1941 | (9 SEC 833) 2923, 











TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) order requiring American Light & Traction to dispose of 
utility and nonutility interests not retainable under the act. 
Section 11 (c) extension order granted August 15, 1942 (Holding Company 
Act, release No. 3741). 
History of compliance 








Holding 
Company 
Name of company Date of order Act, Type of action 
release 
No. 
American Light & Traction Co....| Dec. 30,1947 7951 | Approval of plan pro Teas integra’ 
system comprised of chigan Cone 


ated Gas Co., Milwaukee Gas Light 
Co., and Michigan-Wisconsin Pipe Line 
Co., subject to conditions, and disposi- 
tion of nonretainable interests. Effected 
in 1948. Company’s name has been 
changed to American Natural Gas Co. 
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PRESENT STATUS 


SECURITIES AND EXCHANGE COMMISSION 


Compliance with orders has been effected. American Natural Gas Co. 
surviving company controlling an integrated system subject to jurisdiction e 


the Commission. 


The United Light & Power Co. system 

















Name of holding company =) 
Continental Gas & Electric Co._.............-...---..-....--.. .| Aug. 5,1941 | (9 SEC 833) 2923. 
TYPE AND DESCRIPTION OF ORDER 


Continental required to dispose of Columbus & Southern Ohio Electric Co., 
Point Pleasant Water & Light Co., and Panhandle Power & Light Co. and certain 


nonutilities. 


Section 11 (c) extension order granted August 15, 1942 (Holding Company 


Act, release No. 3741). 


History of compliance 

















Holding 
Name of company Date of order Capes Type of action 
lease No. 
— Pleasant Water & Light | July 22,1942 3688 | Interest in company sold. 
AO. 
Panhandle Power & Light Co____- July 17,1942 3667 Do. 
a & Southern Ohio Elec- | May 9, 1946 6621 | Common-stock interest sold to public. 
trie C 
Continental Gas & Electric Co-_- Dec . 30, 1949 9587 | Liquidation of Continental. 














Company liquidated. 


PRESENT STATUS 


Tue Unrrep Licur & Power Co. System 

















Name of holding company Date of order rem yl Act, 
The United Light & Railways Co................................ Aug. 65,1941 | 2923 (9 S. E. C. 833). 
TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) and (2) order requiring: (1) Disposition of Northern Natural 
Gas Co.; (2) disposition by Continental Gas & Electric Corp. of certain nonretain- 


able properties; 


(3) disposition by American Light & Traction Co. of certain 


ee ot. (4) disposition by United Light & Power Co. of its interests in Detroit 
Mdison Co.; and (5) disposition by United Light & Railways Co. of its interest 
in the subsidiaries of American Light & Traction Co. 

Section 11 (ce) extension granted August 15, 1942 (Holding Company Act release 








No. 3741). 
History of compliance 
Holding 
Name of company Date of order eros Type of action 
lease No. 
Northern Natural Gas Co.........| Sept. 9, 1941 2991 oF of * aren Light & Railways in 
Detroit Edison Co............-.... Dec. 30, 1947 7951 = se of remaining shares of Detroit Edison 
The United Light & Railways Co. | Dec. 30, 1949 9587 Liquidation of Railways and Continental 
and others. as & Electric Co. (see separate tabula- 
tion) by satisfaction of debts, and distri- 
bution of its assets to its stockholders. 
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PRESENT STATUS 
Company liquidated. 


SranpDaRD Power & Lieut Corp. System 











Holding 

Name of holding company Date of order wv 

lease No. 
EE SI iisccciinccpciscsntcecsdehuinoeseienenndinn eahes Aug. 8,1941 | 2929 
Dec. 31, 1948 8773 








TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) order to dispose of ali holdings except the common stock of 
Philadelphia Co. and system service company (seven direct utility subsidiaries, 
two sub-holding-company subsidiaries and seven nonutility companies). 

On December 31, 1948, the Commission entered a section 11 (b) (2) order 
(Holding Company Act Release No. 8773) requiring Standard Gas either to liqui- 
date and dissolve or recapitalize on the basis of a single class of stock. On August 
14, 1951, Commission construed this order as requiring liquidation and dissolution 
since changes in facts had removed the basis for permitting the alternative of re- 
capitalization (Holding Company Act Release No. 10717). 


History of compliance 





j | 
| Holding 








Name of subsidiary disposed of Year weeny Type of action 
| lease No. 
j > -— 
San Diego Gas & Electric Co...........| 1941 | 2841 | Stock of San Diego exchanged for debt of 
| 2872 Standard, and balance of stock sold for 
cash. This was consummated voluntarily 
| shortly before the entry of the 11 (b) (1) 
| order. 
Securities Corp. General. ._...........- a Nee eerratarti Stock sold for cash, 
Pacific Gas & Electrie Co_...........--- 1044 |_..-.. Do. 
1946 | 6608 Do. 
Empresa de Servicios Publicos de Los | 1947 7216 Do. 
Estados Mexicanos, 8S. A. ° 
Mountain States Power Co___......_._- 1947 7276 Do. 
California~-Oregon Power Co_.__......_- 1947 7508 Do. 
Oklahoma Gas & Electric Co...........| 1948 8584 | Portion of stock sold for cash. 
Southern Colorado Power Co-_.......-.- 1949 8854 | Stock sold for cash. 
Northern States Power Co__...........- 1949 8923 Do. 
Louisville Gas & Electric Co__.........- 1949 9330 Do, 
1950 10111 
Market Street Railway Co.............. 1950 10172 | Investment of Standard liquidated for cash 
in connection with reorganization and dis- 
solution plan of Market Street Railway Co. 











PRESENT STATUS 


In order to complete compliance with the 11 (b) (1) order of 1941, Standard 
must still dispose of the following holdings: 








¥ Percent of 
Shares of com- 
Subsidiary outstand- 
mon stock ing stock 
Cr I id Sid) dna cecnceccnduccbssstoascoss 2, 000, 000 108 
en I i oe oc noccesncnenasboasbbeasbaceues 1, 331, 099 56. 2 
jE 8 ESSE aS re ee 5, 000 100. @ 











There is presently pending a section 11 (e) plan for Standard, step I of which pro- 
poses the disposition of all the above security holdings in retirement of the prior 
preference stock of Standard. If and when that plan is approved and consum- 
mated, Standard will have completed compliance with the 1941 11 (b) (1) order. 


23578—52—pt. 1——-14 
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Standard also owns, in addition to the above securities, 96.8 percent of the 
Under step II of the pending section 11 (e) 
plan, Standard proposes to distribute the Philadelphia Co. common stock to the 
holders of its junjor preferred and common stocks and then dissolve, thus com- 
plying with the section 11 (b) (2) order. 


common stock of Philadelphia Co. 


E.ecrric Bonn & SHare Co. System 





Name of holding company 


Holding Company 
0. 


Date of order Act, release 





National Power & Light Co 


Aug. 23,1941 | (9 SEC 973) 2962. 











TYPE AND DESCRIPTION 


OF ORDER 


Section 11 (b) (2) order requiring National to dissolve. 


EXTENSION 


OF TIME 


Section 11 (c)—August 5, 1942—National granted an extension of 1 year from 
August 22, 1942, subject to the condition that National would file plans for 
resolution of the voting power and accounting problems of its subsidiaries (Holding 


Company Act, release No. 2832). 


History of compliance 





Name of company 


Fee 
ompany 
Act, release 


Type of action 





National Power & Light Co 


Houston Lighting & Power Co 


Carolina Power & Light Co.......... 
Houston Lighting & Power Co 


National Power & Light Co 
Birmingham Electric Co 
Pennsylvania Power & Light Co-_-. 


National Power & Light Co 

Pennsylvania Power & Light Co., 
Carolina Power & Light Co., and 
Birmingham Electric Co. 

Lehigh Valley Transit Co 

Memphis Generating Co 


Memphis Street Railway Co 


Memphis Generating Co 
National Power & Light Co 











Disposed of minor investments. Retired 
$2,000,000 principal amount of debt securi- 
ties with treasur 4 

Retired 128,668 ome of preferred stock 
through the exchange of 257,336 shares 4 
the common stock of Houston Lighting & 
Power Co. 

Carolina Power & 4 ~ was reorganized 
eater sec. 11 (e) of the 

Sold balance of common Paani of Houston 
Lighting & Power Co. at competitive bid- 
ding for $12,182,528. Retired 139,048 shares 
of $6 preferred stock with the proceeds. 

Retired balance of 12,000 shares of $6 pre- 
ferred stock at $100 per share. 

Birmingham Electric Co. was reorganized 
under sec 11 (e) of the act. 
Pennsylvania Power & Light Co. reorgan- 
ized under sec. 11 (e) of the act. Under 
this plan National was entitled to sub 
scribe for 1,818,700 shares of Pennsylvania 
common stock at $10 per share. ational 
passed this right on to its own stockhold- 


ers. 

Settlement of claims against Electric Bond 
Share Co. for $750,000. 

Distributed common stock of Pennsylvania 
Power & Light Co., except 34,146 shares, 
Carolina Power & Light Co. and Birming- 
nate Electric Co. to National’s common 

holders. 

Lehigh Valley Transit Co. was reorganized 
under sec. 11 (e) of the act. 

Sold 5,000 shares of common stock of Mem- 
he Co, to the latter company 
or 

Disposed -— its interest in Memphis Street 
Railway Co. for approximately $327,000 
in connection with reorganization of the 
latter company under sec. 11 (e) of the act. 

National sold its interest in Memphis Gen- 

erating Co. to TVA for $1,405,000. 

Paid liquidating dividend of 25 cents a share 
to its common-stock holders. 
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History of compliance—Continued 








Holding 
Name of company Year nS. Type of action 
No. 
Valley Transit Co...........- 1951 Rule U-44 | Sold common stock of Lehigh Valley Transit 
— " (c). Co. to Cincinnati, Newport & Covington 


Rwy. Co. for $810,000. 
Pennsylvania Power & Light Co_....| 1951 | Rule U-44 | Sold 34,146 shares of common stock of Penn- 


(c). sylvania Power & Light Co. thus reducing 
= of National’s assets to cash and cash 
tems. 
National Power & Light Co---.....- 1951 | 10640_...... Commission approved plan under sec. 11 (e) 


whereby dissolution order was modified so 
that National was not required to dissolve. 
Plan also provided for the sale of Bond & 
Share’s holdings of the common stock of 
the common stock of National to Phoenix 
Industries Corp. for 45centsashare. Same 
offer was made to National’s public stock- 
holders who could either accept the offer or 
remain as stockholders of National. Liqui- 
dating value of National’s stock was ap- 
proximately 35 cents a share. National 
was found to have ceased to be a holding 
company. 














PRESENT STATUS 


Order as modified complied with. National was given a 5 (d) order and is no 
longer subject to the act. _ 


Tue Nortu AMERICAN Co. SysTEM 








Holding 
Name of holding company Date of order os 
lease No 
North American Light & Power Co-_-.................---.-.------.-- peaaetts Dec. 30, 1941 3233 








TYPE AND DESCRIPTION OF ORDER 


11 (b) (2) order requiring the liquidation and termination of existence of com- 
pany. Section 11 (c) order extending time for compliance with order was issued 
January 22, 1943 (Holding Company Act, release No. 4066), with another exten- 
sion being granted to December 30, 1943, by order dated September 10, 1943 
(Holding Company Act, release No. 4555). 


History of compliance 








Holding 
Name of company Year 7 Type of action 
release No. 
Power & Light Securities Co_....... 1942 | 3658........ Company was liquidated. Light & Power, 


as owner of all of company’s securities, re- 
ceived assets, includ preferred and com- 
‘mon stocks of Ilinois-lowa Power Co. 
The Blue River Power Co..........- 1942 | 3708........ Light & Power’s 50 percent interest in this 
company sold to the Kansas Power & 
Light Co. for cash. 





North American Light & Power Co.| 1942 9658........ Sec. 11 (e) plan enforced paying off publicly 
held debentures at principal amount. 


Western Illinois Ice Co.............- 1943 | 4516........ Interest of Light & Power and of Illinois 
| Traction Co., a subsid of Light & 

| Power, in this company sold for cash. 
McPherson Oi] & Gas Co...... ibiitwn 1944 | 3708....... Company sold physi perties to the 
| | | Kansas Power & Light Co. and liquidated. 
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History of compliance—Continued 





Name of company ct Type of action 





Illinois Traction Co Illinois Traction Co. sec. 11 (e) plan providin: ng 
for liquidation and dissolution approv 
and enforced by Commission although no 
order under sec. 11 (b) (2) outstanding. 
Under thre plan the publicly held preferred 
and common stocks were paid off in cash 
and Light & Power surrendered its hold- 
ings in Illinois Traction and received 
securities of Illinois Power Co., Kewanee 
Public Service Co., and Caliokiu Manu- 
facturers Gas Co, plus cash. 
Caliokiu Manufacturers Gas Co ....| Physical assets sold to Illinois Power Co. and 
company liquidated. 
Northern ages Gas Co. and one | Light & Power sold 710,500 shares of common 
subsidiar | stock of Northern Natural Gas Co. for cash. 
North ite Light & Power Co_. | Light & Power retired publicly held preferred 
| stock for cash, pursuant to sec. 11 (e) plan 
approved by Commission and enforced in 








court. Also as part of settlement of certain 
intercompany claims Light & Power re- 
ceived securities of Central Terminal Co., 
previously held by Illinois Power Co. and 
also purchased additional shares of common 
| stock of that company. 
Kewanee Public Service Co | | Light & Power sold its interest in Kewanee 
| Public Service Co. to Lilinois Power Co. 





Illinois Power Co. and 8 subsidiaries_. | Light & Power distributed common stock of 
Illinois Power Co. to its publicly held 
common stock pursuant to sec. 11 (e) 


| approved by Commission and enfo by 


court. 

9078, 9151...; Light & Power sold a portion of its remaining 
holdings in Iilinois Power Co. and dis- 
tributed balance to the North American 
Co, in liquidation. 

The Kansas Power & Light Co Light & Power distributed its investment in 

Kansas Power to the North American Co, 

in partial liquidation. 

Central Terminal] Co U-44 (e)....| Company liquidated and dissolved, it hav- 

ing sold its physical assets in prior years. 

Missouri Power & Light Co Light & Power transferred its securities 

holdings of Missouri Power to the North 

American Co. 














PRESENT STATUS 


All of common stock of Light & Power is held by the North American Co. 
Light & Power’s only asset is cash. The dissolution of the company should be 
effected shortly. 

Unitep Pusuic Utinities Corp. 








Holding 
Name of company Date of order | Company 





United Public Utilities Corp o Mar. 4, 1942 
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TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) order requiring divestment of interests in Alabama United 
Tce Co., Fort Smith Gas Co., Southern Producing Co., Cap F. Bourland Ice Co., 
Louisiana Ice Service, Inc., and Texas Ice & Refrigerating Co. By orders dated 
April 23, 1943, and October 14, 1943, the time for compliance with the above sec- 
tion 11 (b) (1) order was extended to March 4, 1944 (Holding Company Act 
Release Nos. 4268, 4625). 


History of compliance 


Holding 
Name of company Date of order omy Type of action 
| lease No. 





Texas Ice & Refrigerating Co., | Oct. i 4625 | Sale ~ 4A UPU of all securities of both com- 
Cap F. Bourland Ice Co. pani 
Alabama United Ice Co. he ° 4730 | Sale “4 v PU ofall of Alabama outstanding 
securities 
Louisiana Ice Service,Inc - --| Dee. 22, 1943 477 Sale by UPU of all of Louisiana securities. 
Fort Smith Gas Co., Southern Gas Jan. 4 5572 | Sale by UPU of its investments in these 
| 
| 





Producing Co. | companies. 














PRESENT STATUS 


UPU has dissolved. 


Tre Norta AMERICAN Co. SystTeEM 





Holding 
Name of holding company 


Company 
Date of order Act, release 





The North American Co incrtadtindaten ala eal il eecaliath .-| Apr. 14,1082 | 3405 





TYPE AND DESCRIPTION OF ORDER 








Sec. 11 (b) (1) order requiring the disposition by North American of its direct 
and indirect interest in 67 companies, permitting the retention of 8 com- 
panies and reserving for future determination the question of retention of 2 | 
companies, and gas operations. 
Sec. 11 (c) order extending time for gperiene with above order to Apr. 14, 
1944, was issued on Sept. 23, 1943 (HCAR No. 4580). 
Order issued under sec. 11 (b) () requiring the disposition of its interest in the | 
St. Louis County Gas Co | Apr. 7, 1945 
Order issued modifying sec. 11 (b) (1) order of Apr. 14, 1942, to permit the 
———— and retention by Union Electric Co. of M issouri of a new com- 
prs ganized to acquire about 20 percent of the coal properties of West 
mney Fy Coal Co, (later named Poplar Ridge Coal Co) July 20,1949 | 


Order issued modifying sec. 11 (b) (1) order of Apr. 14, 1942, to permit the 
acquisition and retention of Missouri Power & Light Co. by Union Electric 
Co. of Missouri subject to condition that ice, water and isolated electric 
property be disposed of and reserving for future determination retention of 
i is hee ba ds Oe inne nnsadierberssbensresedauennee .| Dec. 28, 1950 

Order granting request for extension of time to Dec. 31, 1951, to dispose of 
Missouri Power water no. .| June 13, 1951 

a granting request for extension of time to June 30, 1952, ‘to. dispose of 

Missouri Power water properties | Dee. 14, 1951 
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History of compliance 





Name of company 


Holding 


Type of action 





The Detroit Edison Co. and 6 sub- 
sidiaries. 


Mpwentees Light, Heat & Traction 
0. 


Mississippi River Power Co., Iowa 
Union Electrie Co. 


The Cleveland Electric Nluminating 
Co. and 2 subsidiaries. 


St. Louis County Gas Co 
Washington Railway & Electric Co. 


| 
Wisconsin Electric Power Co. and 


6 subsidiaries. 
Potomac Electric Power Co. and 1 


subsidiary. 


Pacific Gas & Electric Co. and 5 
subsidiaries. 


West Kentucky Coal Co. and 2 
subsidiares. 


Poplar Ridge Coal Co 


Cope Transit Co. and 2 sub- 
sidiaries. 


North American Light & Power Co... 


The Kansas Power & Light Co 


Illinois Power Co 





Rule U-44 
(ec). 


7747, 7846, 
Rule U- 
44 (c). 





7273, 7526...| Company dis 


U-44 (c)....) 


Commission permitted declaration to beeome 
effective with respect to a quarterly distri- 
bution of 154,632 shares of common stock of 
Detroit Edison Co. After their distribu- 
tion North American held only 970 shares 
out of 1,222,315 shares held in early 1941. 

Company’s assets, including Hevi Duty 
Electric Co., transferred as a liquidating 
dividend to North American, and stock of 
Milwaukee Light, Heat & Traction Co. 
transferred to The Milwaukee Electric 
Railway & Transport Co., a subsidiary of 
Wisconsin Electric Power Co. 





| See, 11 (e) plan, not requiring court enforce- 
| ment, in which Mississippi River Power 
Co. was merged into Union Electric Co. of 


Missouri and Iowa Union Electric Co. of 
Illinois (name changed to Union Electric 
| _ Power Co.), 
sed of entire investment in 
a lectric INuminating Co. for 
cash. 

| Company sold entire investment for cash to 
nonaffiliated gas utility company. 

North American surrendered common stock 
and participation units for common stock 
in exchange for common stock of Potomac 
Electric Power Co., in accordance with 
sec. 11 (e) plan filed by Washington Ry. 
and approved by Commission and court. 

Company disposed of 26,742 shares of common 
stock of Wisconsin Electric, being all that 
remained of a total of 2,493,710 which had 
been distributed in 1947 and 1948. 

In 1948, North American sold its remaining 
holding consisting of 50,476 shares of Poto- 
mac Electric Power Co., it having previ- 
ously distributed 2,022,637 shares of Poto- 
mac common stock to its own stockholders. 

In 1948, North American sold its remaining 

| interest in Pacific Gas & Electric Co., con- 

sisting of 2,563 shares of common stock, it 
having distributed 1,255,532 shares to its 
stockholders between 1943 and 1948, and 

having sold 775,000 shares in 1945 and 1948. 
In 1949, North America distributed its entire 

| investment in West Kentucky Coal Co. 
One small subsidiary of West Kentucky 
dissolved in 1943. Prior to distribution, 
a new subsidiary of Union Electric or- 
ganized to ~, about 20 percent of coal 
properties of West Kentucky. 

Common stock of Poplar Ridge transferred 
as a capital contribution to Union Electric 
Co. of Missouri. 
North American sold 109,458 shares of com- 

| mon stock of Capital Transit for cash. It 
had previously acquired these shares for 
cash from Washington Railway. 

North American surrendered its Light & 
Power debentures and preferred stock to 
that company and received all the out- 
standing common stock of the Kansas 
Power & Light Co. and 58,685 shares of 
Illinois Power Co. (formerly Illinois-lowa 
Power Ce.). 

The common stock of the Kansas Power & 
Light Co. and 2 subsidiaries merged dur- 

| ing the year were distributed to North 

| American stockholders. 

| North American’s interest in this company 

disposed of by cash sale. [linois Power 
of xreviously acquired Kewanee Public 

Service Co., and it also had 7 inactive sub- 

sidiaries. 

















STUDY OF SECURITIES AND EXCHANGE COMMISSION 209 


PRESENT STATUS 


At the present time North American holds all the common stock of Union 
Electric Co. of Missouri. The Union Electric system, in addition to its electric 
operations, also has certain gas operations, the status of which under section 
11 (b) (1) of the act has not been finally determined. Union Electric recently 
acquired a 40 percent interest in Electric Energy, Inc., a generating company 
organized to furnish power to an atomic energy plant. The Commission has 
reserved jurisdiction to consider at a later date the question of whether this 
company may be part of Union Electric’s integrated electric system. 

North American still retains its interest in Hevi Duty Electric Co., a small 
manufacturing company, and in North American Utility Securities Corp., an 
investment trust company, both required to be disposed of pursuant to the 
April 14, 1942, order. A plan of liquidation of NAUSCORP is before the Com- 
mission for decision,;and North American discussed certain problems involved 
in the sale of Hevi Duty with the staff of the Commission. 

In addition it still has about 1,000 shares of stock of Detroit Edison, which are 
readily marketable, and its investment in 60 Broadway Building Corp. It also 
holds all the common stock of North American Light & Power Co. whose only 
asset consists of cash. Certain fee matters involving the Light and Power 
dissolution have not yet been finally resolved. 

The Commission has previously indicated (Holding Company Act, release No. 
8687) that once North American fully complied with the April 14, 1942, order 
that the existence of North American over the Union Electric system should be 
terminated. 


Holding 
Name of holding company Date of order hap 


NO. 








The Washington & Rockville Ry. Co. of Montgomery County : Apr. 14, 1942 3405 





TYPE AND DESCRIPTION OF ORDER. 


Section 11 (b) (1) order requiring Washington & Rockville to divest its interest, 
consisting of 33.32 percent of the stock, in Great Falls Power Co. 


History of compliance 





Holding 
Name of company = Type of action 
lease No. 





Great Falls Power Co ; 4335 | Sec. 11 (e) order extending time for compli- 
ance for 6 months. 

4655 | Sec. 11 (e) order extending time for compli- 
ance to Apr. 14, 1944. 

7 | Washington & Rockville transferred its inter- 
est in Great Falls Power Co. to its parent, 
Washington Railway & Electric Co. 














PRESENT STATUS 
Company has dissolved. 








Name of holding company Date of order 








Washington Railway & Electric Co . | Apr. 14, 1942 





TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) order requiring Washington ny to divest four nonutility 
subsidiaries, Great Falls Power Co., Capital Transit Co., and the latter’s sub- 
sidiaries, Montgomery Bus Lines, Inc., and the Glen Echo Park Co. 
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History of compliance 





Holding 
Name of company ns Type of action 


lease No. 





Washington Railway & Electric Co___-- 4335 | Sec. 11 (c) order extending time for com- 

pliance for 6 months. 

4655 | Sec. 11 (e) order extending time for com- 
pliance to Apr. 14, 1944, 

Washington Railway received 33.32 percent 
of the common stock of Great Falls which 
shares were owned by its subsidiary, the 
Washington & Rockville Ry. Co. 

Washington Railway, as a step in its dissolu- 
tion, distributed the stock of Capital Tran- 
sit to its stockholders, including North 
hed for a consideration of $20 per 
share. 














PRESENT STATUS 


The company has dissolved. 





Name of holding company Date of order 





Illinois Power Co Apr. 14, 1942 





TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) order specifically directed against Illinois Power Co. (formerly 
Illinois Iowa Power Co.) requiring it to dispose of its interest in Illinois Terminal 
Co., Des Moines Electric Light Co., Iowa Power & Light Co. and shall cease to 
own or operate any property directly or indirectly issued in conducting the ice, 
water, oil drilling, and transportation business. 

Section 11 (c) order extending time for compliance with order to April 14, 1944 
was issued June 11, 1943 (Holding Company Act release No. 4349). 


History of compliance 





Holding 


Name of company r pone — A Type of action 





Tilinois Power Co. sold its interest in these 
Des Moines Electric Light Co Z 
Iowa Power & Light Co 1943 canes for cash to nonafliliated hold 


Assets of these 2 companies sold for cash to 
Tilinois Terminal R. R. Co 
St. Louis Electric Terminal Ry. Co_. 1945 { new company organized by nonaffiliated 


interest. 
| Water properties at Mound City, Il., sold 
© i cash Tonge , inte at Peoria mi, 
\|]}Transportation properties a 
Lllinois Power Co 1946 ---- |) sold for cash to nonaffiliated inte 
Ice properties at Jacksonville, Tl, : sold for 
cash to nonaffiliated interest. 
Central Terminal Co Illinois Power sold its interest in Central 
Terminal Co. to Light & Power, as part of 
settlement of intercompany claims bet ween 
the 2 companies. Settlement presented as 
part of sec. 11 (e) plan, which was approved 
Commission and enforced by courts. 
Illinois Power Co U-44 (c)._..| Ice Teepenties at Vandalia, Hillsboro, Litch- 
field, Greenville, IIl., sold for cash to non- 
affiliated interest. 
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PRESENT STATUS 


Illinois Power Co. has substantially complied with section 11 (b) (1) order of 
April 14, 1942. In recent communication company stated remaining ice and 
water companies would be disposed of when a buyer could be found. The oil 
drilling operation carried on company property has been discontinued. 


NORTHERN NatTurRAL Gas Co. 





Holding 
Company 
Act, re- 

| lease No. 


Name of holding company Date of order 





| 
Nn iirc cnt oredr atndetguitenindidbendineyenncecssccenenl Mts 14, 1943 | 3405 


TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) order requiring Northern Natural to divest its subsidiary’ 
Argus Natural Gas Co., a gas utility company, and allowing the retention of 
Peoples Natural Gas Co. 

History of compliance 





Holding 
|Company}| 
| Act, re- 

| lease No. 


Name of company Year Type of action 





' 

Argus Natural Gas Co.................-} : 234.....| Modification of order of Apr. 14, 1942, permit- 
ting Northern to retain the transmission 
properties of Argus. 

Sec. 11 (c) order extending time for com- 
| _ pliance for 1 year. 

..| Modification of order of Apr. 14, 1942, permit- 
ting Peoples to acquire, by merger, the 
residual] distribution properties of Argus. 








PRESENT STATUS . 


The company is a holding company subject to the act. The company has filed 
an application for exemption under section 3 (a) of the act. Hearings thereon 
have been completed and the matter is before the Commission for decision. 

Tue Cotumsia Gas System, Inc., System 
(Formerly Columbia Gas & Electric Corp.) 





Holding 


Name of holding company Date of order Prey « 
No. 





Columbia Gas & Electric Corp., Columbia Oil & Gasoline Corp 





TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) order requiring divestiture of interests in Panhandle Eastern 
Pipe Line Co. 
History of compliance 





Holding 
Company 
Act, re- 
lease No. 


Name of company Type of action 





Panhandle Eastern Pipe Line Co._...- 4319 | Sale of interest in Panhandle to Phillips 
Petroleum. 
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PRESENT STATUS 


Order has been complied with, Columbia Oil has been dissolved, Columbia Gas 
continues as a registered holding company. 


Tue CoMMONWEALTH & SouTHERN Corp. SystEM 





Name of holding company Date of order 











The Commonwealth & Southern Corp 





TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (2) order directing Commonwealth to change its capitalization 
to one class of stock, namely, common stock. 


History of compliance 





Holding 
Com- 
Name of company pany Act, Type of action 
= 

0. 





The Commonwealth & Southern Corp_. 4241 | Reacquired for retirement 18,000 shares pre- 
ferred stock from proceeds of sale of interest 
in Springfield Transportation Co. 

6930 | Expenditure of up to $5,000,000 cash by Com- 
monwealth to reacquire its preferred stock 
at $117 per share, $1 below the closing mar- 
ket on date of Commission order. 


The Commonwealth & Southern Corp. Transfer of Commonwealth’s retainable 
and the Southern Co. Southern subsidiaries to the Southern Co. 


The Commonwealth & Southern Corp-- Dissolution plan of Commonwealth approved 
pursuant to sec. 11 (e) preferred stock of 
company retired by distributive cash and 
common stocks of Consumer Power Co. 
and Central Illinois Light Co. balance of 
assets distributed to common-stock holders, 
by distribution to them of common stock 
of Ohio Edison Co. and the Southern Co. 
and residual assets to the Southern Co. 
(See sheet showing compliance with sec. 
11 (b) (1) order.) 














PRESENT STATUS 


Commonwealth has filed an application to accelerate the transfer of all its 
remaining assets, consisting principally of cash and common stock of Southern, 
to Southern as contemplated in its dissolution plan, and dissolve immediately. 


THe Mippite West System 





Name of holding company Date of order 











Central & South West Corp. and American Public Service Co.................| June 4, 1942 





TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (2) order requiring that corporate existence of one of such com- 
panies be terminated and that surviving company be recapitalized on a one-stock 


basis. 
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Histery of compliance (11) (b) (2) 





Holding 
Name of company | Date of order wr ay Type of action 
lease No. 





Central & South West Corp. and | Apr. 30, 1946 | 6606 | Sec. 11 (e) reorganization plan merging the 

American Public Service Co. 2companies. Name of merged company 

j changed to Central & South West Corp. 

1 stock capitalization. Plan consum- 
mated in 1947. 








PRESENT STATUS 


Compliance with orders has been effected. Company operates an integrated 
electric system subject to Commission jurisdiction. 


STANDARD Power & Licut Corp. SysTEM 


Holding 
Name of holding company | Date of order ae 


lease No. 








| 
Standard Power & Light Corp 4 June 19, 1942 3607 








TYPE AND DESCRIPTION OF ORDER 


11 (b) (2) order requiring Standard Power to liquidate and dissolve. 


HISTORY OF COMPLIANCE 


In 1945 the Commission approved an 11 (e) plan proposing the liquidation and 
dissolution of Standard Power. However, the plan was never consummated as 
it was contingent upon consummation of an 11 (e) plan for the recapitalization of 
Standard Gas which failed of consummation due to a change in market conditions. 
In 1951 the Commission permitted the company to withdraw such plan. 


PRESENT STATUS 


Compliance with order expected to be deferred until consummation of at least 
part of the pending plan for Standard Gas. 


Community Power & Licur Co. 








Holding 
Name of holding company Date of order ——— 


No. 





| 


Community Power & Light Co__.- ; . July 8, 1942 | 3676 





TYPE AND DESCRIPTION OF ORDER 


Community Power & Light Co. filed an 11 (e) plan providing for sale of prop- 
erties, elimination of unnecessary companies, merger of properties and other 
related transactions to bring about compliance with section 11 (b) of the act. In 
approving the 11 (e) plan the Commission found that certain properties were not 
io a and ordered that they be disposed of within 1 year, pursuant to section 
11 (b) (1). 

Order dated August 21, 1943, pursuant to section 11 (c) extending time for 
ew for 1 year from July 8, 1943. (Holding Company Act Release No. 

4.) 
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History of compliance 





Holding | 
Company 

Name of company Act, Type of action 
release 





Gothenburg Light & Power Co Sale of property. 
Nebraska Light & Power Co Do. 
Missouri Utilities Co e Sale of securities. 
The Dakota Power Co. and Black Hills Do. 

Power & Light Co. 
i Sale of assets. 


The Kansas Utilities Co___- 0. 
Community Power & Light Co. and Merged into Southwestern Public Service 


General Publie Utilities Inc. Co. 
Southwestern Electric Co. and Texas Companies liquidated. 
New Mexico Utilities Co. 
Arizona Electric Power Co. and Flag- Sale of securities. 
staff Electric Light Co. 
Holbrook Light & Power Co. and South- Sale of assets. 
western Ice Co. 
Gulf Public Service Co. .._.._.........- 5188 | Sale of securities. 
Southwestern Public Service Co 5472 | Order declaring company has ceased to be 
| holding company. 




















PRESENT STATUS 


Community Power & Light Co. merged into Southwestern Public Service Co. 
and that company on December 5, 1944 was given a 5 (d) order declaring that it 
had ceased to be a holding company. 


AssocriaTED Gas & ELecrric Co. PrRepEcEssoR or GENERAL Pusiic UTtinities 
Corp. 
SEC reports or 
Name of holding company Holding Company 
Act, release No. 








Trustees of Associated Gas & Electric Corp j 3729 (11 SEC 1115). 
4024 (11 SEC 1123). 








TYPE AND DESCRIPTION OF ORDER 


The trustees of Associated Gas & Electric Corp. were ordered, pursuant to 
section 11 (b) (1) of the act, to divest themselves of all their interest in the 111 
companies named below. 

Extension of time granted, pursuant to section 11 (c)—January 10, 1944—-15 
§. E. C. 239. 
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History of compliance 








Name of company 


Nature of compliance 


SEC reports or 
Holding Company 
Act, release 





Granville Electric Co 
Litchfield Electric Light & Power Co 
Long Island Water Corp 


r Co 

Patchogue Electric Light Co 

Staten Island Edison Corp 

Richmond Light & Railroad Co 

Spring Brook Water Co 

Dover Gas Light Co 

Eastern Shore Publie Service Co. (Delaware) 
Eastern Shore Public Service Co. of Maryland. 
Eastern Shore Public Service Co. of Virginia_- 
Maryland Light & Power Co 

Sanford Gas Co. 

Sante Fe Land Co 

Lexington Water Power Co 

South Carolina Electric & Gas Co 


Southern Electric Utilities Co 
Tide Water Power Co. 


Virginia Public Service Co 
= Rapid Transit Corp 

Harpers Ferry Paper Co 
Virginia Northern Ice Co: 
Arizona General Utilities 
Eastern Land Corp 


Escudero Electric 8 Sa Se ara See ie 


Indiana Gas a Co 

Lake Shore Gas 

Louisiana Public Utilities Co., Ine. 
Manila Electric Co.'! 

Associated Usene Investing Corp 
Missouri General Utilities C 

Missouri Southern Public Senvies Co 
New Matamoras Electric Co_- : 
Ohio Midland Light & Power Co 
Owensboro Gas Co 

Panhandle rma Service Co 
Portsmouth Gas Co 

Tri Cities Utilities Co 

Union Gas & Electric Co- - 

West Virginia Light, Heat & Power Co-- 
Northeastern Water & Electric Corp 


Biglerville Water Co. 

Caribon Water, Light & Power Co. 
City Water Co 

Clarion Water Co. 

Consumers Water Co. of Montrose, Pa. 
Dawson Springs Waterworks Co. 
Eastport Water Co. 

Edwardsville Water Co. 

Ellwood Consolidated Water Co. 
Everett Water Co. 

C tettysburg Water Co. 

Grafton Water Co. 

Greenville Water Co. 

Guilford Water Co. 

Hampton Water-Works Co. 
Hartland Water Co. 

Hazelton Water Co. 

Latrobe Water Co. 

Limestone Water & Sewer Co. 
Louisa Water Co. 

Mars Hill & Blaine Water Co. 
Maryland Water Works Co. 
Massachusetts Water Works Co. 
Mechanic Falls Water Co. 

Mystic Valley Water Co. 

North Berwick Water Co. 
Northeastern Water & Electric Service Corp. 
Norway Water Co. 

Oxford Water Co. 











Sale of properties - 
Sale of stock 
Sale of investment 


Sale of roperti ies 
Sale of investment. _-.... 


Exchange of securities 
with another holding 
company. 

Merged into affiliate - _.- 

Merged into parent 

Merged into affiliate _ __. 

Distribution to parent’s 
stockholders. 

Merged into parent _ ___- 

Sec. 11 (e) plan 

Sale of securities 

Sale of stock - 

Sale of interest - Ae 

ae” of Properties... a 


Sale of assets __ 
Sale of investment 
Sale of properties....._.. 


Sale of interest. ._......- } 
a Trastecs: report. 


Sale of properties... _- 
Sale of stock of holding 
company. 








Annual report. 
14SEC 298. 
report. 


Trustees’ 

15 SEC 885. 
Trustees’ re 
pA ‘yo 75. 
ee report. 
Annual report. 
Trustees’ report. 


14 SEC 76. 


14 “ze 211, 
13 SEC 442. 
6915 


Trustees’ report. 
6407. 

Annual report. 
15S E C 903. 
15S E C 603. 


Trustees’ report. 
158 E C 475. 


ll 
12SEC 4 


1 On Feb. 9, 1945, these two companies were eliminated from the list of companies MLAPRE to — = ested, 


18 SEC 283. The divestment order was reinstated on Dec. 28,1951. See Rele 


ase 10982 and belo 








216 


History of compliance—Continued 
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Name of company 


Date 


Nature of compliance 


Bente reports or 
olding Company 





Northeastern Water & Electric Corp.—Continued 
Parkesburg Water Co. 
Penobscot County Water Co. 
Riverton Consolidated Water Co. 
Salisbury Water Supply Co. 
Sangerville bal Supply Co. 
Skowhegan Water Co. 
Southwest ater Water Co. 
Stockton Springs Water Co. 
Waldoboro Water Co. 
West Helena Water Works Co. 
West Penn Water Co. 
Broome Electric Corp 
Lockport Light, Heat & Power Co 
Massachusetts Northeastern Transportation Co-_- 
New Jersey & Staten Island Ferry Co. - 
Reading & Southwestern Street Railway Co. 
Reading Street Railway Co. 
Reading Traction Co. 
Schenectady Rapid Transit, Inc 
peme | Publie Service Co 
iated Real Properties, a 
EM. Gilbert Engineering Cor 
Paul Smith’s Electric Light = Power and Rail- 


Co. 

Paul Smith’s Hotel Co 
Railway and Bus Associates-_-_-__._- Pet ee 
Gas and Electric Associates 
Richmond Railways, Inc. 
Rochester Transit Corp 

East Avenue Bus Co., Inc. 

Railway Properties Corp. 

Rochester Electric Railway Co. 

Rochester Interurban Bus Co., Inc. 
Syracuse Transit Corp. and Syracuse & Valley 

Land Co. 

Utilities Investing Trust. 
New England Gas & Electric Association 
General Utilities Co : 
New London Power Co 
Western Reserve Power & Light Co 
Ohio Northern Public Service Co 








Sale of Savestanetis.. mate 
ved . 


Dissolv 
Merged into parent 
Sale of stock 


Sale of stock 
Dissolved .........- 





Teme’ report. 


os 


Do. 
Trustees’ report. 


Do. 
Do. 


Annual report. 
| 4109. 
17 SEC 485. 


17 SEC 485, 


--| 17 SEC 51. 
| Annual report. 


Trustees’ report. 
Do. 


| Trustees’ report. 


> report. 
12 SEC 585. 


_| 12 SEC 585. 


12 SEC 585. 


_.| ‘Trustees’ report. 





PRESENT STATUS 


Order complied with. 





Name of holding company 


| Date of order! 


| 


| SEC repoi ts 
| or Holding 
Company 





Trustees of Associated Gas & Electric Corp 


| Nov. 18, 1941 


| Act,! release 
| 





TYPE AND DESCRIPTION 


OF ORDER 


Northeastern Water Companies, Inc., a subholding company, was ordered dis- 


solved. 


History of compliance 





Name of company 


Nature of compliance 





Northeastern Water Companies, Inc._..| 1941 





Dissolved pursuant to sec. 11 (e) plan 
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PRESENT STATUS 
Fully complied with. 
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Name of holding company 


Date of order 


SEC reports 
or Holding 
Company 
Act, release 

No. 





Trustees of Associated Gas & Electric Corp 


| 
| July 25, 1945 
} 








TYPE AND DESCRIPTION OF ORDER 


The trustees of Associated Gas & Electric Corp. were ordered to divest them- 
selves of all interest in its indirect subsidiary, Florida Power Corp. and the 


latter’s subsidiary, Georgia Power & Light Co. 


History of compliance 





Name of company 


Nature of compliance 


SEC reports 
or Holding 
Company 
Act, release 

No. 





General Gas & Electric Corp 





Oct. 11,1945 | Sale by holding company of common 
| stock of Florida Power Corp. 


6124 








PRESENT STATUS 
Fully complied with. 





Name of holding company 


Date of order 


SEC reports 
or Holding 
Company 
Act, release 

No. 





General Public Utilities Corp 





TYPE AND DESCRIPTION OF ORDER 


Divest itself of its interest in New York State Electric & Gas Corp. 


History of compliance 





Name of company 


Nature of compliance 


| 

| SEC reports 
or Holding 
Company 
Act, release 





General Public Utilities Corp___.._- 


offering. 








Sale of stock to stockholders on rights 


8924 








PRESENT STATUS 
Fully complied with. 





Name of holding company 


Date of order 


SEC reports 
or Holding 
Company 
Act, release 

No. 





General Public Utilities Corp 


Aug. 25, 1949 





9296 
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TYPE AND DESCRIPTION OF ORDER 
GPU ordered to divest itself of its interest in Rochester Gas & Electric Corp. 


History of compliance 





























SEC reports 
or Holding 
Name of company Date Nature of compliance Company 
Act, release 
No. 
General Public Utilities Corp_.......-- 1949 | Sale of stock to stockholders on rights 9296 
é offering. 
PRESENT STATUS 
Fully complied with. 
SEC reports 
or Holding 
Name of holding company Date of order | Company 
Act, release 
No. 
i a hk din dn hecen centr semendadenesescecerebecns | Dec, 28, 1951 10982 








TYPE AND DESCRIPTION OF ORDER 


General Public Utilities Corp. was ordered, pursuant to section 11 (b) (1) to 
divest itself of its interest in (a2) Northern Pennsylvania Power Co. and its sub- 
sidiary, the Waverly Electric Light & Power Co., (b) the gas properties of Jersey 
Central Power & Light Co., (c) the steam-heating properties located at Chear- 
field, Pa., of Pennsylvania Electric Co., (d) the life insurance business of Employees 
Welfare Association, Inc. (of Delaware), insofar as it relates to persons other than 
employees or officials of companies in the General Public Utilities Corp. holding 
company system. In addition, the August 13, 1942, order with respect to Escu- 
dero Electric Service Co., and Manila Electric Co. was reinstated. 


PRESENT STATUS 


No steps taken in compliance. 
General Public Utilities Corp. is the survivor of the Associated Gas & Electric 
System and is a registered holding company subject to all provisions of the act. 


Ex.ectrric Bonp & SHARE Co. System 








Holding Com y Act, 
Name of holding company Date of order so Ko 
American Power & Light Co_..................-.-... Aug. 22,1942 | (11 SEC 1146 (1942)) 3750. 














TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (2) order directing that American Power & Light Company be 
dissolved. 


5 
. 
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History of compliance 
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Name of company Year aa Type of action 
American Power & Light Co...| 1943 | 12 SEC 886 (1943)___._ American Light & Power Co.—portion 


13 SEC 764 (1943) _ . . 


.| American Power & L 


of debentures ee. 
ht Co.—portion 
of debentures reti 


Florida Power & Light Co_..__.| 1943 | 15 SEC 85 (1943)_.___.| Florida Power & Light Co.—reorgan- 
American Power & Light Co..._| 1944 | 13 SEC 764 (1943) ____- American Power & a Co.—portion 
of debentures retired 
Nebraska Power Co-_.........-- BEE ST GG detsencutbemsceune Nebraska Power Co. common stock 
sold to a public authority. 
Glacier Production Co--_.......- ee Rela Leese A ieee Co.—company 
issolv 
American Power & Light Co_..| 1945 | 6176, 6201, 6258 ...| American Power & Light Co.—te- 
maining debentures retired. 
Central Arizona Light & Power | 1945 | 6179...............-.-- Central Arizona Light & Power Co.— 
0. common stock sold. 
New Mexico Electric Service | 1045 | 6281_...........-.....- New Mexico Bey Service Co.— 
Co. common stock sold. 
Minnesota Power & Light Co..| 1045 | 5850................-.- ——— Power & Light Co.—reor- 
gan 
Texas Public Utilities Corp... _- A ee eee Texas Public Utilities Corp.—com- 


mon stock sold to nonaffiliated in- 


dividuals 


Pacific Power & Light Co___...| 1950 | 9642, 9047............_. Pacific Power & Light Co.—common 


stock sold to group of investment 
bankers and others. 
Florida Power & Light Co.,| 1950 | 9350-A, 9389....._____. Pursuant to a sec. 11 (e) plan the com- 


mon stocks of Florida 
Light Co., the Montana Power Co., 
and Texas Utilities Co. were dis- 
tributed to the pre com- 
mon stockholders of America; the 
preferred and common stocks were 
reclassified into a single class of com- 
mon stocks. 


Minnesota P Light Power & 
Co., The Montana Power 


Co., and Texas Utilities Co. 


American Power & Light Co__.| 1950 | 9048..................- American Power & Light Co.—$6.89 
eae cash distribution to stock- 

olders. 
BG ons awcdcdbecpedsatanet ff | ae American Power & Light Co.—$2 per 
ae eash distribution to stock- 
Portland Gas & Coke Co._....-. 1951 | 10740, 10812...........- Portland Gas & Coke Co.—reorgan- 














PRESENT STATUS 


The remaining assets of American Power & Light Co. consist of the common 
stock of the Washington Water Power Co., 10 percent of the common stock of 
Portland Gas & Coke Co., and the securities of an inactive nonutility company, 
Washington Irrigation & Development Co. 

American has filed a notice of intention with the Commission, pursuant to 
rule U-—44 (ce), to sell the Washington Water Power Co. common stock to public 
utility districts of the State of Washington. In a memorandum opinion, notice, 
and order dated January 18, 1952 (Holding Company Act, release No. 11009), the 
Commission determined that such notice should be treated as a declaration and 
ordered a hearing thereon, together with a hearing to determine whether the terms 
and provisions for the distribution of the Washington Co. stock set forth in a plan 
previously filed by American are fair and equitable and may appropriately be 
approved by the Commission as a plan pursuant to section 11 (d) of the act. On 
January 25, 1952, the United States Court of Appeals for the Ninth Circiut issued 
an order granting a petition of the public utility districts for a temporary stay of 
the proceedings before the Commission and for review of the Commission’s order 
of January 18, 1952. 

Under the terms of the plan for the reclassification of the stock of American 
Power & Light Co., consummated as of February 15, 1950, American is committed 
to dispose of its holdings of the Common stock of Portland Gas & Coke Co. 
within 1 year of the December 31, 1951, date of consummation of the plan for the 
reorganization of Portland Gas & Coke Co. unless such time is extended by the 
Commission. American has not as yet filed a proposal for the sale of its holdings 
of the common stock of Portland. 

Jurisdiction reserved with respect to fees in 11 (e) plan of American and 11 (e) 
plan of Portland. 


23578—52—pt. 1——-15 
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Exvectrric Bonn & SHare Co. System 





Holding 


Name of holding company Date of order Actareleae 
0. 








De a np ccerecscnbaccbsucsdedgues Aug. 22,1942 “ee 1146) 











TYPE AND DESCRIPTION OF ORDER 
Section 11 (b) (2) order requiring Electric to dissolve. 


History of compliance 





Holding 
Name of company Year ev Type of action 
lease No. 





IE PR ncnnicnsdsniseatane 1943 | 14SEC 167_| Sold common stock of Idaho Power Co. to 
| _ public for $10,361,250 (14 SEC 167). 
Wie iar CO ok = ss kins ccnss- 1944 | 5271.......- United Gas Corp., Electric’s principal sub- 
sidiary, was reorganized ursuant to sec. 
11 (e) in a proceedings which resolved all 
claims of United and Electric against Bond 
& Share arising out of the formation and 
financing of United. 
Dallas Power & Light Co.........._- 1045 | 6158........ Sold its interest in the common stock of 
Dallas Power & Light Co. to Texas Utili- 
ties for $17,350,000. 
Electric Power & Light Corp-......-- 1945 | 6164.......- Redeemed its long-term debt which was out- 
standing in the principal amount of 
$29,178,000. 
Utah Power & Light Co_...........- 1945 | 6212_....... Disposed of its holdings in Utah Power & 
Light Co. for $650,000 pursuant to a plan of 
reorganization of the latter company, filed 
under sec. 11 (e), which gwny in part, 
for the reclassification of Utah’s preferred 
and common stocks into a new common 
stock. 

Dallas Railway & Terminal Co__....| 1946 | 6363, 6377_-. Disposed of its holding of the common stock 

of Dallas Ry. & Terminal Co. by sale to the 

public for $3,517,963. 

Electric Power & Light Corp., | 1949 | 8889......-- moe gt sec. 11 (e) plan pro- 
Middle South Utilities, Inc., creation of Mid ae 
Arkansas Power & Light Co., Utilities, hale, to acquire Electric’ 
Louisiana Power & Light Co., of 4 utility companies, the istribution ot of 
Mississippi Power & Light Co., the common stock of United Gas Corp. and 
and New Orleans Public Service, Middle South to Electric’s security holders 
Inc. and the dissolution of Electric. This plan 

was consummated in May and July of 1939. 














PRESENT STATUS 


Section 11 (b) (2) order has been complied with. Reservation over fees still 
pending. Electric has been dissolved but remaining portion of system survives 
as Middle South Utilities, Inc., a registered holding company having an integrated 
utility system and retainable other businesses. 


SouTHERN Union Gas Co. System 





| Holding Com- 


pany Act, 
release No. 


Name of holding company Date of order 








I I ee eel ine dean abantake Sept. 19, 1942 | 3802 
' 
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TYPE AND DESCRIPTION OF ORDER 










Order, included as part of the approval of a section i1 (e) plan providing for 
the reorganization of the Southern Union System, directed the divestment of all 
interest in certain subsidiaries and properties held not to be retainable under 
section 11 (b) (1). 






EXTENSIONS OF TIME 









October 29, 1943, granted an extension of timé, pursuant to section 11 (c), for 
a period of 6 months (Holding Company Act, release No. 4650). 

April 14, 1944, granted an extension of time, pursuant to section 11 (c), for a 
period of 6 months (Holding Company Act, release No. 4994). 













Name of company Type of action 















Arkansas Western Gas Co__......--- .| Common stock distributed to common stock- 
ey Southern Union Gas Co. 14SEC 









> Re cee 1943 | 4659.__.._.- a= stock sold to nonaffiliated in- 
viduals. 
ni alli 1943 | 4063_.......| Oil well located in New Mexico sold to Ke- 
wanee Oi] Co. 
NEG aS Nees 1944 | 15SEC 129_| Gas poy es located in central Texas sold 
to e Star Gas Co: 15 SEC 129 (1943). 
I Kiel disieht sina ailienamendaieiinns 1944 | 16 SEC 629_| Gas properties located in southeastern Texas 






transferred to new company and stock of 
such company distributed to stockholders 
of Southern Union. 


to Kingfisher Gas Co. and Kingfisher 
Water Co., respectively. 















jemeeweeecenee| SUED | OWUS...-----/ 


















PRESENT STATUS 





Order has been complied with. Southern Union is now an operating utility 
company and not subject to jurisdiction of Commission. 






Tue CotumsBia Gas System, INnc., System 







(Formerly “Columbia Gas & Electric Corp.’’) 





Date of order 









Name of holding company 















Columbia Gas & Electric Corp., Columbia Oil & Gasoline Corp_............- Oct. 2,1942 3829 












TYPE AND DESCRIPTION OF ORDER 








Section 11 (b) (2) order requiring a redistribution of voting power and approving 
a section 11 (e) plan filed by Columbia Gas & Electric Corp. and its subsidiary, 
Columbia Oil & Gasoline Corp. 








! 
| 
| 
| 
| 
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History of compliance 





Name of company Type of action 





Columbia Oil & Gasoline Corp.,and | 1943 [|__........-.. Columbia Oil & Gasoline Corp. sold to Pan- 
Panhand dle Eastern Pipe Line Co. handle Eastern Pipe Line Co. ares ieee 
of Panhandle’s class B preferred 


stock fo’ 
retirement; Columbia Oil sold to Phillips 
Petroleum Co. its holdings of 404 shares 
of the common stock of Panhandle; Colum- 
bia Oil paid in full all of its indebtedness, 
including its debentures held by Columbia 
Gas & Electric Corp.; distributed to holders 
of its common stock, in full settlement of 
all their rights and interest in Columbia 
Oil & Gasoline Corp., $1 per share; trans- 

ferred all of its remaining assets to Colum- 

bia Gas & Electric Corp., as holder of all of 
Columbia Oil’s outstanding referred stock. 
Columbia Of] & Gasoline Corp. was then 
dissolved. 














PRESENT STATUS 
Company dissolved. Order complied with. 


Lone Star Gas Corp. System 








Holding 
Name of holding company Date of order bee 
No. 
EE CE I a cinch scyiinieigamignhaunemienindiclanitetanaipecibntwnasineteemtiouiaiinel | Oct. 22, 1942 | 3865 





TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) directing Lone Star Gas Corp. to divest itself of all interests 
in, and all ownership and control of, Council Bluffs Gas Co., Northern Natural 
Gas Co., and the properties and businesses of Texas Cities Gas Co. located in 
and around the cities of El] Paso and Galveston, Tex., and to dissolve, and approv- 
ing a plan filed under section 11 (e) by Lone Star Gas Corp. 


EXTENSIONS OF TIME 


Order pursuant to section 11 (c) granting extension of time to Ju ay he : “~ 
nag which to comply with Commission’s order of October 22, 1942 ( 

vo. 4281). 

Order granting additional period of 6 months from October 22, 1943, within 
which to comply with the provisions of Commission’s order of October 22, 1942 
(H. C. A, R. No. 4758). 


eG gad AEN 








a 


De AINE? dan ae 


tatag ae 


5 Na lah ve hay eh rab bill, 


po tare ce hae we 


» iP es 


AIR SR Th aT Ae 


i 











ea ech Sin Pas wt tks 
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History of compliance 





Holding 
Name of company Year =~. Type of action 
No. 


Council Bluffs Gas Co_.............-. 1942 4010 x ~ Star Gas Corp. Chenatadiatieelt of all of 
the outstanding securities of cil Bluffs 


Gas Co. by sale to Raymond A. Smith for 

$1,325,000 cash. 

Northern Natural Gas Co-_........- 10942 3865 | Lone Star Gas Corp. distributed its holdings 

in Northern Natural Gas Co. as a dividend 
to its stockholders. 

Lone Star Gas Co., Community | 1943 3865 | Lone Star Gas Co., Community Natural 
Natural Gas Co., Texas Cities Gas Gas Co., Texas Cities Gas Co., Dallas Gas 
Co., Dallas Gas Co., Lone Star Gas Co., and Lone Star Gasoline Co. were 
Gasoline Co. dissolved, and their assets acquired by 2 

new Texas corporations; namely, Lone 
tar Gas Co., and Lone Star coennaes 

, its wholly owned subsidiary. 

w Lone Star Gas Co. issued to its me 








2° 





ted, 
as a liquidating dividend to stockholders of 
Lone Star Gas Corp. Lone Star Gas Corp. 
was dissolved on Apr. 13, 1943. 
Galveston properties of Texas, Cities | 1943 4783 | Lone Star Gas Co. (new) sold to Texas - 
Gas Co. lic Service Co., for $2,383,000, the Evan 
properties and assets comprising Gal- 
veston production and distribution sys- 
=. serving Galveston, Tex., and adjacent 


tory. 

| 1044 4812 gaan? Star Gas Co. (new) sold the ag 

—. and assets comprising the E 
roduction and distribution ove 

tems serv El Paso, Tex., and 

territory to Southern Union Gas Co. for the 

| sum of $2,700,000 





El Paso properties of Texas, Cities 
Gas Co. 











PRESENT STATUS 


Order complied with. Company is an operating utility company and not sub- 
ject to Commission jurisdiction. 


Nort American Gas & Evectrric Co. System 








Holding 
Name of holding company Date of order ee. 
No. 
ee er Ce ,.....'... . .canenkndaswudibveianastnannscsses Feb. 3, 1943 4092 








TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (2) order requiring the liquidation and dissolution of North 
American, the parent of nine subsidiaries. 


History of compliance 

















Holding 
Name of company Year £ me 4 Type of action 
No. 
North American Gas & Electric Co__! 1943 472i | Distributed all of its assets to its security 
holders and to one of its subsidiary com- 
panies 
! 
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PRESENT STATUS 
North American has been liquidated and dissolved. 


FeperRAL Water & Gas Corp. 








Holding 
Name of holding company Date of order — 
Per. 
ee UE Oe I ala dtitil eatdic tdci entenknnnce poo cenccapeonsense Feb. 10, 1943 4113 











TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) and (2) order requiring disposition of certain nonretainable 
water and gas. properties and requiring recapitalization of certain subsidiaries 
i 


prior to such disposition. 


Section 11 (ce) extension granted December 8, 1944, Holding Company Act, 


release No. 5482. 








History of compliance 
Name of company Date of order wr ny mad Type of action 
Union Water Service Co________- February 1943...| 4113.............- Sale of investment to menatiiet. 
West Virginia Wotee Service Co.| February 1945_..| 5578.............. Investment sold to nonafiilia 
Ohio Water Service Co........... March 1945 GR ener Be Common stock sold to the ublic: 
Peoples Water & Gas Co__.._-_.. September 1945._| 6051__.__..._____- Investment sold to seaniiiate. 
Ala Water Service Co-_.-.--. 1945 and 1946__._| 4587-5366, 5610- | Certain water systems sold to 
5715, 5921-6036, nonaffiliates. 
6141-6376, and 
New York Water Service Corp..| May 1947___.._-- Sess Common stock distributed as 
partial liquidating dividend. 
Southern Natural Gas Co. and | July 1948__.__.--. Ea ee Common stock distributed in 
Southern Production Co. partial liquidation. 
Scranton-Spring Brook Water | Nov. 7, 1950...-- ERE ae Part of common stock distrib- 
Service Co. uted in partial liquidation. 
ite tetibiacicunewdedesdden Sept. 18, 1951....| 10775............. Reraining common stock and 











eash distributed as final liqui- 
dating dividend. 





Company liquidated. 


PRESENT STATUS 


RepusBiic Service Corp. 








Holding 
Name of holding company Date of order 4 f 
lease No. 
ES BATT QD aia ss oc sintnnditchdatndbtesetiindoctbbbibeistinedisediinn Feb. 19, 1943 4128 











TYPE AND DESCRIPTION OF ORDER 
Under section 11 (b) Republic was directed to dispose of its Virginia properties 


and to recapitalize. 


Application was filed under section 11 (c) for l-year extension to com 


ly with 


above order. The Commission granted extension for period of 60 days for com- 
pliance under 11 (b) (1), denied extension of time for compliance under 11 (b) (2) 
(Holding Company Act, release No. 5102, June 14, 1944). 


RING 8 
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History of compliance 











Holding 
Name of company Date of order yooury Type of action 
lease No. 
Holston River Power Co._.___..... Apr. 16, 1945 5731 | Republic’s investment sold to nonaffiliate. 
Power Co., Madison Power |... See 5731 Do. 
., Massanutten Power Corp., 
and Massanutten Water Corp. 
Republic Service Corp__.........-.}....- _ Se 5731 Aggtetion of proceeds from sale of above 
nvestment to partial retirement of 
Republic’s debt. 
ey ea Ice Co. and Lehigh | Nov. 12, 1946 6997 | Sale of physical properties. 
ce Co. 
Republic Service Corp............. Apr. 29, 1948 8170 | Recapitalization. 














PRESENT STATUS 


Republic is a registered holding company controlling an integrated electric 


system. 
New ENGLAND ELEctTRIC SysTEM 





Holding 
Name of holding company Date of order Caper 
lease No. 





New England Power Association et al..............................-........- Mar. 17, 1943 4168 





TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (2) order requiring recapitalization and dissolution of five sub- 
sidiary holding companies. 
No section 11 (ce) orders issued. 


History of compliance 




















Holding 
Name of company Date re amy Type of action 
lease No. 
New England Power Association | Mar. 14, 1946 6470 | Recapitalization and dissolution of 5 sub- 
et al. sidiary holding companies. 





PRESENT STATUS 


New England Electric System continues as a registered holding company, own- 
ing electric and gas utility operating ompanies, but the company expects to dis- 
pose of the gas utility assets. 
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Peortes Licnt & Power Co. 








Holding 
oaeeny 
Name of holding company Date of order — Type and description of order 
No. 
Peo; ht & Power Co_....... Apr. 1943 4227 Gre. 2: G) eaier panties Ge 
— sil. tion : nonutility 
an’ by Tease Public .» & 
Oct. 27, 1943 4639 Sie eee providing 
Sa; ith en 
Aug. 1945 6000 | Sec. 11 ’ a 
a tion pe eens. 
Peoples remaining pu u 
subsidiary, of certain y. sf 
Sept. 14, 1945 6054 | Sec. 11 (e) order providing for te 
of Texas’ assets by fy a try dissolu- 
tion of Texas, and the of 
name to Texas Public Service Co. 














History of compliance 








Holding 
Company 
Name of company Year Act, Type of action 
release 
No. 
Peoples Light & Power Co__............ 1943 4227 | Sale of certain nonutility properties owned 
by Texas for cash. 
Western States Utilities Co__........... 1943 4506 of securities of Western held by Peoples. 
West Coast Power Co-_.....-....-.--... 1944 5248 | Sale by West Coast of its Idaho S, 
yment by West Coast of a 
ividend to Peoples, and sale by Peoples 
of its holdings of West Coast stock. 
California Public Service Co___........- 1944 5529 ms of California’s properties to nonaffiliated 
Peoples Light & Power Co. (now Texas | 1046 6890 | Sec. 5 (d) order declaring ames (now Texas) 
Public Service Co.). not a holding company 














PRESENT STATUS 


In 1949 Texas Public Service Co. merged into Southern Union Gas Co., a com- 
pany not subject to the act. 


AMERICAN States Utitities Corp. System 





Holding Company Act, 
release Ro 





| 
Name of holding company | Date of order 





(13 SEC 93) 4230. 





American States Utilities Corp.-........--- ae ialirnntbndadil | Apr. 9, 1943 





TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (2) order requiring American States Utilities Corp. to dissolve. 


EXTENSIONS OF TIME 


May 25, 1944, Commission issued order under section 11 (c) granting company 
a 6-month extension in which to comply with order of April 9, 1943 (Holding 
Company Act, release No. 5064). 

December 28, 1944, an additional 6-month extension was granted (Holding 
Company Act, release No. 5527 Be 
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History of compliance 








Holding 
Name of company Year yon Type of action 
lease No. 
Grimes Pass Power Co. -.............-. Wee 43. ~cctdse Sold assets of Grimes Pass Power Co. to Long 
Valley Power Co. for $42,500. 

American States Utilities Corp., South- | 1947 7721 | Commission approved plan for the dissolu- 
ern California Water Co., and Edison tion of American States and the distribu- 
Sault Electric Co, tion of its assets to the company’s preferred- 

and common-stock holders. 














PRESENT STATUS 


Company has been dissolved and has fully complied with the Commission’s 


order. 
INTERNATIONAL UtTiLities Corp. SystTEM 








Holding 
Name of holding company —- pe eon 
lease No. 
rE ce oe bbe ecctecowesduiens Apr. 27, 1943 4270 











TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (2) order directed International Utilities Corp. to terminate its 
existence. Opinion, however, recognized that compliance could be accomplished 
by a merger of International and its subsidiary, Dominion Gas & Electric Co. 


History of compliance 








Holding 
Company 
Name of company Year Act, Type of action 
release 
No. 
International Utilities Corp. and Do- | 1944 4992 | Sec. 11 (e) plan providing for merger of Do- 
minion Gas & Electric Co. minion Gas & Electric Co. into Inter- 
national and recapitalization of Inter- 
national approved, Commission finding 
this complied with dissolution order 
(15 8. E. C. 739). 














PRESENT STATUS 


Order complied with. International and its subsidiaries were granted an exemp- 
tion pursuant to section 3 (a) (5) of the act (Holding Company Act, release No. 
6181) and are no longer subject to jurisdiction of the Commission. 


OcpEN Corp System 








Holding 
Name of holding company Date of order awe 
lease No. 
ETE Chae ta a ee a a | May 20,1943 4307 


Central States Power & Light Corp. | 
Interstate Power Co. 
Laclede Gas Light Co. } 
Central States Utilities Corp. 

Missouri Natural Gas Co. 

Missouri Electric Power Co. 














: 
: 
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TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) and (2) order directing Ogden to divest itself of all interests 
in holding and public-utility companies and to cause its elimination as a public- 
utility holding company; to recapitalize Central States Power & Light Corp., 
Interstate Power Co., Laclede Gas Light Co., Missouri Natural Gas Co., and 
Missouri Electric Power Co. prior to any disposition of the securities of those 
queen. Ogden was directed to hquidate and dissolve Central States Utilities 

rp. 

EXTENSION OF TIME 


11 (c) order granting extension of time to May 20, 1945 (Holding Company 
Act, release No. 5215; 16S. E. C. 412). 


History of compliance 








Holding Com- 
Name of company Year | pany Act, re- Type of action 
lease No. 
Derby Gas & Electric Corp_.__._. 1944 | 4813_.........- Ogden sold the common stock of my: Ang 
g. 


& Electric Corp. at competitive b 
(See 15 8. E. C. 7. 

Missouri Natural Gas Co__...__.- OF ivavseccises Ogden sold the securities of Missouri Natural 
Ges, C9. es A sroup of individuals. (See 15 


Laclede Gas Light Co. and/ 1944 | 5062,5071,5459.|. Approval of the zation, pursuant to 
Laclede Power & Light Co. sec. 11 (e) plan, of lede Gas, the sale of 
the my ey ge operated by Laclede 
Power & ht Co. to Union Electric Co. 
by Missouri, the dissolution of Laclede 
Power & Light Co., and the sale by n 
. of all of the new common stock of 
Laclede Gas which it acquired by virtue of 
Laclede Gas’ reorganization to the public 
through competitive bidding. (See 16 
SEC 26 and 17 SEC 563.) 


Central States Power & Light | 1944 | 5351__........-. Sec. 11 (e) plan providing for the sale by 
Corp., Central States Utilities Central States to Interstate Power Co. of 
Corp., and Interstate Power all Central States remaining qentins 
Co. properties, the sale by Interstate of certain 


of its properties to Otter Tail Power Co., 
and the liquidation and dissolution of 


Central States Utilities . and Central 

on. _— & Light rp. (See 17 

Central States Power & Light | 1947 | 7610..........-. See. 11 (e) of Central States Utilities 
ve and Central States Corp. and Central States Power & Light 
Utilities Corp. Corp... providing for the distribution (a) to 
the holders, other than Ogden, of the 5 per- 


cent debentures of Central States $81 for 
each $100 principal amount of such deben- 
tures, together with interest, (6) to the 
holders, other than Ogden, of the $7 divi- 
dend preferred stock of Central States $9 
per share, (c) to the holders, other than 
Ogden, of the 6 percent gold bonds of 
Central Utilities $7.50 for each $100 princi- 
pal amount of such bonds, and (d) to 
Ogden, the residual net assets of Central 
States and Central Utilities. 
Interstate Power Co.............- SOP 4 cccssitnsdadinss Approval of ‘‘original section 11 oy | anal for 
the reorganization of Interstate Power Co. 
7739, 7758, 7955.| Approval of “‘alternate plan” for reorganiza- 
tion of Interstate Power Co. 
Interstate Power Co.............- . et Serie Approval of “adjusted compromise plan” 
for reorganization of Interstate Power Co. 
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PRESENT STATUS 


Order complied with. Reservation over fees in reorganization of Interstate 
continues. Interstate continues subject to act as a holding company having an 
integrated utility system. 


Community Gas & Power Co. anp AMERICAN Gas & PowER Co. 








Holding 
Name of holding company Date of order —_, 
No. 
Community Gas & Power Co. and American Gas & Power Co.-___- + ae July 2,1943 4395 











TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) and (2) order requiring Community Gas & Power and other 
companies to dissolve, requiring American Gas & Power to recapitalize on a one- 
stock basis and requiring American Gas & Power to dispose of all utilities other 
than Minneapolis Gas Light Co. 

Section 11 (c) extension granted August 25, 1945 (Holding Company Act 
Release No. 5245). 


History of compliance 








| Holding 
Company) 
Name of company Date of order Act, Type of action 
release 
No. 
American Utilities Associates and | March 1944_..._. 4915 Sale of investment in companies to 
Lowell Gas Light Co. nonaffiliate. 
St. Augustine Gas Co..............- June 12, 1944. __- 5101 | Sale of comomn stock to nonaffiliate. 
EN bo ancoccudumeuban Oct. 30, 1944____- 5375 Do 
Birmingham Gas Co-..............-.- January 1945___- 5558 | Sale of common stock tppemnent to 
Southern Natural Gas Co. 
Savannah Gas Co................--- February 1945__. 5628 | Common stock sold to nonaffiliate. 
Minneapolis Gas Light Co. and | Jan. 14, 1947____. 7131 | Merger of Minneapolis into American, 
American Gas & Power Co. change of name to Minneapolis Gas 
Co. and distribution of new common 
stock to holders of American’s 
debentures, common stock, and 
warrants. 














PRESENT STATUS 


System reduced to one operating company not subject to the act. 


Unitrep Corp. 


Holding 
Company 





0. 








| 
Name of holding company Date of order | het. talnene 
| 
| 


ltt ek otal dedowibnedtn tdudnowdscnsespecsstsenntnabedypoounpen tee 14, 1943 | 4478 








TYPE AND DESCRIPTION OF ORDER 


Company was ordered to change its capitalization to one class of stock and to 
cease to be a holding company pursuant to section 11 (6) (s). 
. 11 (c) extension granted January 16, 1945 (Holding Company Act Release 
vo. 5555). 
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History of compliance 





Name of company 


Date of order 


Holding 
Company 
Act, release 

No. 


Type of acton 





bd -y oO CPite Ne ng Elec- 


, Delaware Power & 
Uaioe oe (File No. 54-118). 


United Corp. (File No. 70-1190)... 


United Corp. (File No. 50-17)... .- 
United Corp. (File No. 50-17). .--- 


United Corp., United Gas Im- 
Ey Co. (File No. 70- 


United Corp. (File No. 50-17.)__- 


United Corp. (File No. 50-17.)_... 
United Corp. (File No. 70-435.) _. 


United Corp. (File No. 50-17)... 


United Corp. (File No. 70-1361)... 


United Corp. (File Nos. 54- 


Untied a (File Nos. 654- 


United Corp. (File No. 70- 1879)... 


United Corp., Public Service 
Electric & Gas Co., the Colum- 
bia Gas System, Inc., and Cin- 
cinnati Gas & Electric Co. (File 
No. 54-158). 





Nov. 29, 1944 


June 9, 1945 


Feb. 14, 1946 


Mar. 13, 1946 


May 21, 1946 


May 21, 1946 
Aug. 9, 1946 


Aug. 20, 1946 


Sept. 6, 1946 


Jan. 16,1945 
Feb. 7, 1947 


June 28,1948 


Aug. 9, 1948 





5812, 5959_. 


8396, 4809_. 





.| Exchange of t saat of United preference 
stock on basis of 1 share of United 
ro ce stock for 18/10 share of 

bry 7 pe Electric common stock 

d $6 in cash. 


pee wa of part of United preference 

Se SS eee ee ee 
stock for 2 shares of common stock of 

ne Power & Light Co. and $6 


order permitting declaration to become 
effective with res to change of 
capital stock of United from no par 
value as follows: common par 
value, $1 share; preference stock 
par value, $5 per share. 

Sale by United of 200, shares of com- 
— stock of Columbia Gas & Electric 


sale by United of additional 200,000 
shares of —- of Columbia 
Gas & Electric Corp. 

Order a United Gas Im 
ment the tender by nited 
nen Ew to such plan of 606,622 shares 
of United Gas Improvement capital 
stock in exchange for 60,622 shares of 
common stock of American Water 
Works & Electric Co., 727,944 shares 
of common stock of Commonwealth & 
Southern Corp., 606,620 shares of com- 
mon stock of Niagara Hudson Power 
Corp., 60,662 shares of 5 percent second 
preferred | stock of Niagara Hudson, 
and 60,662 shares of common stock of 
Public Service Corp. of New Jersey. 

Sale of additional 200,000 shares of com- 
mon stock of Columbia Gas & Electric 


Corp. 

Sale by United of 50,000 shares of capital 
stock of United Gas Improvement Co. 

Order permitting declaration to become 
effective with respect to expenditure 
by United of up to $5,000,000 to acquire 
its preference stock. 

Order withdraw authority to make 

further sales of Columbia and United 
Gas a stock except upon 
further order of the Commission. 

Order granting application by United to 

uire 31 a mn de be be 
of Cincinnati Gas & Electric Co. pur 
suant to rights offering by Columbia 
Gas & Electric Corp. to its 
holders. 

Order granting extension of time pur- 
suant to sec. 11 (c). 

Memorandum opinion permitting Unit- 
ed to seek a vote of common stock- 
holders on plan of future operations. 

Order granting application by United to 
exchange 1,542,318 shares of common 
stock of Public Service . of New 
Jersey for 1,542,318 shares of common 
stock of Public Service Electric & 
Gas Co. and 154,2318{0 shares of com- 
mon stock of South Jersey Gas Co., 

ursuant to the plan of dissolution of 
blic Service Corp. of New Jersey 
approved by order of the Commission 
dated Dec. 30, 1947 and Feb. 26, 1948 
(releases Nos. 7964 and 8002). 

Exchange of all of United’s outstanding 
preference stock on basis of 1 share of 
preference stock for package consisting 
of 1 share of Public Service Electric 
& Gas Co. common stock, 1 share of 
Columbia Gas System, Inc. common 
stock, 3/10 share of common stock of 
—— Gas & Electric Co., and $6 
n cash. 














: 
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History of compliance—Continued 








Holding 
Name of company Date of order bey 7 Type of action 
No. 

United Corp. (File No. 70- 2099)...| Apr. 22,1949 | 9026......- Order permitting declaration to become 
effective with respect to issue and sale 
by United of $4,000,000 of notes to 
banks to obtain additional cash re- 
quired to consummate plan to retire 
its preference stock. 

United Corp. (File No. 50-47) .-.-.- July 25,1949 | 9247....... Sale of 50,000 shares of common stock of 
the Columbia Gas System, Inc 

SES See ees Aug. 19, 1949 | 9278_..._-.. Do. 
TEE Sept. 23, 1949 | 9364......_ Do. 
United Corp., Niagara Hudson | Oct. 20,1949 | 9431....__- Distribution to United’s common stock- 
Power Corp. (File No. 54-167). holders as a special capital dividend, of 
1 share of common stock of Niagara 
Hudson for each 10 shares of United 
common stock held. 

United Corp., Niagara Hudson | Feb. 9, 1950 | 9652._.... Exchange by United, pungent to Ginele- 

Power Corp. (File Nos. 54-170, tion plan of Niagara Hudson Power 
54-172). Corp., of 1,375,448 shares of common 


stock of — Hudson and cash for 
approximately 1,072,849 shares of Ni- 
agara Hudson 5 percent cumulative 
second preferred stock for 189,2°3 shares 
of Niagara Mohawk class A stock. 
United Corp. (File No. 70-2371)...-| Apr. 25,1950 | 9822...... Order permitting declaration to become 
effective with respect to issue and sale 

of $4,000,000 of notes the proceeds to be 
used to repay outstanding notes. 
United Corp. (File No. 70-2632)....| June 18,1951 | 10626__... Order granting application by United to 

exchange 80,832 shares of capital stock 
of the United Gas Improvement Co. 
on basis of 5 shares of such stock for 3 
shares of common stock of Philadelphia 
Electric Co. and 2 shares of common 
stock of Consumers Power Co., pur- 
suant to the terms of a plan by 
UGI and approved by the Commission 
(File No. 54-193). 


United Corp., N Mohawk | June 26,1951 | 10643___._- Plan providing for exchange offer to 
Power Corp., the Columbia Gas United’s stockholders, disposition of 
System, Inc., United Gas Im- voting securities of Niagara Mohawk, 
provement Co., and South Jer- Columbia, and UGI to not more than 


4.9 percent, disposition of all voting 
securities of South Jersey Gas Co., and 
charter amendments. 


sey Gas Co. (File No. 54-184). 














PRESENT STATUS OF THE UNITED CORP, 


United has complied with that part of the order of August 14, 1943, directing 
United to reduce its capitalization to one class of stock; namely, common stock. 
Upon complete consummation of the plan approved by the Commission by order 
dated June 26, 1951, United will hold not more than 4.9 percent of the voting 
securities of any public utility or holding company. The securities still to be dis- 
posed of under that plan are the common stock of South Jersey Gas Co., negotia- 
tions for which are in progress, and the reduction of its holdings of the voting 
securities of Niagara Mowhawk Power Corp. from 9.8 to 4.9 percent. Any dis- 
position of the Niagara Mohawk common stock has been stayed by the Court 
of Appeals for the District of Columbia pending review of the order of the Com- 
mission approving the plan by the said court on appeal by Randolph Phillips and 
Edward wning, common stockholders. Following disposition of these securi- 
ties, United has stated that it will apply to the Commission for an order under 
section 5 (d) of the act declaring United to have ceased to be a holding company. 
When United files its request for a section 5 (d) order, it will have the burden of 
showing that it does not exercise control of or any controlling influence over the 
remaining utility properties. 
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Cities Service System 











Holding 
Name of holding company Date of order “eee 
lease No. 
ee Rr Fe GG iii cdc cccceertcc es sncccccnccccnchecenscs Aug. 17, 1943 4489 








TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) order determining retainable utility system and requiring 
disposition of nonretainable properties. 
ction 11 (c) order granting extension dated August 18, 1944, Holding Com- 
pany Act, release No. 5233. 


History of compliance 




















Holding 
Name of company Date of order yr emy Type of action 
lease No. 
Durkin Public Service Co___.........| Nov. 30, 1943___- 4721 | Common stock investment sold to 
Duke Power Co. 
Citizens Gas Fuel Co__.-....-.-...-_- August 1943____- None | Investment sold to nonaffiliate. 
Public Service Co. of Colorado_.......| November 1943 4699 Comaen stock investment sold to 
public. 
City Light & Traction Co__.....-...- March 1944. ____- 5184 ——— stock sold to adjacent 
utility. 
Empire District Electric Co____......| September 1944. 5286 gaan stock investment sold to 
public. 
East Tennessee Light & Power Co_.._| December 1944 None | Investment sold to TVA. 
*. neay 1 Railway Light Heat & | July 1945.___.__. 5943 | Investment sold to adjoining utility. 
ower Co. 
at & Bethel Gas & Electric | August 1944. .._- 5256 | Investment sold to adjacent utility. 
ight Co. 
I OR ccccetcceckesnseuan March 1946_..._. 6459 | Sold to municipality. 
| 





PRESENT STATUS 


Cities Service Power & Light Co. has been liquidated through merger into Cities 
Service (see that company’s sec. 11] (b) (1) schedule). 


Cities Service System 











Holding 
Name of holding company Date of order bmg ~4 
No. 
WORT TAG Os Te 0 nisi 0 Sneek tsb td ttiaattvntnbnse dct timvssinvaaintins | Aug. 17, 1943 | 4480 
' 





TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) order determining retainable system and directing disposition 
of remaining properties. 
No sven. 11 (ce) extension granted April 9, 1945 (Holding Company Act Release 
0. 5 


i) 
y 
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History of compliance 





Holding | 
Company 
Name of company Date of order Act, Type of action 

| release | 
No. 
| 





Hot Springs Water Co., Hot Springs | July 1943 Company stock investment sold to 
Street Ry. Co., and Citizens | | nonaffiliate. 
Electric Co. | 
Consumers Gas Co | 4425 | Sold interests to affiliate, Arkansas- 
Louisiana Gas Co. 
Rawlins Electric Co-._- 4820 | Common stock investment sold to non- 


affiliate. 
Sheridan County Electric Co | September 1945.- Do. 
Springfield Gas & Electric Co_-___- .| March 1945......|_ None | Sold to municipality. 
i Electric Transmission | December 1945__ | Common investment sold to 
Ry. & Gas Co. nonafiiliate. 
Tucson Gas, Electric Light & | May 1946 6654 Do. 


Power Co. 
Federal Light & Traction Co-_. 6887 | Remaining utility subsidiaries merged 
| into Public Service Co. of New 





| Mexico. 

Public Service Co. of New Mexico_-! Sept. 11, 1947___.| 7701 | Common stock distributed in liquida- 
| | tion of Federal’s preferred paid in 
-_ This payment finally effected 
} } nm 1951, 





PRESENT STATUS 
Federal liquidated and dissolved with no surviving holding company. 


THe MippLe West System 


| Holding 
Name of holding company | Date of order a 


| lease No. 











I a noel Sica lenin --| Sept. 10, 1943 | 4552 








TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (2) order requiring that North West be liquidated. 
Section 11 (c) extension granted November 16, 1944 (Holding Company Act 
Release No. 5422). 
History of compliance 





| Holding | 
Name.ef company Date of order ee Key Type of action 
lease No. 








Lake Superior District Power Co__._| Apr. 21, 1945 5747 | Sale of common stock. 

Northwestern Public Service Co__. ar. 28, 1946 6515 Do. 

Wisconsin Power & Light Co__....| Dec. 31, 1947 7971 | Distribution of common stock in final liqui- 
dation of North West. 














PRESENT STATUS 
Company dissolved. 


Nortu Continent UrTiuities Corp. 





Holding 
Name of holding company Date of order Capa 


lease No. 


North Continent Utilities Corp Nov. 16, 1943 4656 
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TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) and (2) order 


requiring North Continent to liquidate issues 


in connection with approval of a liquidation plan under section 11 (e). 


Section 11 (c) orders entered February 6, 1945 (Holding Com 


y Act Release 


No. 5594), and July 11, 1945 (Holding Company Act Release No. 5928). 











History of compliance 
Holding 
Name of company Date of order ney Type of action 
lease No. 
Highland Utilities Co. and South- | Dec. 4, 1943 4734 | Utility properties sold to nonaffiliates. 
ern Arizona Public Service Co. Effected in 1944. 
Highland Utilities Co. and New | June 12, 1944 5103 | Utility properties sold to nonaffiliates. 
Public Service Co. 
Raton Distributing Co............| Aug. 1,1944 5205 | Nonutility properties sold to nonaffiliates. 
h Continent Mines, Inc __..-- Feb. 16, 1945 5613 Do. 
New Mexico Public Service Co ...| July 13, 1945 5933 | Utility properties sold to a coo tive. 
New Mexico Public Service Co. | Nov. 5, 1945 6190 | Utility properties sold to nonafliliate. 
= Elk River Power & Light 
0. 
Great Northern Utilities Co. and | May 29, 1946 7 | Utility properties and common-stock in- 
Southern Utilities Co., Ltd. vestment sold to nonaffiliates. 
New Mexico Public Service Co ...| Apr. 16, 1947 7355 | Utility properties sold to nonaffiliates. 
Great Falls Gas Co., North Shore | Feb. 23, 1950 9682 | Reorganization plan under sec. 11 (e) pur- 


Gas Co., and Denver Ice and 
Cold Storage Co. 








suant to which common stocks of named 
companies were distributed to preferred 
and common-stock holders. 








North Continent continues as a 


PRESENT STATUS 


istered holding company having one Cana- 


dian gas-company subsidiary, Great Northern Gas Co., Ltd. 


Evectric Power & Licut Corp. System 











Holding 
Name of holding company | —— ae ame 
No. 
} 
Utah Power & Light Co. and the Western Colorado Power Co............_-. Nov. 29, 1943 | 4716 








TYPE AND DESCRIPTION 


OF ORDER 


Section 11 (b) (2) order requiring Utah to reorganize so that it would have out- 
standing only common stock and to recapitalize its subsidiary, the Western 


Colorado Power Co. 


History of compliance 





Name of company 


Holding * 
Company 
Act, 
release 
No. 


Type of action 





Utah Power & Light Co. and Western | 1945 


Colorado Power Co. 











6212 | Commission approved reorganization plan 





under sec. 11 (e) of the act b rey for 
the payment of $650,000 and the assign- 
ment of Utah’s claims against Bond & 
Share to Electric for its entire interest in 
Utah and for the reclassification of Utah's 
preferred sand common stock into a new 
common stock. Western Colorado was 
also recapitalized. 





a 
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PRESENT STATUS 


Commission’s order has been complied with. Utah remains subject to the 
jurisdiction of the Commission as a registered holding company having an inte- 
grated utility system. 

THe Mippite West Corp. 





ame 
¥ Name of company Date of order Act, Type of action 





s The Middle West Corp-.-...-.....-.- Jan. 24, 1944 4846 | Sec. 11 (b) (1) order requiring Middle West 
e to sever all relations with all subsidiaries 
3 other than Central Illinois Public Service 
- Co. and Kentucky Utilities Co. Sec. 
3 11 (e) extension granted May 17, 1945. 
; Holding Company Act release No. 5790. 














History of compliance 



































Holding 
Company 
Name of company Date of order Act, Type of action 
4 release | 
% No. | 
j ? Kansas Electric Power Co-_-_-.....-- August 1943___.. 4532 Sale of common stock to nonaffiliate. 
4 Albion Gas Light Co___.......-...-- October 1944. __. N. O. | Sale of stock interest. 
by Pecos Valley Power & Light Co_...| April 1944____-. 4 5019 | Assets sold to affiliate. 
é Arkansas Missouri Power Corp., | June 1945_._.._-- 5845 | Common stock sold to nonaffiliates. 
East Missouri Power Corp., and j 
Missouri Edison Co. | 
Michigan Gas & Electric Co____....| July 1946____..-- 6815 | Common stock sold to nonaffiliate. 
Public Service Co. of Indiana, Inc., | Nov. 12, 1948... 8642 | Common stock distributed in partial 
isconsin Power & Light Co. | liquidation. 
i. est Utilities Co. of Caa- | Dec. 5, 1949.__-- 9545 | Sale of common stock to nonafliliate 
Central Illinois Public Service Co..| Jan. 23, 1948___.. 7986 | gs stock distributed in partial 
| iquidation. 
i Kentucky Utilities Co.............. Jan. 14, 1949_____ 8788 | Do 
: Upper Peninsula Power lil August 5, 1949___ 9260 | Oommen stock sold to public. 
Central and South West Corp.._._. June 12, 1947_._. 7486 Come —_ distributed in partial 
2 | liquidation 
1 The Middle West Corp............- June 5, 1950. .__- 9899 | Cash ee in final liquidation 
of Middle W 
PRESENT STATUS 
Company liquidated. 
THe MippLe West System 
S58 | 
{ } Holding 
° Name of holding company | Date of order pe - a 
% | No. 
Y ee snc usonnquildddeboimocneesedank Jan. 24,1944! 4846 
} pF SR Se eee 5606 
i ! Order amended Feb. 16, 1945. 
‘ TYPE AND DESCRIPTION OF ORDER 
Section 11 (b) (1) order determining the system’s permissible utility assets 
and requiring disposition of nonretainable properties. 





. Section 11 (c) extension granted May 17, 1945, Holding Company Act release 
o. 5790. 


EN EER eat? 


23578—52—pt. 1——16 
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HISTORY OF COMPLIANCE (11 (b) (1)) 
All dispositions required by the section 11 (b) (1) orders were effected prior 








to 1949. 
Cit1es SERVICE System 
Holding 
Name of holding company Date of order a 
lease No. 
ee Gene IO PR og oe  eitidai nde cnccnwences}pnacutad Mar. 14, 1944 4944 








TYPE AND DESCRIPTION OF ORDER 


Order directing compliance with section 11 (b) (2) and order approving sec- 
tion 11 (e) plan proposed to effect such compliance. 


HISTORY OF COMPLIANCE 

Plan carried out in 1944 reducing company to a one stock capitalization. 
PRESENT STATUS 
Company merged into Cities Service in 1946. 


Cities Service System 











Holding 
Name of holding company Date of order A ~ 4 
No. 
Ss FOE TE SI etna beticaecenscivksonsenswee> eéutthnb miei May 5, 1944 5028 








TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) order auaneng Arkansas Natural to dispose of all of its 
holdings except Arkansas Louisiana Gas Co., its only public utility company. 
Section 11 (c) extension granted May 5, 1944, Holding Company Act Release 
No. 5795. 
HISTORY OF COMPLIANCE 


There is presently pending a plan filed under section 11 (e) which provides for 
the disposition by Arkansas Natural Gas Corp. of its interest in Arkansas- 
Louisiana Gas Co., which plan, if consummated, will result in Arkansas Natural 
ceasing to be a holding company with respect to any public utility company. 
Hearings on the plan are practically complete. 


PRESENT STATUS 


Upon effectuation of the pending section 11 (e) plan, Arkansas Natural will 
continue to be a subsidiary of Cities Service Co. and will be a holding company 
over nonutility companies. 


Cities Service Co. 





Name of holding company | Date of order Cavens 





year 5, 1944 5028 
Oct. 12, 1044 5350 
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TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) order making provision that Cities Service could effect com- 
pliance with section 11 (b) (1) by disposing of its utility investments. Order also 
determined system retainable by its subsidiary, Arkansas Natural Gas Corp. 

Section 11 (c) extension granted May 15, 1945, Holding Company Act, release 
No. 5795. 

History of compliance 


Sate megane made by Cities Service Power & Light Co. and Federal Light & Traction Co. are not listed 
below but are shown in schedules relating to such companies.) 


| Holding | 
Name of company Date of order yy Type of action 
lease No. | 


Consolidated Cities, Light Power | Nov. 28, 1945... Company’s assets sold, company liq- 
& Traction Co. quidated and cash distributed. 

Cities Service Power & Light Co....| Aug. 28, 1946. -- So Service Power & Light 
to Cities, 

The Ohio Public Service Co December 1949_- Common stock investment sold to 

Ohio Edison Co. 

The Toledo Co Common stock investment sold to 

stockholders on rights. 

The Spokane Gas & Fuel Co........| December 1951 _. Common stock investment sold to non- 

affiliates. 




















PRESENT STATUS 


Cities Service continues as a —a company having utility properties owned 
by Gas Service Co., Republic Light, Heat & Power Co., and Arkansas Louisiana 
yas Co. which must be disposed of under section 11 (b) (1). 


AMERICAN Urttitities Service Corp. 





Holding 


Name of holding company | Date of order ae 


| lease No. 





American Utilities Service Corp : | June 21,1944 | 5114. 





TYPE AND DESCRIPTION OF ORDER 


Order, pursuant to sections 11 (b) (1) and 11 (b) (2), directing the company to 
recapitalize on an all-common-stock basis and to distribute the new common 
stock on the basis of approximately 85 percent to the preferred stock and approxi- 
mately 15 percent to the common stock, and to dispose of its two utility properties, 
Minnesota Utilities Co. and Wisconsin Southern Gas Co. (The company chose 
to retain its nonutility properties rather than select a principal system under 
sec. 11 (b) (1).) 

Order dated July 19, 1945, pursuant to section 11 (e), extending the time for 
1 year within which to comply with the Commission’s 11 (b) (1) order (Holding 
Company Act, release No. 5944). 


History of compliance 





| Holding 


Name of company Date of order | —- Type of action 


lease No. 





American Utilities Service Corp...| Mar. 13,1945 | 5114, 5662..| Approval of amended plan under Sec. 

11 (e) for recapitalization of company in 

conformity with Commission’s 11 (b) 

(2) order. 

Minnesota Utilities Co. and Amer- | Oct. 18, 1945 Approval of declaration regarding sale of 
ican Utilities Serviee Corp. properties of Minnesota Utilities Co. 

to comply with Commission’s 11 (b) (1) 


order. 
American Utilities Service Corp...| Dec. 14, 1045 Approval of declaration providing for the 
sale of the common stock of Wisconsin 
Southern Gas Co. to comply with Com- 
mission's 11 (b) (1) order. 























Se 


——_ 
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PRESENT STATUS 


American Utilities Service Corp. ceased to be a registered holding company 
by order, dated April 8, 1946, pursuant to section 5 (d) (Holding Company 
Act, release No. 6536). 


N1raGarRA Hupson Power Corp. 


In 1942 the Commission instituted proceedings under section 11 (b) (2) of the 
act with respect to Niagara Hudson Power Corp. (Niagara Hudson) and its 
subsidiary companies. At that time the Niagara Hudson system included 26 
corporate entities, 3 of which were subholding companies, the principal one being 
Buffalo Niagara and Eastern Power Corp. (Buffalo Niagara). Upon consumma- 
tion of compliance by the Niagara Hudson system with requirements of the act 
around the end of 1950, there remained one principal operating company, i. e., 
Niagara Mohawk Power Corp. having three subsidiaries, two of which conduct 
their operations in Canada. In the course of the system’s effectuating compliance 
with the Commission’s order issued in June 1944 directing, among other things, 
that Buffalo Niagara recapitalize, numerous filings were made by system com- 
panies involving mergers, refunding and refinancing oper accounting adjust- 
ments designed to eliminate impediments to the flow of dividends in the system, 
divestment of minority interests and other corporate action invo)ving requisite 
adjustments and preliminary steps having as their objective ultimate compliance 
with the statute. There is set forth below data with respect to section 11 and 
related proceedings affecting Niagara Hudson and its subsidiaries and a summary 
statement of the steps taken in compliance therewith. 





Holding 


Name of company Date of order wra— Type of action 


lease No. 





Niagara Hudson and subsidiaries...| Aug. 28, 1942 3754 | Sec. 11 (b) (2) proceedings instituted in 
res’ of Niagara Hudson and its sub- 


si es. 
Central Hudson & Electric Corp..| Oct. 19, 1943 4630 | Opinion = order denying application for 
exemption. 
Niagara Falls Power Co_..._..._.- Feb. 26, 1944 4911 | Accounting adjustments to effectuate com- 
liance with order of Federal Power 
ommission and remove impediment to 


dividend payments. 
Niagara Hudson and subsidiaries | June 19, 1944 5115 | Commission’s opinion and order issued 
and Buffalo Niagara. directing Buffalo Niagara to change its 


—— pursuant to sec. 11 (b) (2). 

Niagara Hudson and Buffalo Ni- | Oct. 9, 1944 5343 | Notice of Sie and eran: OF hens on 
agara. separate subm iagara 

Hudson ond Buffalo evs” 

Central New York Power Corp....| Nov. 6, 1044 5391 | Opinion and order permitting sale of 


RESTS a a Feb. 1,1945 5583 | Reduction of stated value of common 


surplus. 
Niagara Hudson, New York Power | Feb. 7, 1945 5506 | Sale by Niagara Hudson to New York 
& Light Corp., and Hudson Power of securities of Hudson Valley 


Valley Fuel C pains to merger of Hudson Valley 
P ne 4 New York Power. 


New York Power & Light Corp. | Mar. 22, 1945 5679 | Sale A. New York Power of $50,000,000 of 
and Niagara Hudson. bo by competitive bidding and 
$5,000,000 < value common stock to 
Niagara udson and cancellation of 
intrasystem advances totaling $20,550,000 
=, by New York Power to Niagara 

udson. 

Sale of preferred stock, redemption of out- 


Niagara Hudson, New York Power | Apr. 27, 1945 5763 
& Light Corp., and Hudson Val- standing shares of preferred including 
ley Fuel Corp. holdings of N udson and reduc- 


tion of stated value of common stock and 
creation of surplus. 
Niagara Hudson and subsidiaries | July 16, 1945 5940 | Commission order directing hearings on 


and Buffalo N amended sec. 11 (e) plans of reorganiza- 
tion filed by Niagara Hudson and Buffalo 

Niagara. 
Be adminitdctnnemustengaeatenn July 19, 1945 5946 | Commission opinion and order granting 6 


months’ extension of time within which 
to comply with the Commission’s order 
of June 19, 1944, directing Buffalo Niagara 
to change its capitalization. 
sodkcesisesesdcnnssessdeeod Aug. 30, 1945 6023 | Interim order permitting sale by Niagara 
Hudson of its holdings of common stock 
of Central Hudson, and the sale of its 
holdings of preferred stock of Centra} 
New York Power Corp. 
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Name of company 


Type of action 





Niagara Hudson and subsidiaries 
and Buffalo Niagara—Continued 


Niagara Hudson and Central 
New York Power Corp. 


Niagara Falls Power Co. and Gorge 
View Park, Inc. 


Niagara Hudson and Buffalo 
Niagara. 


Buffalo Niagara, Hydraulic Race 
Co., Lower Niagara River, and 
Power & Water Supply Co. 

Niagara Hudson and Buffalo 
Niagara. 


Niagara Hudson and Buffalo Ni- 
agara. 


Niagara Hudson, Central New 
York Power Corp., and North- 
ern Development Corp. 

Niagara Hudson 


Wi Acukstibbondileahd 


Niagara Hudson, Union Bag & 
Paper Power Corp., and New 
York Power Light Corp. 


Niagara Mohawk Power Corp. 
and Frontier Corp. 


Niagara Mohawk Power Corp. .-.. 








Sept. 28, 1945 


Oct. 4, 1945 


Nov. 8, 1945 


Nov. 29, 1945 
Dec. 28, 1945 


Mar. 8, 1946 


Apr. 16, 1946 


Oct. 28, 1946 


Nov. 27, 1946 


Apr. 22,1947 


Oct. 24, 1947 


Aug. 11, 1948 


Aug. 16, 1949 


Aug. 25, 1949 


Sept. 21, 1949 


Mar. 12, 1951 
Dee. 11, 1951 








Commission a approving amended 
= Bad & reorganization filed by 
—— and Niagara Hudson = 
pane BL in certain respects. An im 
tant feature of this plan was the canile 
tion of the system’s western properties 
into a new operating company, i. e., 
Buffalo Niagara Electric Corp. 
Commission order approving amended 
_-< of Niagara Hudson and Buffalo 


Reduation of par value of Niagara Hudson's 
common s creation of capita] sur- 
plus, and the conversion of reacquired 
shares of Niagara Hudson preferred stock 
and the shares of common stock, and 
Solicitation of proxies. 

Refunding of $56,929,000 mortgage bonds. 

Issuance of $35,000, 000 par value of preferred 
stock and redemption of outstanding 
shares. 

Sale by Central New York of $20,000,000 
par value preferred stock, and contribu- 
tion of $4,000,000 by Niagara Hudson to 
Central New York. 

Order permitting intercompany trans- 
actions involving dissolution of Gorge 
View Park, Inc. 

Commission grants application by Niagara 
Hudson for extension of period of 1 year 
within which to d { its interest in 
Buffalo Niagara Electric Corp. pur- 
suant to provisions of the amended plan 
approved by the Commission on Oct. 


4, 1945. 

Approval of a 11 (e) plan involving the 
merger of Mydeouile and Lower Niagara 
into Buffalo Niagara. 

Order granting Niagara Hudson extension 
of time with which it must dispose of its 
interest in Buffalo Niagara Electric 
am pores tothe amended plan ap- 
ES by the Commission on Oct. 4, 
1945. 

Order granting Niagara Hudson extension 
of time in which to dispose of its holdings 
of stock of Buffalo Niagara. 

Approval of a 11 (e) plan providing for 
merger of Northern Development into 
Central New York. 

The Commission issued its opinion indicat- 
ing it could approve a consolidation plan 
and a dissolution plan filed by Niagara 
Hudson if amended in certain respects. 
The consolidation plan proposed, among 
other things, the consolidation of Niagara 
Hudson's 3 principal subsidiaries into a 
single electric and gas utility company, 
later known as Niagara Mohawk Power 
Corp. The dissolution plan provided 
among other things, for an exchange of 
securities of Niagara Mohawk for the 
preferred stocks of Niagara Hudson and 
the ultimate dissolution of the latter. 

Commission order entered approving 
amended plans of consolidation and dis- 
solution. 

Acquisition by New York Power & Light 
of common stock of Union Bag & Paper 
and merger of the latter into New York 
Power & Light. 

Order approving merger of Frontier into 
Niagara Mohawk. 

Order authorizing issuance and sale of 
$15,000,000 of bonds and 1,000,000 shares 
of common stock. Upon consummation 
of the sale of common stock, United's 
holdings of voting securities of Niagara 
Mohawk were reduced to about 9.8 per- 
cent. 
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PRESENT STATUS OF NIAGARA MOHAWK 


Niagara Mohawk has requested the Commission to determine that it is no 
longer a subsidiary of the United Carp. 


Cirres Service System 











: Holding 
Nazhe of holding company Date of order gl 
lease No. 
i A ae ES i Tt on bE DS ted AU, eRe | Sept. 8, 1044 | 5274 





TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (2) order specifically ordering Spokane Gas & Fuel Co. to redis- 
tribute voting power to recapitalize with a capital structure consisting of not 
more than one class of debt and one class of capital stock and to restate the plant 
and property and other accounts in accordance with sound accounting principles. 


History of compliance 








Holding 
Name of company Year Cm Type of action 
lease No. 
Spokane Gas & Fuel Co...........-.... 1945 6065 | Plan of recapitalization pursuant to sec. 11 (e) 


also providing for restatement of plant 
account at original cost. Approved Sept. 
20, 1945. 














PRESENT STATUS 


Spokane Gas & Fuel Co. complied with section 11 (b) (2) order on September 14, 
1945. The company was sold by Cities Service Co. to a group of individuals on 
December 20, 1951, and is no longer a subsidiary of a registered holding company. 


Tue CotumsBia Gas System, Inc., System 


(Formerly “Columbia Gas & Electric Corp.’’) 


| Holding 








Name of holding company | Date of order a 
No. 
CE Se SEU ANNE oe icnincidebubtcnsinpuliousabusensesapassicas Nov. 30, 1944 5455 


TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) order directed divestiture by holding company of interest in 
American Water Works & Electric Co., Argus Oil Corp., Bridge Gas Co., The 
Cincinnati Gas & Electric Co., Columbia Corp., The Dayton Power & Light Co. 
The Miami Development Co., Miami Power Corp., Servel, Inc., The Ohio Fuel 


Supply Co., The Union Light, Heat & Power Co., The United Corp., West Har- 
rison Electric & Water Co., Inc., Wood Coal Co., Wooster Tool & Supply Co. 
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History of compliance 





Name of company 


Holding 


Company 
Act, rel 


No. 


Type of action 





The Dayton Power & Light Co. and 
the Miami Development Co. 


Columbia Corp 


Columbia Gas & Electric Corp... ..-. 


The Cincinnati Gas & Electric Co., 
Miami Power Corp., the Union 
Light, Heat & Power Co., and 
— HarrisongElectric & Water 

0., Inc. 


The Ohio Fuel Supply Co., Argus 
Oil Corp., Wooster Tool & Supply 
Co., Servel, Inc., Wood Coal Co., 
and American Water Works & 
Electric Co. 


The Dayton Power & Light Co 


The Cincinnati Gas & Electric Co__. 


American Water Works & Electric 
Co. and the United Corp. 


Columbia Gas & Electric Corp. ....-. 


Bridge Gas Co 





6132, 6159__- 





all of the common stock and in- 
debtedness of Miami Developnient Co. 
owned by Columbia Gas; Columbia made 
a cash contribution of $2,000,000 to Day- 
ton’s common stock equity; Dayton sold 
$38,850,000 first 


Dayton peomane from Columbia, for $598,- 
751 > 


to investment bankers 

mortgage 234 percent bonds, due 1975, 
yielding of $29,178,602; Dayton 
retired all of its 3}4 percent and 3 percent 
bonds, due 1962 and 1970, respectively. 

Columbia Corp. was dissolved and the re- 
maining assets received by Columbia Gas 
& Electric Corp. 

Columbia Gas Correwed from a group of 
banks $22,000,000 for 2 years at 14@ percent 
per year, and with such funds and addi- 
tional treasury cash retired entire outstand- 
ing $32,000,000 principal amount of its 5 per- 
cent debentures, due May 1, 1952. 

Columbia Gas made a cash contribution of 
$7,000,000 to Cincinnati's common stock 
equity; Cincinnati acquired from Colum- 
bia for $6,267,876 cash all of the common 
stocks, bends and notes owned by Colum- 
bia of Miami Power Corp., Union Light, 
Heat & Power Co. and West Harrison Elec- 
tric & Water Co., Inc., sold to investment 
bankers $45,500,000 first mortgage 234 per- 
cent bonds, due 1975, — proceeds of 
$45,654,659; Cincinnati issued $27,000,000 
par value of 5 percent preferred stock, pur- 
suant to an exchange offer; Cincinnati re- 
tired all of its first mortgage 3\4-percent 
bonds, due 1966. 

Columbia sold its investment in Ohio Fuel 
Supply Co., Argus Oil Corp., Wooster 
Tool & Supply Co., Servel, Inc., Wood 
Coal Co., and all but 20,000 shares of its 
common stock holdings in American Water 
Works & Electric Co. in transactions with 
nonafliliated interests. 

Columbia disposed of its holdings of Dayten’s 
common stock to Columbia's stockholders 
and to underwriters at competitive bidding; 
Columbia retired its outstanding 5 percent 
debentures, due 1961, and prepaid $5,500,000 
bank notes due Sept. 28, 1947. 

Columbia disposed of its investment in Cin- 
cinnati Gas & Electric Co. by sale to 
Columbia stockholders. 

Columbia disposed of its remaining interest 
in the common stock of American Water 
Works & Electric Co., and its investment 
in the United Corp. 

| Columbia sold $97,500,000 principal amount 

| of 33% and 176 percent debentures, proceeds 

from which applied to retirement of its 
| preferred and preference stocks, and other 
| outstanding indebtedness. 





Sold interest Bridge Gas Co. 


PRESENT STATUS 


Order complied with. Commission, however, reserved jurisdiction to determine 
retainability of properties in ‘Atlantic Seaboard’’ group and properties located 
in State of New York. Columbia continues subject to the act as a registered 


holding company. 
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Koprers Co., Inc., System 





Name of holding company Date of order Cemouy 











TE icc cinsartiepnbntcmnimausiittnalitntateiaettinte ds wandinsbctginsaae June 26, 1945 5888 





TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) order es divestment of interest in Eastern Gas and 
Fuel Associates and its subsidiaries. A 1-year extension terminating June 25, 
1947, was granted for compliance, pursuant to section 11 (c). (Holding Company 


Act, release Nos. 6741, 7147.) 


History of compliance 








Name of company Year gow Type of action 
Koppers Co., Inc. ..........-.-. 1951 | File No. 70-2456__..... Sale of about % of its interest in East- 
ern Gas and Fuel Associates. 














PRESENT STATUS 


There is a pending application for exemption from the Public Utility Holding 
Company Act. Action thereon awaits complete divestment of remaining inter- 
est in Eastern Gas and Fuel Associates. 

Koppers originally owned 563,347 shares (22 percent of Eastern Gas’ new com- 
mon stock and has disposed of 444,116 shares, leaving a balance of 119,231 shares 
(4.6 percent) to be disposed of. 


Preopites Licut & Power Co. System 








Holding 
Name of holding company —_ —— 
lease No. 
a ee, stein ea eeenecdioopennannh Aug. 22, 1945 6000 








TYPE AND DESCRIPTION OF ORDER 


11 (b) (1) order directing company to dispose of its interests in electric, water, 
and ice properties at La Grange, Tex., and in farm business of its subsidiary. 


History of compliance 








Holding 
Company) 
Name of company Year Act, Type of action 
release 
No. 

Peoples Light & Power Co. (name; 1946 None | Sold its electric, water, and ice properties at 
poe len. ed changed to Texas La Grange, Tex., for cash to the city of 
Publie Service Co.) ! La Grange. No order was issued. 

Texas Public Service Farm Co..._.._.-- 1947 None | Sold its farm property for cash and dissolved. 


Parent company received proceeds of 
liquidation. No order was issued. 














1 Texas Public Service Co., in September 1946 was granted a 5 (d) order and ceased to be a registered 
holding company. 


PRESENT STATUS 


Texas Public Service Co. was merged in July 1949 into Southern Union Gas Co. 

latter company had been granted a section 5 (d) order declaring that it has 

ceased to be a registered holding company on December 15, 1943. (Holding Com- 
pany Act. release No. 4762) and that is its status now. 
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Exvectric Bonp & SHare Co. System 





Holding 
Name of holding company Date of order bey a 
No. 





American Gas & Electric Co Dec. 26, 1945 6333 








TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) order directing American Gas & Electric Co. to limit the 
operations of ite holding company system by disposing of its interests in Atlantic 

ity Electric Co., Deepwater Operating Co., South Pennsgrove Relaty Co., 
The Scranton Electric ., West Pittson-Exeter Railroad Co., and cerrain real 
estate owned by Franklin Real Estate Co. 


History of compliance 





Holding 
Name of company Company Type of action 





The Scranton Electric Co., West West Pittson and certain realestate owned 
Pittson-Exeter R. R. Co., and by Franklin was transferred to Scranton 
Franklin Real Estate Co. and the common stock of Scranton sold 

at competitive bidding. 

Atlantic City Electric Co., Deep- 7335,7717..| In 1947 Commission approved a plan 
water Operat Co., and South ursuant to which American disposed of 
Pennsgrove ity Oo. ts holdings of Atlantic City and that 

company’s subsidiaries, Deepwater and 

South Pennsgrove by selling a portion of 

its Atlantic City stock in 1947 and dis- 

tributing the remainder to its common- 
stock holders as dividends during the 

years 1947 to 1949. 

















PRESENT STATUS 
Order has been complied with. Company continues subject to the jurisdiction 


of the Commission as a registered holding company having an integrated utility 
system and retainable incidental businesses. 


Crescent Pusuic Service Co. System 





| Holding | 
Company) 
Name of holding company Date of order Act, Type and description of order 
release 
No. 





Crescent Public Service Co Feb. 1, 1946 6396 | Order pursuant to sec. 11 (b) (1) requiring 
Crescent to dispose of 2 of its subsidiar 
companies and pursuant to sec. 11 (b) (2 
———s Crescent to liquidate and dis- 
solve. 











History of compliance 





Holding 
Name of company Pe ge = A Type of action 





Crescent Public Service Co__.......- Sec. 11 (e) plan viding for the disposition 
of 2 of its subsidiary companies, the re- 
capitalization of a third, and the liquida- 
tion and dissolution of Crescent. 

Jolorado Central Power Co... .-...- ..| Sale of Colorado’s securities held by Crescent 
for cash, pursuant to competitive bidding. 
Central Ohio Light & Power Co Recapitalization of Central. 























Pe hp sae 
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PRESENT STATUS 


Crescent has no subsidiaries and is in the process of liquidation. 


North American Gas & Euvectric Co, System 








Holding 
Name of holding company Date of order Nei 
No. 
SP ry a ID a cin ceevecncvecacecacsaccccccce Oct. 21, 1946 6955 








1 Washington, in 1941, filed a petition for reorganization under chapter X of the Bankruptcy Act. The 
wrustees of the estate registered as a holding company. 


TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) order requiring Washington to dispose of its interest in 
Southern Utah Power Co., its public utility subsidiary company. 


History of compliance 








Holding 
Name of company Year —- Type of action 
No. 

Southern Utah Power Co_.........-. | Sees Rocepteatiention of vakneen atin, 
zing the exchange o: 's 
of preferred and common stocks of Southern 
Le 4 for new common stocks of Southern 

tah. 

Washington Gas & Electric Co_.___. 1047 | 7705.......- Sec. 11 (c) order extending for 6 months time 
for compliance with order of Oct. 21, 1946. 

Southern Utah Power Co...........-. me 7 OO... sies Southern Utah issued a small number of 
additional shares of its common stock in 
order to facilitate the distribution of its 
common stock held by Washington. 

Southern Utah Power Co__........-- 1950 | 9876, 9909...| Washington sold its hold of Southern 
Utah common stock for cash, 














Nortu American Gas & E.vectrric Co. System 











Holding 
Name of holding company Date of order Company 
lease No. 
a i iii re eons eeceediepiabian Jan. 24,1949 | 8301 





TYPE AND DESCRIPTION OF ORDER 


Section 11 (f) order providing for the recapitalization of Washington Gas & 
Electric Co. 
History of compliance 








Date Holding 
Name of company of eer Type of action 
order | tease No. 
Washington Gas & Electric Co_.___.__- 1949 8801 | Sec. 11 (f) plan of recapitalization submitted 
to the District Court of the United States 
for the Southern District of New York. 

















PRESENT STATUS 


The section 11 (f) plan has been consummated and Washington is no longer a 
holding*company, pursuant to a section 5 (d) order (Holding Company Act, re- 
lease’ No. 10585). 
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NORTHERN States Power Co. 





Holding 
Name of holding company Date of order he ay a 





Northern States Power Co., a Delaware corporation 





TYPE AND DESCRIPTION OF ORDER 


Order pursuant to section 11 (b) (2) of the Holding Company Act that the 
continued existence of Northern States Power Co. (Delaware) shall be terminated. 
A long series of voluntary steps taken by the holding company toward compliance 
with section 11 (b) antedated the entry of this order. 


History of compliance 
— 
Holding | 

Name of company Date Company | Type of action 


Act, release | 
No. | 








320 company approved. 


Northern States Power Co. (Del- . 27, 48. E. C, Plan of recapitalization of Delaware 
‘ 


aware). 

Northern States Power Co. (Min- 
nesota). 

Northern States Power Co. (Wis- 


consin). 

Northern States Power Co. (Del- Original plan for liquidation and dissolu- 
tion of Delaware company filed pur- 
suant to sec. 11 (e). 

Findings and opinion approving plan 
with modifications. 

= and order approving amended 
plan. 

Memorandum opinion and order reopen- 
ing record for further hearings. 

Findings, opinion and order vacating 
approval of original plan as amended, 
and ordering dissolution of Delaware 
company pursuant to sec. 11 (b) (2). 
(Dissolution order sustained on appeal 

| 164 F. 2d 810 (1947).) 

| Second amended plan filed by Delaware 

| company. 

| Findings and opinion disapproving 

| second amended plan and suggesting 

modifications. 

Supplemental] findings and opinion ap- 
| proving second amended plan as 
| modified. 

Opinion and order of United States dis- 

trict court (Minnesota) approving and 
ordering consummation of second 
| amended plan as modified (80 F. Supp. 
| 193). The Delaware company was 

liquidated as of Sept. 30, 1948. 














PRESENT STATUS 


With the dissolution of the Delaware company, the Minnesota company became 
the top company in the Northern States system. The Minnesota company is both 
a holding company and the largest operating company in the system. 

Proceedings for corporate simplification of the Northern States system pursuant 
to section 11 (b) (2) of the act have now been concluded except for the determina- 
tion of allowances for fees and expenses. Fee hearings have been held, briefs 
and oral arguments presented, and the issues submitted for determination by the 
Commission. 

No proceedings have been instituted to compel the integration of the Northern 
States system pursuant to section 11 (b) (1) of the act. The system has two 
detached service areas in North Dakota; and in addition to its major electric 
operations, the system also furnishes gas, water, steam heating, and telephone 
services in some localities. 
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THe CoMMONWEALTH & SouTHERN Corp. System 








Holding 
Name of holding company Date oforder. bf ead 
lease No. 
The Commonwealth & Southern Corp. and The Southern Co___....._..___- Aug. 1,1947 7615. 











TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) order directing Commonwealth to sever all interest in all 
companies other than Alabama Power, Georgia Power, Mississippi Power, Gulf 
Power, Savannah River, The Commonwealth & Southern Corp. rer New York), 
and Southern and directing both The Southern Co. and Commonwealth to cease 
to own, operate or control or have any interest in the gas and transportation 
properties and businesses of Georgia Power and Gulf Power and the transportation 
properties and business of Alabama Power. 


History of compliance 




















Name of company Year mites Com - v Type of action 
Central IMinois Light Co.........; 1949 ‘| 8633............... Common stock of company distributed 
to Commonwealth’s preferred stock- 
holders. 
Consumers Power---__._.....-_--- | 2 See eee Do. 
South Carolina Power Co___..___- i kee Sold common oe to South Carolina 
Electric and Gas Co. 
—— Indiana Gas and Elec- | 1949 | 8498.........._.__- Sold common stock to public. 
0. 
Ohio Edison Co. and Pennsyl- | 1949 | 8633__........__... Common stock of Ohio Edison distrib- 
vania Power Co. uted to Commonwealth’s common 
stockholders. 
The Southern Co__._.__..__._.--- — ae See ae. Common stock of Southern distributed 
+ a. cemaaeaes 8 common stock- 
Alsteme Power Co............... 1947 Fite No. 30-115. - ..| Bold Phoenix City gas properties ¢ to city. 
pilingiintonbhsicbcnedeuun lk 1947 Wislity ee id Tuscaloosa transportation to Warc 
oe Clement. 
Georgia Power Co.....__......... IE A MR eh Siccickd emncnesd Sold Columbus & Americus gas am 
ties to Gas Light Co. of Columbus. 
ice See ieee de 1949 | File No. 30-222....| Sold Macon transportation to Ribb 
Transit Co. 
SG din acca 3s obpecdassended 1949 | File No. 30-222... a? = ~ transportation to 7 indi- 
viduals. 
| __ e 2 ee eae Sold Atlanta Transit system to local 
group. 
Gull Power Oe. 2... ..5<.2..3c0k0 >; i ee | Sold Pensacola gas properties to city. 





PRESENT STATUS 


Commonwealth has filed an application to transfer all its remaining assets, 
consisting yy ee of cash and common stock of the Southern Co., to Souther n 
in process of its liquidation. 

rgia Power Co.’s Rome transportation properties remain to be disposed of 
by Southern. 


SranparpD Power & Liaut Corp. System 











Holding 
Company 
Name of holding company Date of order Act, 
release 
No. 
Louisville Gas & Electric Co. (Delaware)_....._......--.---.--- PA ABS F«. Oct. 28,1945 7789 











TYPE OF ORDER 


Section 11 (b) (2) requiring dissolution of holding company. 
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History of compliance 





Holding 
Date |Company! 
of Aet, 
order | release 

No. 


Louisville Gas & Electric Co. (Dela- 7789 | Dissolution. 


ware). 

Louisville Gas & Electric Co. (Ken- ‘ Distributed to parent stockholders. 
tucky). | 

' 




















PRESENT STATUS 
Company dissolved. 


STANDARD Power & Licnut Corp. System 


P onenen 
: | Tate ompany 
Name of holding company Date of order lAct, release 
| 


No. 





RS RE ae : _..| June 1, 1948 


TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) requiring disposition of gas properties owned by holding 
ar SE, and 48 subsidiary companies out of 55 subsidiary companies. Section 
11 (b) (2) requiring dissolution. 


History of compliance 


Holding | 
|Company 
| Act, | Type of action 
| release 
|} No. | 
SRE ER) tee eee ee : agua 
Philadelphia Co peels sii 1948 | 8326 | Sale 4.8 gas properties to Equitable 

| Gas 
Finleyville Oil & Gas Co-- | 8326 | Do. 


Name of company | Year 





Equitable Gas Co., Pittsburgh | & West Vir- 9766 | Sale to public for cash. 
ginia Gas Co., Philadelphia Oil Co., and | 
Kentucky W est Virginia Gas Co. | 
Equitable Sales Co | 10190 | Dissolution. 
Pittsburgh Rys. Co. and 42 of its subsidiaries __| S | 9759, | Reorganization into 1 company under 
| 10318 ch. X with Philadelphia receiving 


10652 | Dissolved; assets distributed to Phila- 


| 51 percent of new common stock. 
delphia Co. 


Equitable Rea) Estate Co 


| 
| 


PRESENT STATUS 


Philade'phia Co. still retains interest in Pittsburgh Rys. Co., Equitable Auto 

., and L uquesne Light Co., al) of which must be disposed of prior to dissolution 

of company. Company has plan on file for retirement of senior preferred stock, 
as step toward eventual dissolution. 


NorRTHERN New ENGLAND Co. 


| Holding 
Name of holding company | Date of order | — 
release No. 





Northern New England Co 
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TYPE AND DESCRIPTION OF ORDER 


Order, pursuant to section 11 (b) (2), that the continued existence of Northern 
New England Co. be terminated. 


History of compliance 








Holding | J 


Name of company | Date eee] Type of action 
lease No. 





| 
Northern New England Co__......| Aug. 4,1948 8401 Approval of 11 (e) plan providing for a par- 
tial distribution of its assets as an initial 
step in its dissolution. 
| 





PRESENT STATUS 


Northern New England Co. holds 32.5 percent of the common stock of New 
England Public Service Co. The filing of a plan for complete liquidation has 
been held in abeyance pending the Commission’s determination of the participa- 
tion of the common stock of New England Public Service Co. in the assets of 
that company. 

Lone Istanp Licutine Co. System 





Name of holding company Date of order 





Long Island Lighting Co., Queens Borough Gas & Electric Co., Nassau & | Aug. 25, 1948 
Suffolk Lighting Co., and Long Beach Gas Co., Inc. 











TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (2) order directing the recapitalization of Long Island Lighting 
Co. and the three named subsidiaries thereof on the basis of a single class of 


common stock. 
History of compliance 





Holding 


Name of company yore Type of action 


No. 





Long Island hting Co., Queens Bor- 9510 | Plan under sec. 11 (e) for the consolidation 
ough Gas & Electric Co., and Nassau of Long Island, Queens, and Nassau, and 
& Suffolk Lighting Co. for the pe a of the resultant 


consoli corporation. 
Long Island Lighting Co. and Long Plan under sec. 11 (e) for the merger of Long 
Beach Gas Co., Inc. = “e Co., Inc. with Long Island 
ghting Co. 














PRESENT STATUS 


Orders complied with. Long Island is now an operating utility company and 
not subject to jurisdiction of Commission other than a reservation of jurisdiction 
over payment of fees and expenses. 


PENNSYLVANIA Gas & ELeEctric Corp, System 


! 





Holding 
Name of holding company Date of order 








eS Bs Be BE i ods cic winiies btasncccccswnceseccesseunt 
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TYPE AND DESCRIPTION OF ORDER 


11 (b) (1) order directing divestment of three subsidiary companies. 
11 (b) (2) order directing company to change its preferred and common stocks 
to a single class of stock. 





Holding 
Name of holding company Date of order a 
lease No. 





| | 
EE Ee ee | Dec. 22, 1949 | 


9574 





TYPE AND DESCRIPTION OF ORDER 


11 (b) (2) order directing Pennsylvania Gas & Electric Corp. to liquidate and 
dissolve. (This rendered moot the previous 11 (b) (2) order.) 


History of compliance 





| 

Holding | 
Company) 
Act, re- | 

lease No. 


Name of company Type of action 





North Shore Gas Co 8593 | Sold its properties for cash and dissolved. 
Pennsylvania Gas & Electric received pro- 
ceeds of liquidation. 

York County Gas Co 9392 | Pennsylvania Gas & Electric Corp. sold its 
common-stock holding in York County Gas 
for cash. Stock sold to public by under- 
writers. 

Newport Gas Light Co Pennsylvania Gas & Electric Corp. sold its 
common-stock holding in Newport Gas 
Light for cash. Stock sold toa small group 
of underwriters. 














PRESENT STATUS 


Pennsylvania Gas & Electric Corp. has filed a plan of liquidation and dissolu- 
tion. Hearings thereon held and completed. Commission now preparing find- 


ings. 
Exectric Bonp & SHare Co. System 


Holding 
Name of company | Date of order | Ceaeees 
lease No. 








American & Foreign Power Co., Inc May 2,1949 QO44 





TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (2) order requiring Foreign Power to reorganize on a basis on 
which it would have outstanding only a single class of stock—namely, common 
stock—and such amount of debt securities as would meet the standards of the act. 


EXTENSION OF TIME 


Foreign Power was granted an extension of time to May 2, 1951, pursuant to 
section 11 (c) (Holding Company Act, release No. 9977). 
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History of compliance 





Holding 


Name of company Year s-9y Type of action 
lease 


No. 





viding for a com 

of Foreign Power and a 

on aa Bond & Share. crea en 
eo and ordered enforced 

Uni States District Court for the Di. 

trict of Maine. es ee 

the district court its order and 


manded the proceed 
when it became apparent the financing re- 
quired by the plan could not be consum- 
mated. On May 2, 1949, the Commission 
revoked its order a ving the /_, 
American & Foreign Power Co., Inc. | 1949 9589 | Commission transfer to 

and Cuban Electric Co. Power by Bond & Share or 840,800,000 Open - 

cipal amount of t-due 6 percent deben- 

tures of Cuban Electric Co., a subsidiary of 
Foreign Power, and $30,000,000 pal 
amount of past due 3 percent notes of 
Foreign Power in exchange for $49,500,000 
of notes of Foreign Power due 1955. 
American & Foreign Power Co., Inc._..| 1951 10870 | Commission approved sec. 11 (e) plan pro- 
viding for comprehensive reorganization of 

oreign Power and for settlement of claims 
against Bond & Share as required by Com- 
mission order of May 2, 1949. 


American & Foreign Power Co., Inc_...| 1947 7849 | Commission approved sec. — (e) plan 
ce) 











I 





PRESENT STATUS 


The section 11 (e) plan has been approved by the United States District Court 
for the District of Maine, and the company has fixed the consummation date of 
the plan for February 29, 1952. Company will continue subject to Commission 
jurisdiction as a subsidiary of Electric Bond & Share Co., but will continue to 
have benefit of an existing exemption from most of the sections of the act as a 
holding company having only investments in foreign countries. 


Koprers Co., Inc. System 





Holding 
Name of holding company Date of order — 
lease No. 





ee We tn II oo coco cece thas eactnanedesous .....-| Feb. 3, 1950 | 9633. 








TYPE OF ORDER 


Section 11 (b) (2) order directing reclassification of 6-percent preferred stock 
and common stock into a single class of common stock. This was entered at same 
time as the issuance of an opinion stating section 11 (e) plan for such reclassifi- 
cation could be approved if amended. This plan was approved on March 10, 1950 
(Holding Company Act, release No. 9725). 


History of compliance 





Name of company Year yy Type of action 





Eastern Gas and Fuel Associates........| 1950 | 9725___.. Consummation of plan. 
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PRESENT STATUS 


There is a pending aepitentinn for exemption from the Public Utility Holding 
Company Act. Action thereon awaits complete divestment by its parent Koppers 
Co., Inc., of its remaining interest in Eastern Gas and Fuel Associates. 

Koppers originally owned 563,347 shares (22 percent) of Eastern Gas’ new 
common stock and has disposed of 444,116 shares, leaving a balance of 119,231 
shares (4.6 percent) to be disposed of. 


EASTERN UTILITIES ASSOCIATES 





Gittins 

aii . ompany 

Date of order Act, release 
NO. 


Name of company 





Eastern Utilities Associates. ................-......-... ee ey ee A pr. 4, 1950 | 9784 








TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) and 11 (b) (2). Order required recapitalization of Eastern 
Utilities Associates and elimination of outside interest in excess of 10 percent of 
Fall River Electric Light Co., or, in the alternative, dissolve. Section 11 (c) 
ordered issued July 10, 1952. 


History of compliance 








| Holding 
Name of company Date |€ reg Type of action 
| lease No. | 
ee , # : 
Eastern Utilities Associates............- 1950 | 10040 | Acquisition of Fall River stock to increase 


| its interest to 98 percent. 
| 


PRESENT STATUS 
Hearings in progress on recapitalization of Eastern Utilities Associates. 


Unitep Gas IMPROVEMENT Co. SysTEM 


Holding 


Name of holding company Date of order | ‘ oe 


lease No. 





United Gas Improvement Co-..---.-- ; pai nadeegeed ee aekes June 15, 1951 | 10624 


TYPE AND DESCRIPTION OF ORDER 


Section 11 (b) (1) order requiring divestiture by United Gas Improvement of its 
interests in Central Illinois Light Co., Consumers Power Co., Delaware Power & 
Light Co., Niagara Mohawk Power Corp., Philadelphia Electric Co., Public 
Service Electric & Gas Co., and Delaware Coach Co. 


History of compliance 





Holding | 


, 2 Company) n . 
Name of company Year | pany Type of action 
’ 


| }ease No. 











Consumers Power Co. and Philadelphia | 1951 | 10624 | Pursuant to a sec. 11 (e) plan, United Gas 

Electric Co. | Improvement exchanged up to 145,314 

| shares of common stock of Consumers and 

| up to 217,970 shares of common stock of 
Philadelphia for its own common stock. 














see oe 
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PRESENT STATUS 


United Gas Improvement has presently pending before the Commission a sec- 
tion 11 (e) plan providing for disposition of the above securities and for consoli- 
dation into one company of itself and all subsidiaries; so that, if plan is consum- 
mated, United Gas Improvement will become an operating utility company not 
subject to the act. 


AMERICAN Power & Licur Co. System 





Holding 
Company 
| 

| 





Name of company 
, 
lease No. 








Date of order | ~4 ot’ re- 
ny RE EE REA PES OER a fg 10740 
| 








TYPE AND DESCRIPTION OF ORDER 
Section 11 (b) (2) order directing Portland Gas & Coke Co. to reclassify its 7 


percent and 6 percent preferred stocks and common stock into one class of com- 


mon stock. 
History of compliance 














| Holding 
Name of company Year Cpmeeay | Type of action 
lease No. 
Portland Gas & Coke Co-_-._...--.--- 1951 10740, 10812_| Preferred and common stocks were relassi- 
fied into 1 class of common stock pursuant 
to sec. 11 (e) plan. > 





PRESENT STATUS 


Order has been complied with. Application to be declared not to be a sub- 
sidiary of American pending. 

Mr. Heuer. Did any other utility systems make requests for ex- 
tension of time for compliance, if you know? 

Commissioner Cook. Yes, from time to time, as the original 
l-year period expired, the holding companies subject to section 11 
orders would file applications for granting of the additional year 
provided by statute. 

Mr. Hetuier. Would you know, Commissioner, whether requests for 
extensions from time to time were made by United? 

Commissioner Cook. It is my recollection that they did request an 
extension and that it was granted. 

ANSWER sSUPPLIED.—Application for extension of time for an additional year 
was filed July 14, 1944, and granted January 16, 1945, pursuant to section 11 (c) 
of the act. 

Mr. Heiter. Commissioner, with respect to the provision for 
redemption of the preferred stock in the United, would you know how 
many years elapsed between the date of the entry of the 1943 order 
and the compliance with the provisions of it? 

Commissioner Cook. You are now referring to the length of time 
it took to eliminate the preferred stock from the United Corp. 
structure? 

Mr. Heuer. That is right. 

Commissioner Cook. I will have to supply that for the record. 
I don’t happen to have that here. 
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Mr. Hetier. When you do, that will be considered your answer 
at this point. 

Commissioner Cook. All right, sir. 

ANSWER sUPPLIED.—The preferred stock was completely retired as of April 30, 
1949. This plan, which provided for the mandatory exchange of the remaining 
preferred for portfolio securities of United, had been preceded in 1944 and 1945 
by voluntary exchange offers, and in 1946 United had received authority to make 
limited purchases of its preferred in the market. 

Commissioner Coox. I may add that it is my recollection that the 
preferred stock of United Corp. was eliminated pursuant to two volun- 
tary exchange offers, and a mandatory plan under which the preferred- 
stockholders of United were offered certain portfolio securities in 
exchange for their holdings. 

Mr. Heiter. Commissioner, under the doctrine of investment 
value, sometimes also called the equitable equivalents, common stock 
is frequently permitted participation in reorganization; is that correct? 

Commissioner Coox. That is true. 

Mr. Hetier. What standards, if any, are applied to determine 
whether common stock should be permitted to participate in the 
reorganization? 

Commissioner Cook. We are, of course, in these reorganization 

roceedings governed by those legal principles which have either 

een esta ‘lished or have been confirmed by the Supreme Court. 
Generally speaking, the fair and equitable standard which must be 
met by any plan of reorganization requires that to each claimant in 
the order of his priority there shall be given the equitable equivalent 
of that which he surrenders. 

Mr. Heuer. That involves in many instances the exchanges of 
securities; is that correct? 

Commissioner Cook. That involves determining whether the par- 
ticular security being surrendered is the equitable equivalent of the 
securities or cash or both given in exchange upon the surrender. 

Mr. Hetuer. And your guideposts would be the decisions of the 
Supreme Court? 

Commissioner Coox. That is true, sir. 

Mr. Hetier. Now, if common stock is under water at the time of 
the reorganization, will it be permitted to participate in reorganiza- 
tion? 

Commissioner Coox. It will be if after giving the equitable equiva- 
lent of the senior claims there remains available value for the common 
stock. 

Mr. Heiter. No matter what the value may be? 

Commissioner Coox. The common stock is in the residual position ; 
and what I am saying, Mr. Chairman, is that, if there is any residual 
value left in the assets after providing to the senior claimants in the 
order of their priority the equitable equivalent of such claims, the 
common-stock holders are entitled to the residual assets. 

Mr. Heuer. In that event they are, of course, permitted to 
participate in the reorganization? 

Commissioner Cook. Yes, sir; and the residual assets will measure 
the extent of the participation. Now, I haven’t bothered to qualify 
it for those cases where there may be option warrants outstanding, 
which has sometimes happened but which is not the ordinary thing. 
In that event the residual assets are divided on a fair and equitable 











254 STUDY OF SECURITIES AND EXCHANGE COMMISSION 


basis between the common-stock holders and the option-warrant 
holders if fairness and equity would so dictate. 

Mr. Hetier. Mr. Commissioner, is it correct to say that, in 
instances where the equitable equivalent is given to preferred stock, 
there may be no value at all to the common stock? 

Commissioner Cook. That is possible; yes, sir. 

Mr. Heuer. Yes. If that does happen, then why is the common 
stock which is under water permitted to participate in reorganization? 
It is valueless; is it not? 

Commissioner Coox. It never is permitted to participate in a 
reorganization except in those cases where the assets available are 
sufficient to satisfy the claims of senior security holders on the basis 
that I have indicated and assets are left over for the common. 

Now, you must distinguish between that situation and one in which, 
if you merely look at the balance sheet of the company, you will see 
that the senior claims are in excess of the stated value of the assets 
on the balance sheet. In all reorganizations the determining factor 
is not the basis upon which the assets are stated upon the balance 
sheet, but it is rather the value of the assets in the light of the present 
and prospective earning power of the assets owned by the company 
regardless of their carrying value on the company’s balance sheet. 

So that you may have a company which on a balance-sheet basis 
will show that the senior claims are not covered, that the common 
stock is under water, but yet on a prospective-earnings basis you will 
find that the value of the assets are such that the common stock would 
be entitled to participate in any reorganization. 

Mr. Heuer. Well, let us take the common stock of the United in 
1943. That stock was under water; is that correct? 

Commissioner Cook. That is my recollection; that it was under 
water on a balance-sheet basis. 

Mr. Heuer. Yes. Now, is it not a fact that if the standard 
procedure of reorganization had been followed the common-stock 
holders, including the present management, would have had no 
participation in the reorganization? 

Commissioner Cook. No, sir; that would not be true. 

Mr. Hetuer. And in what way is it not true? 

Commissioner Cook. It is not true because the assets of the 
company which were given to the preferred-stock holders in exchange 
for the surrender of their claim were found to be the equitable equiva- 
lent of the claims surrendered, and those claims were thereupon 
extinguished, leaving the company with residual assets and common 
stock outstanding. 

Mr. Heuer. Well, in 1943, is it not a fact that the Commission 
held that United would comply with the standards of section 11 of 
the act if United was transformed into an investment company? 

Commissioner Cook. That is my recollection. 

Mr. Hetter. Did the Commission find that United would be 
transformed into an investment company if its stockholdings in four 
major utilities were reduced to less than 10 percent? 

ommissioner Cook. I do not know whether that precise finding 
was made at that time, but I can say generally that no company, 
United or otherwise, in my judgment can transform itself into an 
investment company until such time as it ceases to be a holding 
company with respect to an operating utility company. 
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Mr. Hexier. Are you familiar with the decision in the Engineers 
Public Service case? 

Commissioner Coox. Generally, yes. 

Mr. Heuer. Do you recall that in that case the Commission held 
that there must be a complete divestiture of all stock interest on a 
theory that the retention of any percentage of stock created the 
potentiality of control or controlling interest in the future? 

Commissioner Coox. My recollection, Mr. Chairman, is that that 

roceeding was not concerned with the transformation of Engineers 

ublic Service Co. into an investment company. It was rather 
concerned with the question of whether Engineers had a single in- 
tegrated system which was retainable and, if so, which one it was and 
on what basis it. could be retained. I believe that the contexts were 
entirely different. 

Mr. Heuer. That is how you reconcile it? 

Commissioner Coox. Yes, sir. My recollection is that it was 
determined that Engineers Public Service had two possible integrated 
systems; that Engineers could select either one, and I believe that it 
disposed of all of its subsidiaries other than Virginia Electric & Power, 
which it elected as the single integrated system; and then, having 
only a holding company over a single operating company, it liquidated 
and dissolved. 

Mr. Heiter. You have been very helpful, Commissioner, par- 
ticularly in giving us the chronology of this United case, and I was 
wondering whether you could help us out with respect to the following 
information that we would like. 

During the period following the hearings which culminated in 1943, 
the Commission, through its staff, held conferences with various 
representatives of the United Corp. You are familiar from the record 
that that did happen; is that correct? 

Commissioner Cook. Well, I am not familiar with the actual 
conferences, but I amy say generally that the staff of the Commission 
and the Commissioners themselves since the inception of the Com- 
mission have always been available to confer with company officials, 
stockholders, and all interested persons with respect to any problem 
under the Holding Company Act or any company subject to its 
jurisdiction. 

Mr. Hewuer. In other words, the informal conference is one of the 
procedures encouraged by the SEC; is that correct? 

Commissioner Coox. Yes, sir; and has been from the inception of 
the Commission. 

Mr. He.uer. Is it a practice to make a memorandum of the sub- 
stance of discussions that take place at an informal conference? 

Commissioner Cook. I would think not. We hold hundreds of 
them all the time and dozens of them every day. While I would 
assume that from time to time on some important conferences there 
are memoranda prepared, I understand that the practice ordinarily 
is not to do so. 

If we did, we hold so many of them that we would be spending all 
our time writing memoranda, and we wouldn’t have any time left to 
enforce the statute. 

Mr. Heuer. In 1947 did the United ask for authority to secure a 
vote of the stockholders with respect to the compliance with the act? 
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Commissioner Coox. My recollection on that is that about that 
time United Corp. solicited its stockholders or took a poll of its stock- 
holders on the question of whether the stockholders desired the com- 
pany to continue as an investment company after ceasing to be a 
holding company. 

Mr. Heuier. What year is that? 

Commissioner Cook. In 1947. 

Mr. Heuer. Well, in October of 1949, is it not a fact that the 
SEC approved the plan filed by the United under section 11 (e), 
which effected reduction of the holdings by United of Niagara Hudson 
stock through an exchange of one-tenth of a share of Niagara Hudson 
for one share of United? 

Commissioner Cook. I believe that is true. The plan provided 
for a distribution of Niagara Hudson shares, not an exchange. 

Mr. He.uer. Would it be correct to state that sales and disposi- 
tions by holding companies in accordance with plans filed under sec- 
tion 11 of the act are covered by section 12 (d)? 

Commissioner Cook. Yes. 

Mr. He.ier. Was the disposition by United of certain of its 
securities effected in compliance with section 12 (d)? 

Commissioner Cook. Will you repeat the question, Mr. Reporter? 

(The question was read by the reporter.) 

Commissioner Coox. Yes; all divestments pursuant to section 
11 (e) plans or section 11 orders must conform to the standards of 
the other applicable sections of the act and, in the case of sales of 
securities, with 12 (d) of the statute. 

Mr. Heuter. But is it true that this approval of the SEC was con- 
ditioned on United’s filing a comprehensive plan under section 11 (e) 
for compliance with the Public Utility Holding Act? 

Commissioner Coox. That is my recollection. 

Mr. Hetier. Now, between 1943 and 1949 no other action other 
than what has been described—namely, the divestiture of interest in 
direct subsidiaries by retirement of preferred stock, sale of securities 
in the United portfolio through market transactions—was taken by 
United; is that correct? 

Commissioner Coox. I believe it is a correct statement, but it is 
not a comprehensive statement. ‘ 

Mr. Hetuer. In giving me an answer to that, could you tell us 
why the Commission took no action? 

Commissioner Coox. It must be remembered that United Corp., 
as I testified at the outset, was a company holding securities of other 
holding companies. These holding companies had very complicated 
structures and had many scattered utility properties. 

It was necessary to apply the standards of section 11 not only to 
United Corp. but also to those holding companies which were tech- 
nically subsidiaries of United Corp. In many cases it was impossible 
to take any steps with regard to United Corp. itself without first, as 
we often have said, cleaning up the underlying companies themselves. 

Therefore, the period to which you have referred was devoted to 
the application of the standards of the act to the several very large, 
very extensive, and very complicated holding-company systems 
which were subsidiaries of United in order that it would be possible to 
determine the value of the securities of these subsidiary holding com- 
panies held by United Corp., which value it was impossible or im- 
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practicable to determine prior to the reorganization of those companies 
themselves. 

Those proceedings, | may say, were very lengthy, very involved 
and were concerned with some of the largest holding company systems 
in the United States. 

Mr. Heiter. When did the United file a new plan amendatory 
of the 1943 plan? 

Commissioner Coox. You refer now, Mr. Chairman, to the final 
plan it filed for compliance with section 11? 

Mr. Heuer. Yes. My recollection is November 1949, but if you 
have any other recollection as to whether or not that date is correct, 
we will be glad to take yours. 

Commissioner Coox. | have no contrary recollection, but I will be 
sure and check the date in the transcript. 

Mr. Hetier. Would you know when United completed the retire- 
ment of its preferred stock? 

Commissioner Cook. | have indicated earlier, Mr. Chairman, that 
I didn’t, but that I will also supply that date for the record. 

(The answer was supplied on p. 253.) 

Mr. Heuer. At any rate the plan was approved by order of the 
Commission in June of 1951 on certain conditions, is that correct? 

Commissioner Cook. Yes, sir, that is true. 

Mr. Heuier. After United—— 

Commissioner Coox. I may say that I interpret your language 
“with certain conditions’ to embrace the substantial modifications 
which the Commission found were necessary to be made in order that 
the pen might be found fair and equitable? 

Mr. Heutier. That is correct. 

Commissioner Cook. Yes, sir. 

Mr. Hetuer. After United completes its plan it will retain approx- 
imately 4.9-percent in three of its former subsidiaries, is that correct? 

Commissioner Cook. That is my recollection. 

Mr. He ter. Is it not a fact that it will continue to be the largest 
single stockholder of these subsidiaries? 

ommussioner Coox. That I do not know. 

Mr. Heuer. Can that be ascertained? 

Commissioner Coox. It can be approximated from the lists of 
stockholders of the individual companies involved. 

Mr. Hetier. Would that information be available to us? 

Commissioner Coox. Oh, I would think—of course, I am in no 
position to speak for the companies, but just offhand it would seem 
to me that they ought to be entirely willing to supply it, and we can 
seek to obtain it for the committee. 

Mr. Heiter. Would you do so for us? 

Commissioner Coox. We would be very glad to do so. 

(The information requested is as follows:) 

On the basis of information available to the Commission, if United at this time 
were to hold 4.9 percent of the stock of Columbas Gas System, Inc., and of Niagara 
Mohawk Power Corp., it would be the largest single stockholder of those com- 
panies. United now holds 3.5 percent of the voting stock of Public Service Electric 
& Gas Co. and is the largest stockholder. Owning less than 1 percent of the stock 
of United Gas Improvement Co., it is not the largest stockholder of that company. 

Mr. Heuer. Now, is it not a fact that the Commission held that 
the retention of an amount of stock less than 4.9 percent makes it 








258 STUDY OF SECURITIES AND EXCHANGE COMMISSION 


possible for a company to exert pressure, particularly in view of the 
wide dispersion of stockholdings and the failure of stockholders to 
regularly attend meetings? 

Commissioner Cook. That is possible. I think it is possible to 
control companies without any stockholdings and I think it is also 
possible to have 49 percent of a stock of a company and not be able 
to control it. It all depends on the particular situation, and the 
relationship between the two companies, or between the individuals 
involved and the particular company. 

It varies widely, and I have seen all types. 

Mr. Heuer. Well, I guess we will recess at this time. Mr. Cook, 
we again thank you for coming back, and we hope in the near future 
you will consent to return again and give us additional information. 

Commissioner Coox. Mr. Chairman, I will be happy indeed to 
come back before your committee at any time and testify with regard 
to anything that you believe will further an understanding of the work 
which we are doing at the Commission. 

Mr. Heuer. You have been exceedingly helpful to the committee. 

Commissioner Coox. Thank you very much, sir. 

(Whereupon, at 3:50 p. m., the subcommittee recessed to reconvene 
at 2 p.m., Wednesday, January 30, 1952.) 
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STUDY OF THE SECURITIES AND EXCHANGE COMMISSION 


WEDNESDAY, JANUARY 30, 1952 


House or REPRESENTATIVES, 
SUBCOMMITTEE OF THE COMMITTEE ON 
INTERSTATE AND ForREIGN COMMERCE, 
Washington, D. C. 

The subcommittee met at 2:20 p. m., pursuant to notice, in room 
1334, New House Office Building, Hon. Louis B. Heller (chairman of 
the subcommittee) presiding. 

Present: Representatives Heller, McGuire, and Hall. 

Present also: Herbert Burstein, consultant counsel to the subcom- 
mittee; and Sam G. Spal, professional staff member of the Committee 
on Interstate and Foreign Commerce. 

Chairman Hetuer. Mr. Commissioner, would you please raise your 
right hand? Do you solemnly swear to tell the truth, the whole truth, 
and nothing but the truth, so help you God? 

Commissioner Rowen. I do. 


TESTIMONY OF PAUL R. ROWEN, A COMMISSIONER OF THE SE- 
CURITIES AND EXCHANGE COMMISSION; ACCOMPANIED BY 
HARRY HELLER, ASSISTANT DIRECTOR OF THE DIVISION OF 
CORPORATE FINANCE, AND ARDEN ANDRESEN, OFFICE OF 
THE GENERAL COUNSEL, SECURITIES AND EXCHANGE COM- 
MISSION 


Chairman Heuer. I understand you are going to testify today on 
the Investment Company Act of 1940, and the Investment Advisers 
Act of 1940, is that correct? 

Commissioner Rowen. That is correct. 

Chairman Hetier. Do you adopt the statement contained in the 
Commission’s statement of October 29, 1951, as part of your direct 
testimony for the purpose of this examination? 

Commissioner Rowen. I do. 

(The statement referred to follows:) 


THe INVESTMENT Company Act or 1940 


The Investment Company Act requires the registration, and regulates many of 
the activities, of investment companies, i. e., companies engaged primarily in the 
business of investing, reinvesting, and trading in securities. The act evolved 
from a bill which was based on the conclusions and recommendations reached by 
the Commission in an intensive study and investigation over a period of years of 
investment companies, conducted at the direction of Congress. The industry 
itself recognized the existence of abuses and the provisions of the present statute 
were worked out in conference between representatives of the industry and the 
Commission, with the approval of the congressional committees involved. 
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Investment trusts and investment companies are intended to provide a medium 
for public investment in common stocks and other securities. In 1929, invest- 
ment companies were being created at the rate of almost one a day and the Ameri- 
can public had invested almost $7 billion in investment companies of all types. 
Substantial losses were suffered in the market crash of 1929 and thereafter. In 
1944, the assets of all investment companies were approximately $2 billion. Since 
the war, the sales of investment company securities, particularly those of open-end 
companies, have increased tremendously and at the present time the assets of 
registered investment companies represent almost $6 billion. 

Basically many of the abuses in, and the problems of, the investment company 
industry arise from the nature of the assets of the companies. The assets of such 
companies invariably consist of cash and securities which are usually liquid and 
readily negotiable. Control of such funds offers numerous opportunities for ex- 
ploitation by an unscrupulous management. 

The capital structures of investment companies, prior to enactment of the 
statute, were often inordinately complex and the rights and preferences of senior 
securities were in many instances inadequately safeguarded. By various de- 
vices of control such as special voting stocks, voting trusts, control of proxy 
machinery and pyramiding of companies, public investors were effectively denied 
any real participation in or benefit from the management of their companies. 
The distribution and repurchase of securities on occasion resulted in discrimina- 
tion in favor of the management or other insiders, who were able to acquire the 
securities or to have the companies repurchase them on a basis more favorable 
than that accorded public stockholders. In open-end companies (i. e., companies 
issuing redeemable securities) the method of pricing securities at times led to a 
substantial dilution of the investor’s equity in the companies and in some in- 
stances permitted sponsors, other insiders, and underwriters to realize riskless 
trading profits. 

In many cases the absence of any legal requirement for adherence to announced 
investment policies or purposes created a major problem since such policies were 
often radically enanded without the knowledge or prior consent of stockholders. 
Similarly, after investors had invested in certain companies on the basis of their 
faith in the reputation and standing of the existing managements, control of the 
public’s funds, without prior knowledge or consent of such stockholders, was 
passed to other persons, some of whom were subsequently guilty of gross mis- 
management. ransactions between officers, directors, and similar persons and 
the investment companies with which they were associated often presented 
opportunities for gross abuse by unscrupulous persons. 

In certain investment companies; small investors were subjected to switching 
operations from one investment company to another to their pecuniary damage. 
Similarly, investors were often powerless to protect themselves against plans of 
reorganization which were grossly unfair. Moreover, particularly with respect 
to companies the securities of which were not registered either under the Securi- 
ties Act or the Securities Exchange Act (few investment companies have their 
securities listed on a national securities exchange), the investor was unable to 
obtain adequate information as to their operations. Accounting practices and 
financial reports frequently were deficient and oftentimes misleading. In many 
cases dividends were declared and paid without informing stockholders that 
such dividends represented not earnings but a return of capital. 

In certain types of investment companies, particularly unit investment trusts 
and periodic payment plans, serious abuses existed through excessive sales loads 
and hidden loads and charges. The total sales load in some types of companies 
often exceeded 30 percent of the net amount invested by certificate owners. 
These sales loads were usually deducted entirely from payments made in the 
early months of the periodic payment plan contracts. he significance of this 
can be appreciated by the fact that approximately 40 percent of the total amount 
payable on periodic payment plan certificates sold from 1930 to 1935 was lapsed 
at the end of 1935. Such plans were sold as low as $5 a month and were spe- 
cifically designed to make a strong appeal to wage earners who were not in a 
financial condition to invest or speculate in common stocks. 

Virtually every representative of investment companies who appeared before 
the subcommittees of Congress considering this legislation conceded the necessity 
for and, in many cases, urged the immediate passage of effective legislation to 
regulate investment companies. It was generally conceded that the disclosure 
requirements of the Securities Act and of the Securities Exchange Act were 
inadequate to deal with the myriad forms of malpractice and abuse. Both the 
Commission and the industry urged the passage of the act. This statute had 
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the distinction of being passed by both Houses of Congress without a single vote 
against it. 

The Investment Company Act, unlike the Securities Act, involves a degree of 
regulatory power. Because of the great diversity in types of investment com- 
panies to which the act applies, this statute is, in many respects, the most com- 
plicated and comprehensive which the Commission administers. It achieves its 
objective either by positive requirements or by prohibitions. Its main objectives 


are: 

(1) To obtain an honest and unbiased management by providing for a degree 
of independence in management personnel and by prohibiting self-dealing and the 
taking of excessive commissions or profits by affiliated persons; 

(2) To achieve greater participation in management by security holders by 
provisions such as those requiring stockholder action on basic policies; 

(3) By restrictions on types of securities which may be issued by investment 
companies, to guard against inadequate and unfeasible capital structures; 

(4) To require investment companies to transmit adequate financial reports to 
security holders which are certified by independent public accountants; and 

(5) To eliminate numerous abuses, such as switching or dilution, which previ- 
ously existed in connection with selling practices. 

This complex and elaborate piece of legislation calls for the use of a great 
variety of administrative procedures and techniques. The act contains many 
flat statutory prohibitions, the violation of which may give rise to injunctive 
or criminal proceedings in the courts. There are requirements for filing financial 
and other data with the Commission which are then open to public inspection, 
and for the transmission of financial and other data to security holders. There 
are numerous provisions authorizing the Commission to adopt rules and regula- 
tions to implement and give content to statutory provisions which would other- 
wise be inoperative or too inflexible. In spite of the many facets of the act, its 
administration has been masked into the framework of the Commission’s general 
procedure and practice An example of this is the fact that the Commission has 
prescribed for investment companies the proxy rules and the rules for the filing of 
data regarding security ownership promulgated under the Securities Exchange Act. 

The registration and reporting requirements under the Investment Company 
Act. have been coordinated with similar requirements under the Securities Act 
and the Securities Exchange Act. The Commission has implemented numerous 
sections of the act by rules and regulations designed to achieve the statutory 
purposes. For example, rules have been adopted with respect to the safekeeping 
of securities and other investments of registered investment companies, with 
respect to the bonding of persons connected with the companies who have access 
to securities and funds, and with respect to the repurchase by investment com- 
paries of their own securities. Investment companies must comply with the 
Commission’s proxy rules and their financial statements must conform with the 
accounting standards and practices established by regulation S—X. 

In reorganizations involving an investment company, the Commission may be 
requested by the investment company or by the holders of 25 percent of any class 
of outstanding securities to render an advisory report as to the fairness of the plan 
of reorganization. Such advisory reports require a comprehensive analysis of the 
subject company and the effect of the proposed plan of reorganization. The 
Commission may also seek to enjoin the consummation of any such plan on the 
ground that it is grossly unfair or constitutes a gross abuse of trust. 

Since the act permits exemption from various of its provisions if appropriate 
standards can be met, one of the functions of the Commission is to pass upon the 
numerous applications by investment companies for exemptions from the act. 
The most numerous of the applications filed arise out of the provisions of the 
statute which forbid, in the absence of approval by the Commission, purchases or 
sales of property or securities among investment companies and their affiliated 
persons. To approve such transactions, the Commission must find that they are 
fair as to price, involve no overreaching, and are consistent with the policies of the 
investment companies involved and the policy and provisions of the act. Such 
applications frequently involve unusual and difficult questions of valuation and 
as to the existence of overreaching or other influence. Many other types of 
applications are filed each year involving diverse problems relative to the nature 
and activities of investment companies. To expedite the consideration and 
processing of applications, the Commission adopted rule N—5 which provides for a 
simplified procedure to expedite the disposition of uncontested proceedings. The 
rule makes provision for publication in the Federal Register of the initiation of 
such proceedings and affords ample opportunity for any interested person to 















NRE REP EE TE a ER TEN me eed ee. 











262 STUDY OF SECURITIES AND EXCHANGE COMMISSION 


request a hearing. Other rules have been adopted to simplify the processes of 
proof so as to obviate as far as practicable any onerous burden on applicants and 
others in presenting their cases and submitting their views. 

Since the effective date of the act, more than 900 applications under the Invest- 
ment Company Act, the great majority of which requested exemption from various 
sections of the statute, have been filed with and acted upon by the Commission. 
As of June 30, 1951, 368 investment companies were registered under the act. 

In the performance of its work under this act, the Commission has also co- 
operated to the extent possible with representatives of the regulated industry. 
With increasing sales to the public of the shares of investment trusts, and the 
sharpening of competition in the industry engendered by the entrance into the 
field of many new companies, the staff noted that the sellers of such shares were 
employing literature of a questionable character. 

In consequence, the Commission, assisted by the National Association of 
Securities Dealers, conducted a study of the sales literature and practices em- 
ployed in the sale of investment company shares. The first result of this joint 
effort was the issuance by the Commission of a statement of policy setting out the 
types of advertising and sales literature which the Commission considers to be 
violative of the Securities Act.and the Investment Company Act. The NASD 
has continued to cooperate with, and to assist, the Commission in carrying out 
the letter and spirit of the statement of policy as a measure of self-regulation. 

The Revenue Act of 1951 (sec. 361 (c) of the Internal Revenue Code) confers 
upon this Commission the duty of certifying to the Secretary of the Treasury the 
nature of certain investment companies characterized as venture capital companies. 
This duty was not sought by the Commission. It was inserted in the bill at the 
request of the Treasury ard interested representatives of the investment companies 
affected. Performance of the work assigned to the Commission will involve very 
exhaustive study and investigation of the nature, purpose, and business activities 
of all the affected companies. 

Another phase of the Commission’s administration of the Investment Company 
Act relates to judicial proceedings under this statute. While as a rule there is 
little need to resort to the courts for enforcement of the provisions of the act, 
the Commission has on occasion instituted injunctive action to prevent or restrain 
violations of the act, particularly in cases involving gross misconduct and gross 
abuse of trust in connection with the management of investment companies. 
Such judicial proceedings have resulted in substantial benefits to investors in such 
companies. In addi.ion to restraining and enjoining certain persons from further 
violations of the act, officers and directors who have been found guilty of gross 
conduct and gross abuse of trust have been removed from office; trustees or 
receivers have been appointed in appropriate cases; restitution to stockholders 
has been made; and voting power has been reorganized on a more equitable basis. 


ADMINISTRATION OF THE INVESTMENT ApvisERs AcT or 1940 


The Investment Advisers Act of 1940 requires the registration as investment 
advisers of persons who, for compensation, engage in the business of advising 
others with respect to securities, use the mails or instrumentalities of interstate 
commerce in connection with such bu iness, and are not exempt from registration. 
The act makes it unlawful for investment advisers to engage in practices which 
constitute fraud or deceit, prohibits profit-sharing arrangements and, in effect, 
prevents assignment of investment advisory contracts without the clients’ consent. 

On June 30, 1951, there were 1,043 registrations in effect under this act. The 
disclosures required for registration of investment advisers are somewhat broader 
than those required in the application for broker-dealer registration. The act 
requires an applicant for registration to disclose information concerning the 
education of the principals in the firm and information concerning all of their 
business affiliations for the preceding 10 years, including, of course, present busi- 
ness &ffiliations. This requirement recognizes that professional qualifications, 
although nov a prerequisite to registration, may be materia] to investors who seek 
the services of investment advisers. 

There are registered investment advisers who use unusual and unorthodox 
methods such as are commonly ascribed to astrologers and fortune tellers to fore- 
cast the activity of the securities markets. Inadequacies in the act have created 
insurmountable problems in regulating this type of activity where the registrants 
make full disclosure to the Commission and to clients concerning the methods 
used in forecasting the market trends and in obtaining information on which 
their investment advice is based. 
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The Commission may deny or revoke registration if, after notice and oppor- 
tunity for hearing, it finds that it is in the public interest to do so and that the 
investment adviser or a controlling person (1) has been convicted within 10 years 
because of misconduct involving the purchase or sale of a security or because of 
misconduct while acting in certain specified capacities, or (2) is permanently or 
temporarily enjoined from continuing certain activities in connection with the 
purchase or sale of a security or from acting in certain capacities, or (3) has made 
untrue or misleading statements in an application for registration. However, 
the Commission lacks authority under the act to require registrants to maintain 
books and records or to inspect the books and records they do keep. It is thus 
almost impossible to ascertain thé correctness of representations made in con- 
nection with registration, whether the adviser accepts clients’ securities or funds, 
or whether such funds and securities are intact. This lack of supervision facili- 
tates mishandling of accounts, irresponsible advice, and abuse of the trust rela- 
tionship. 

Chairman HELLER. Commissioner, when did you become a member 
of the Securities and Exchange Commission? 

Commissioner Rowen. I became a member of the Securities and 
Exchange Commission on May 28, 1948. 

Chairman Heuer. Had you had any prior connection with Gov- 
ernment agencies? 

Commissioner Rowen. I had. 

Chairman Hetier. Would you be good enough to state them? 

Commissioner Rowen. I will. I first came to work for the Federal 
Government during the month of October 1934, and I worked in 
Federal agencies until I resigned from the Securities and Exchange 
Commission, which resignation became effective on November 1, 
1939. The terminal leave, however, to which I was entitled resulted 
in my being kept on the payroll until January, some time in January 
of 1940. : 

Chairman Hetier. Commissioner, would you mind stating the 
agencies you were connected with since 1934, so we can have it for 
the record? 

Commissioner Rowen. I first went to work for the National 
Recovery Administration in October of 1934. My employment with 
that agency ceased on October 31, 1935. I then went to work for the 
Interstate Commerce Commission in the Bureau of Motor Carriers, 
and I worked in that agency until April of 1936. 

Chairman Hetuer. That would be 1935 to 1936, approximately? 

Commissioner Rowen. Yes, sir. I then was employed by the 
Securities and Exchange Commission approximately in the month of 
May 1936 until the date of my resignation on November 1, 1939. | 
was reemployed by the Securities and Exchange Commission in the 
month of November 1941, and remained es an employee until May 
28, 1948, when I was sworn in as a Commissioner. 

Chairman Heuer. In what capacity did you serve the SEC 
from 1936 to 1939? 

Commissioner Rowen. At first I was a senior attorney on the gen- 
eral counsel’s staff of the Commission. Later, I functioned as 
supervisor of criminal litigation, acting as l'aison between the Securi- 
ties and Exchange Commission and the Department of Justice, until 
the date of my resignation on November 1, 1939. 

Chairman Heuer. In what capacity did you serve between 1941 
and 1948? 

Commissioner Rowen. In 1941 I was reemployed by the Commis- 
sion and assigned to Boston as the regional administrator in charge 
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of the Boston regional office, and I remained as such until I was 
sworn in as a Commissioner. 

Chairman Heuer. Thank you. 

Mr. Commissioner, for the record would you state your educational 
background, please? 

Commissioner Rowen. I am a graduate of Georgetown College, 
Washington, D. C., class of 1921, A. B. degree. I then went to the 
Harvard Law School where I remained as a student for 3 years. In 
the fourth year of my law school career I attended the Boston Uni- 
versity Law School in Boston, where I got my degree in 1925, L. L. B. 
That is the extent of my educational career. Shall I continue on, and 
say that I then went into the private practice of law in Boston? 

Chairman Hever. That was in Boston? 

Commissioner Rowen. Yes; and practiced law generally until 1932, 
when I became an assistant district attorney for Suffolk County, and 
remained as such assistant district attorney until my employment by 
the Federal Government in October of 1934. 

Chairman Heuier. Did you have any business connections at any 
time while in the practice of the law? 

Commissioner Rowen. I had no business connections except as I 
was as a lawyer identified with the interests of his client. That is to 
say, as I search my memory I have forgotten whether or not I was 
ever employed by any corporation. Nothing stands out in my 
memory, that is, no advocacy for any corporate client. Most of the 
interests which I represented were the personal interests of individuals 
as a young lawyer frequently does. 

Chairman Heuer. In other words, whatever association you had 
with business, it was only in a representative capacity as an attorney? 

Commissioner Rowen. That is correct, sir. There is a hiatus that 
1 have not covered, and which I think I should cover. On January 
1, 1941, I reentered the general practice of the law in Boston and 
continued in such practice for the next 10 months. 

Chairman Hetier. Would that be between 1939 and 1941? 

Commissioner Rowen. There was a period of a year and a quarter 
when I was traveling with my wife and family. 

Chairman Hetvmr. And wg bay ao 10-month period that you just 
discussed, you practiced law in New York? 

Commissioner Rowen. In Boston, sir. 

Chairman Heller. In Boston? 

Commissioner Rowen. Yes, sir. 

Chairman Heiter. What type of practice did you have in Boston 
before you became connected with Government work? Was that a 
general practice? ; 

Commissioner Rowen. General practice of the law. I practiced in 
the probate court, in the lesser criminal courts, and in the lesser 
civil courts. 

Chairman Heiter. Did you practice in Washington during that 
period? . 

Commissioner Rowen. I never practiced in Washington as a 
general practitioner. 

Chairman Heuer. In Boston during that 1941 period. 

Commissioner Rowen. That was a general practice. 

Chairman Heuer. Prior to your becoming associated with the 
SEC in 1936, did you know any of the Commissioners or officers or 


employees of the SEC? 
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Commissioner Rowen. Yes, I knew the then general counsel, John 
J. Burns. I knew an employee with whom i had formerly been 
associated in Government, James J. Caffrey, and I think that was the 
extent of my acquaintanceship with any employee of the Commission. 
I knew none of the Commissioners. Yes, I did. I knew James 
Landis, who was a classmate of mine in the Harvard Law School, 
and who was then, at the time of my first employment with the 
Commission, Chairman of the Commission. 

Now that I search my memory as to whom I knew, I knew Roger 
Foster. I do not know when his connection with the Commission 
began. 

hairman Hetier. You just mentioned John J. Burns. Is he the 
counsel for the United Corp.? 

Commissioner Rowen. He is. 

Chairman Heuer. How long had you known Mr. Burns prior to 
1936? 

Commissioner Rowen. I knew him in the law school in 1923. 

Chairman Hetier. Harvard Law School? 

Commissioner Rowen. Yes; Harvard Law. 

Chairman Heuer. Did he recommend you to the position with 
the SEC? 

Commissioner Rowen. I would assume he did, because I went into 
his office, he was then general counsel, and applied for employment 
with the Commission, and I was later notified that 1 had been accepted 
as a lawyer. 

Chairman Hetuer. After you left the SEC, in 1939, did you per- 
form any legal work thereafter before the Commission? 

Commissioner Rowen. No; I never appeared before the Commis- 
sion, nor had any interest that the Commission was concerned with. 

Chairman Heiter. Mr. Commissioner, would you state briefly 
the primary objectives of the Investment Act of 1940? 

Commissioner Rowen. The main objectives of the Investment 
Company Act of 1940 are, first, to obtain an honest and unbiased 
management by providing for a degree of independence in manage- 
ment personnel, and by prohibiting self-dealing and the taking of 
excessive commissions or profits by persons affiliated with the invest- 
ment company. 

Secondly, to achieve a greater participation in management by 
security holders by provisions, such as those requiring stockholder 
action on basic policies. 

Third, by restrictions on types of securities which may be issued by 
investment companies, to guard against inadequate and unfeasible 
capital structures. 

Fourthly, to require investment companies to transmit adequate 
financial reports to security holders, which are certified by independent 
public accountants. 

And fifth, to eliminate a number of abuses, such as switching or 
dilution, which previously existed in connection with selling practices. 

Chairman Hetuier. Can you tell us something about the record 
of the investment trus® industry between 1927 and 1935? 

Commissioner Rowen. Between 1927 and 1929, there had been a 
phenomenal growth in the investment company industry, and I would 
say that it continued up to 1935. In 1927, just by way of example, 
in open-end management investment companies there were approxi- 
mately 4,000 security holders. That number increased by 1935 to 
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197,000 security holders. The sales load, our investigation shows, 
increased from an average of 6 percent in 1927 to a high of 9.3 for the 
year 1934. I have no ata for the year 1935. The total assets of 
open end management investment companies in 1927 were approxi- 
mately $47 million, whereas in 1935 that amount had increased to 
$356 million. The sales of open-end management investment com- 
pany securities in 1927 were approximately $20 million, but by 1935 
they had increased to $86 million. 

Chairman Heuuer. During this period, what were the losses, if 
you know? 

Commissioner Rowen. I would estimate them to be approximately 
$5 billion. 

Chairman Heuer. Well, let us put it this way. With relation to 
the aggregate moneys invested in these trusts, approximately what 
did the losses consist of? The shrinkage in the value of the portfolio, 
according to the study that we have made shows approximately 
around 44 percent of the total investment. Would that be a correct 
figure? 

Mr. Harry Heuer. These figures in the report we submitted to 
you show that the American public had invested almost $7 billion in 
investment companies of all types prior to 1929, and then it goes on 
and shows in 1944 the assets of all investment companies were approxi- 
mately $2 billion, so that the difference represents the shrinkage. 

Chairman Hetuer. At any rate, that condition was one of the 
abuses you talked about? 

Commissioner Rowen. That result I believe was occasioned I sup- 
pose principally by the stock market crash of 1929. The shrinkage 
resulted from the general depreciation in value of securities in the 
portfolios. It also, however, was due in part to the abuses that I 
have mentioned. 

Chairman Heuer. Such as the experts charges, is that correct? 

Commissioner Rowen. That is correct, sir. And I suppose the 
character of the investments that certain companies had in their 
portfolios, as that character of investment was in part the result of 
the selfish interests of some management. 

Chairman Heuer. And that of course you have referred to a few 
moments ago as the switching, is that correct? 

Commissioner Rowen. No, sir, that is not the switching to which 
I referred. The switching that I referred to was the switching of 
customers from investment in one investment company, into the 
securities of a second investment company, or a third investment 
company. 

Chairman Heuer. Did your study disclose that the operating 
expenses of these investment companies absorb a great percentage of 
their income? 

Commissioner Rowen. Certainly of the initial investment, and 
certainly I agree it absorbed a certain amount of the assets of the 
various trusts. 

Chairman Heuer. And that there were exorbitant charges for 
salaries, expenses, and so forth? ’ 

Commissioner Rowen. Salaries and expenses; to some extent, and 
I might also add that the study revealed that the dealings, the selfish 
dealings of certain management or of companies with their affiliates 
frequently resulted in the trusts suffering as against the advantage 
to the affiliates. 
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Chairman HeLier. You made mention of the fact that the stock 
market crash had something to do with the depressed values of these 
securities. Did your study also bring you to the conclusion that the 
diversification of investments permitted the small investor to spread 
the risk among many companies, so as to lessen his chances for a 
repetition of the disaster which you explained? Is that correct? 

Commissioner Rowen. That was a telling sales argument when 
addressed to the prospective investor. The idea of diversification 
was quite appealing, and today is quite appealing to the small in- 
vestor. 

Chairman He.uer. So that the average man of small means likes 
this type of an investment because the degree of risk associated with 
it is not too high, is that correct? 

Commissioner RowEn. Yes, sir. 

Mr. Harry Heuer. I would not say not too high; it would be 
higher but for the diversification. And I think you have to measure 
risks in other terms. 

Commissioner Rowen. And I think it has always been the experi- 
ence of students of the subject that various industries at given times 
and at different times have booms. That is to say, the aviation 
industry in a given period might flourish, when another given in- 
dustry may be in rather a dull period. That is by way of example. 

Now, of course, no one knows in advance, certainly the average 
man cannot make the necessary judgment in advance as to the likeli- 
hood that an investment in a given industry will be as profitable as 
an investment in another industry, but the theory of a management 
investment company is that because of their superior knowledge and 
because of their ability to make able judgments as to the future 
the management can lessen the risk that attends upon any invest- 
ment. 

Mr. Harry He ter. It is less of a risk than it would be to put all 
of your money in a single investment in a single industry. 

Chairman Heiter. So summing up what we have discussed up 
to this point, would it be fair to say that the investment company 
attracts public capital by representing essentially that it can provide 
better investment management of the investor’s funds than he can 
himself; is that correct? 

Commissioner Rowen. It does, sir, that is basically correct. 

Chairman Heuer. As a matter of ethics it would follow that the 
investment company stands in a special fiduciary relation to those 
who have entrusted their savings to the company for investment, 
is that correct? 

Commissioner Rowen. Yes, sir. The act recognizes the relation- 
ship, and as a practical matter the security holder regards it as such. 

‘hairman Hetuer. And this act of 1940 grew out of the conditions 
revealed in that study which we have discussed? 

Commissioner Rowen. Yes, sir. 

Chairman HE.tier. Was this act worked out with the investment 
company industry? 

Commissioner Rowen. It was. The Commission, in response to 
the congressional mandate to make a study, undertook an investiga- 
tion extending over a period of 4 years, and then reported its findings 
to the Congress, together with recommendations as to appropriate 
legislation. Hearirgs were held for a while, and then were inter- 
rupted, at that point, with the support of the committee chairman 
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the industry sat down with those who made the study for the Com- 
mission, and there was worked out a harmonious bill, a bill which 
when it was presented was an uncontroversial bill. It had the 
approval of the Commission on the one hand, and it had the approval, 
I am told, of the entire industry on the other. 

Mr. Harry Hetxier. That is correct. 

Chairman Heuer. As a result of the study investment companies 
were often characterized as adventurers in larceny; would that be a 
correct statement to make? 

Commissioner Rowen. I have read that description, although I do 
not think that I personally am a proper person to characterize it. I 
did not make the study. fsa read the results of the study, and the 
study that I have made of the subject would indicate that there were 
some extremely sharp practices, and in many cases there were larcenous 
dealings with the assets of certain trusts by those who were in control. 

Mr. Harry He ter. I think our study has specific case histories. 

Chairman Hetier. There was no concept of the fiduciary relation- 
ship, is that correct? 

Commissioner Rowen. That is correct. 

Chairman Hetier. What was the dividend situation prior to 1940? 
What percentage went out to fees and salaries? If you do not have 
the information available now, would you furnish it for the record? 

Commissioner Rowen. We will supply that. 

Mr. Harry Heuer. There was prepared by the Commission in 
connection with this report to Congress a volume, and I thinx it is 
part 2 of the report called the Statistical Study of Investment Com- 
panies, and in that study there is a discussion of the expenses in relation 
to income and assets of the various companies, and there are average 
figures given, and so on. 

Chairman He.uer. If you will give us a digest, we will consider it 
as a part of the record, and an asnswer to the question. 

Commissioner RowEn. We will do that. 

(The information requested follows:) 


ALLOCATION OF DIVIDEND AND INTEREST INCOME PRIOR TO 1940 


On page 952 of the record, Chairman Heller inquired as to the “dividend 
situation prior to 1940.’ Commissioner Rowen agreed to supply, for the record, 
information directed to this inquiry. There follows excerpts from, and a summary 
of data contained in part 2 of the Commission’s report to Congress on its study of 
investment trusts and investment companies undertaken pursuant to section 30 
of the Public Utility Holding Company Act of 1935. (It should properly be 
noted here that the following figures and ratios were not found by the Boubiedaten 
in its report to represent excessive charges, fees, etc., but are only a presentation 
of the average and total allocations of ordinary income during the period 1927-36.) : 

“Operating expenses absorbed about 20 percent of ordinary income over the 
entire 10-year period. The ratio of operating expenses to ordinary income ranged 
between 16 and 18 percent for the period through 1932; rose to 26 percent in 1933; 
increased to 30 percent in 1934; and declined to an average of 22 percent in 1935 
and 1936, during which years income recovered. The ratio of total annual 
operating expenses to average total assets at market value was slightly less than 
1 percent in most years from 1930 to 1936. 

“Of the total operating expenses of $86,000,000, approximately 22 percent 
($19,000,000) was absorbed by salaries, about 22 percent ($19,000,000) by manage- 
ment fees, approximately 15 percent ($13,000,000) by taxes other than income 
taxes, nearly 10 percent ($8,000,000) by fees for the registration, transfer, and cus- 
tody of securities, 6 percent ($5,000,000) by legal and auditing expenses, over 10 
percent ($9,000,000) by rent and miscellaneous expenses of own organization, 
5 percent ($4,000,000) by bad debts, and almost $8,000,000 (10 percent) by other 
miscellaneous items. The total expenses of management over the entire period, 
consisting of salaries, rent,miscellaneous expenses of own organization, and man- 
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agement fees for research, etc., aggregated approximately $47,000,000, accounting 
for over half of all operating expenses” (report of the Securities and Exchange 
Commission, Investment Trusts and Investment Companies, pt. 2, p. 80, 1939). 


Total amount of interest and dividends received and dividends paid by investment 
trusts during the period from 1927 to 1936, inclusive, by management investment 
companies proper ! 














[Amounts in thousands of dollars] 
in 1927 | 1928 | 1929 | 1930 | 1931 | 1932 | 1933 | 1934 | 1935 | 1936 Period 
Number of companies. -___...._- 57 94) 141; #141) 143) 154) 149) 151 182 _161 188 
On U. 8. Government secu- 
eae ekpcurnaiel $252; $28) $69) $952)$1,833'$1, 656 $6, 7 


On other bonds, loans, ad- 
vances, bank balances, 


Interest earned: | 
$754 | 
ite a aN i te 5, 286) 9, 770 27, 247/16, 989) 10, 364) 8, 302) 6, 836) 5, 530) 4,772) 4,103) 99, 199 
33 
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On securities of and loans 
and advances to parents 






































and subsidiaries. .....-... 131 121; 130 78 23 49 25 55 39) 684 
Dividends: | ee 
From parents and sub- 
Se 366) 372) 1,402) 764) 504) 401! 369) 335) 475) 226) 5,304 
From others-_.........-.... 7, 726/13, 462 31, 607) 53, 323 41, 994 26, 800/22, 965/28, 001 '32, 330/55, 211/313, 419 
Interest earned and dividends | . 
not allocated............-.-..- 143} 508, 711) 1,037; 702) 253 143} 74)..---- 91) 3, 662 
Total interest and divi- | | 
ae addiensicene dines 13, 904 24, 261 61, 166) 73, 143 55, 510'37, 461 31, 100 34, 363 38, 188/59, 926)429, 022 


Dividends paid: | 
Preferred stock.._........-- | 4,130) 7, 440 22, 460 29, 160 20, 250 12, 230112, 520 11, 910 12, 220/22, 100/154, 410 
Common stock. ............ 4, 590| 6, 780 16, 920 24, 770 15, 960 10, 210 10, 390 13, 840 20, 790/62, 810/187, 050 


Total dividends paid.....| 8, 720 14, 220 30, 380 58, 990 36, 210 22,440 22, 910 25, 780 83, 010 4, 920/341, 480 
| | | | | } | 














} 





1 Data are taken from the Report of the Securities and Exchange Commission, Investment Trusts and 
Inyectment Companies, pt. 2, 1939. 


Percentage of interest and dividends received by management investment companies 
proper which was paid out as fees and salaries during 1927 to 1936, inclusive! 


{Amounts in thousands of dollars} 





“tT ‘yaa “Se LSE (Ses (eT 
| 1927 | 1928 | 1929 1930 | 1931 | 1932 | 1933 | 1934 | 1985 | 1936 | Perio 
b | 
Number of com- | | | } 

DUES... cedececk 57) 4 141; 141) = =:143}_—Ss«*154 149 151 152 151 188 








Total interest and | | | 
dividends received. $13, 904'$24, 261| $61, 166 $73, 143 $55, 510 $37, 461 $31, 100 $34, 363 $38, 188 $59, 926 $429, 022 


ed 











Fees and salaries: | 
Salaries.......... 513 825} 1,758; 2,765) 2,631) 2,178 1, 806) 1, 904) 2, 053) 2,692; 19,185 
Fees to others 

for services in | 
research, selec- 
tion and su- 
pervision of 
investments. .- 292 2,639) 2,316) 1,642) 1,098) 1,639 
Fees for registra- | 
tion, transfer 
of securities_.._ 92 1,275; 1,520) 1,076 794 774) 801 751; 1,027; 8,335 
Legal and audit- | | 


225 

ERIE 104 243 535 557 642 493 60: 502} 578) 823) 5,079 

Miscellaneous. -- 178 297 675) 565 330) 268) 328) 366) 422, 618) 4,047 

Total fees and 
salaries. ___. 1,179, 2,452) 6,882, 7,723 6, 321) 

Fees and salaries | 
paid out as a per- } 
centage of interest | 
and dividends re- j | 


| 
ceived.....2....... ne 10.1) 11.3} 10.6 11.4) 


4, 108 


| 
hd 


8 


19, 172 

















5,209, 5,654) 6,299) 9,268 55,815 
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12.9 16.7; 165) 16.5 15.5) 13.0 
j ! | 








1 Data are taken from the Report of the Securities and Exchange Commission, Investment Trusts and 
Investment Companies, pt. 2, 1939. 
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Chairman Heuer. In your opinion, has the act corrected these 
abuses? 

Commissioner Rowen. I would say yes, it has, definitely. 

Mr. Harry Heuer. I think very definitely it has. You see, 
basically the abuses, if I may speak, Mr. Chairman, the preact abuses 
were these: The companies were formed and the concept of an invest- 
ment company was used to appeal to the public, but actually they were 
formed by investment bankers and brokers who had other motives in 
mind. They had motives which benefited the banking business, for 
example, buying into companies in order to get the banking business 
or controlling companies to get the banking business. There were 
other types of bias, which did not contribute to a trustful and 
fiduciary relation to their investors, and there was no responsibility 
to the investors except the common law. Since they did not publish 
adequate reports, the investors never found out the facts. They went 
right through the crash without the investors really knowing what 
happened to their funds, and they were given no clear blueprint of 
what was going to be done with their funds. They were given a one- 
page prospectus XYZ Investment Bankers proposed to form an in- 
vestment company to buy and sell securities, without telling them 
what they were. If the investment bankers had some portfolio 
securities they had not been able to sell, they would generally put 
them into the trust, take the public’s money and pay themselves off. 
Things of that sort which we discovered, what you referred to as lar- 
ceny, that type of thing I think is clearly eliminated by the act at 
the present time. 

Chairman He.uer. By compelling the registration and regulation. 

Mr. Harry He tter. Forbidding dealings between the bankers and 
the trust, and more important, reducing the banker to a minority 
factor on the board of directors of the investment companies. You 
see, the Commission felt that you could not eliminate them entirely 
because they were the only real source of management talent, and they 
had investment experience, so that the Commission felt that a com- 
promise such as making them a minority factor and getting their in- 
vestment advice would be valuable, rather than eliminating them 
entirely. It was under discussion in the preparation of bills that we 
ought to eliminate bankers and brokers completely to get an unbiased 
judgment, but that was abandoned. The statute now provides that 

ankers and brokers may serve, but only as a minority of the board, 
and that there has to be a majority of independent directors who have 
no banking and brokerage affiliations. 

Commissioner Rowen. I think that some of the vices can be 
epitomized by the remark made to me once while I was employed by 
the Commission: ‘‘I rented the money, didn’t 1?” 

Now, that epitomizes, asI say, the attitude of the managers of some 
of these trusts that sold securities to the public. Their approach was 
not the approach of the fiduciary, but rather the approach of a man 
who has at arm’s length undertaken to arrange to get control of the 
public’s funds by virtue of some contractual arrangement with them. 

Chairman Heiter. You mentioned something about underwriting, 
did you not, Mr. Heller? 

r. Harry Heuer. I recall one case, I think it is referred to in 
our reports, I do not remember the name of the company. The under- 
writing house had undertaken a financing of a subway in the city of 
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Buenos Aires and just could not market its securities. The crash had 
come, and it happened to have an investment company which it 
sponsored, and so into that investment company went all of these 
securities of the Buenos Aires subway which they could not float 
publicly, and for which the stockholders in effect paid the under- 
writers and bailed them out. 

Chairman Heuer. Is it not a fact that under the act the invest- 
ment trusts and companies today are permitted to engage in under- 
writing? 

Mr. Harry HE Lier. Yes, sir. 

Chairman HEutuerR. So that has not been eliminated by the act. 

Mr. Harry HeEtuier. What is eliminated is the sale by the invest- 
ment house to the investment company, you see. 

Chairman Hetier. Mr. Commissioner, is it true that there is an 
apparent similarity between holding companies and investment 
companies? 

Commissioner Rowen. Yes; there is a considerable similarity. 
Where the line begins and where it breaks off is rather difficult to 
discern at times. In both cases they hold the securities of underlying 
companies. That is what they have in common. 

Chairman Heutier. Well, would you say that unless a holding 
company controlled all of the stock of an operating subsidiary that it 
might not be regarded as a holding company under the Public Utility 
Holding Company Act? 

Commissioner Rowen. Read that to me, please. 

(The question was read by the reporter.) 

Commissioner Rowen. The Public Utility Holding Company Act 
provides that a company that holds 10 percent or more of the securities 
of an operating utility, and that otherwise falls within the definition 
of the 1935 act, is a public utility holding company, and as a general 
proposition must be registered as such, unless it qualifies for some 
exemption. 

Chairman Hetier. May I put this hypothetical question to you, 
= I would appreciate it if you can give us an answer and your point 
of view. 

Suppose company A was the largest single stockholder of a public 
utility holding company B, which in turn controls all of the stock of 
subsidiary operating company C. Would you say that company A 
is a holding company under the Public U tility Holding Company Act, 
even though it owns no more than between 10 and 15 percent of the 
voting stock of holding company B? 

Commissioner Rowen. I would say that technically under the 1935 
act it would be regarded as a holding company. 

Chairman Heiter. Even though there is 10 to 15 percent? 

Commissioner Rowen. If it holds 10 or 15 percent of the securities 
of the underlying company. May I hasten to add, that because it is 
technically in a holding company relationship with the underlying 
company it does not necessarily follow that it controls it. 

airman Heuer. I do not quite get that distinction. 

Commissioner Rowen. I do not think you are discussing here the 
subject of control; you are merely discussing the formal recognized 
legal relationship as it is described in the statute, the 1935 act. 

Chairman Hetuer. Irrespective of control, since it holds 10 to 15 
percent of the other company, would it be subject to the Public 
Utility Holding Company Act? 
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Commissioner Rowen. As a general matter, ves. 

Chairman Heuer. Now, it has been charged that one of the evils 
of the holding-company system is the fact that the holding company 
milks its subsidiary through the device of dividends, which are paid 
out largely in the form of salaries and commissions. Would you agree 
with that statement? 

Commissioner Rowen. Yes; before the 1935 act the holding com- 
pany that exercised a dominion and control over the subsidiary was 
in a position to call upon the operating subsidiary for its financial 
needs. If its financial needs were for the payment of dividends, it 
arranged to have passed up to it the required sums of money. 

Chairman Hetuier. And salaries and expenses. 

Commissioner Rowen. Well, it would only come to them obviously 
by way of dividends. 

Chairman Hetier. What would prevent a closed and nondiversified 
management investment company from receiving the dividends and 
paying out a large share of these to officers, attorneys, auditors, and 
so on? 

Commissioner Rowen. If by doing what you have described by 
way of example, they were grossly abusing the management position 
that they occupy, this Commission is empowered by virtue of the 
1940 act, section 36, to go into court to enjoin such gross abuse of 
trust and remove them from office. 

Chairman Heiter. Would you rather keep the word ‘grossly’ 
in your answer, or do you think it would be advisable to strike it out? 

Commissioner Rowen. It is to be found in the statute, that is, 
‘“‘abuse of trust’”’ is nowhere referred to in the statute, except as it is 
accompanied by the adjective ‘‘gross.”’ 

Now, what the meaning of ‘‘gross abuse of trust’ is, I suppose, 
depends upon the number of minds that consider the problem. I do 
know that a judge in Boston addressed himself to the meaning of the 
“gross abuse of trust,’ and he came to a conclusion that certain 
courses of action and certain dealings that management had engaged 
in with that particular corporation amounted to a gross abuse of trust. 
I suppose in the last analysis, a gross abuse of trust means a material 
abuse of trust. 

Chairman Heuuer. In any event, it would be a judicial inter- 
pretation. 

Commissioner Rowen. That is right. 

Mr. Harry Hetuer. I think that is right. The general language 
used by courts of equity when they enjoin this type of activity is that 
it is a gross fraud. It 1s typical court language, and my own opinion 
is that the court would not measure abuses like a caliper; if it looked 
= a serious breach of faith, they would remove these people from 
office. 

Chairman Hetuier. Mr. Commissioner, what kind of services does 
the management of investment companies perform? Can you describe 
those services to us briefly? 

Commissioner Rowren. Well, the services that a management pro- 
vides roughly described are as follows: They function as the principal 
custodian for the underlying securities. They are the recipients of 
the interest or the dividends from the companies the securities of 
which are in the portfolio of the company. In the first place they 
determine the date and the amount to be paid out to their security 
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holders by way of dividends, or in the case of a debt security, they 
see to it that the required funds are available to pay out or to meet 
the interest requirements. They arrange and negotiate in the name 
of the investment company with investment advisers contract to 
provide that kind of advice to the management, and they negotiate 
and contract in the name of the company with principal underwriters 
in the case of an open-end company, to provide a marketing organiza- 
tion for the securities of the investment company. ‘They, in the case 
of an open-end company that redeems its securities, provide the 
machinery whereby the security holder who is desirous of redeeming 
his security is paid upon redemption. And they supervise and have 
responsibility for the supervision of the portfolio securities. _That is 
to say, they make the judgments as to whether to retain or whether to 
sell, and when to buy and what to buy. 

Chairman Heiier. Would you say that the problem of regulating 
investment companies is really a problem of regulating the invest- 
ment bankers? 

Commissioner Rowen. If the investment company has, as it used 
to have before but which it does not now have, a dominance by the 
investment banker, then of course it is the problem of regulating the 
investment banker. But we think that the statute in large measure 
precludes a dominance by the investment banker, because of the 
provisions relating to the proportion of investment bankers, that can 
sit on the board of directors of these investment companies. 

May I conelude my remarks on that subject by saying that the 
Commission feels that by virtue of the statute, that vice or evil is 
under effective control. 

Chairman Hetier. That would be tantamount, or the explanation 
you just gave would be tantamount to the problem of interlocking 
directorates, is that correct? 

Commissioner Rowren. That would certainly be a part of it. 

Chairman Heuer. Part and parcel of the same idea, and you say 
that that has been completely eliminated? 

Commissioner Rowen. We think the provisions of the statute 
control it. 

Mr. Harry Heuer. It has preserved what is useful, the advice 
and suggestions, and removed the temptations he has to run the trust 
for his own advantage, that is, at least we think so. 

Chairman Heiter. Mr. Commissioner, would you say that a com- 
pany which is the largest single stockholder of public utility companies, 
whose securities it holds in its portfolio, may fail to qualify as an 
investment company even though its stock ownership in the utilities 
is less than 5 percent? 

Commissioner Rowen. I think I would want to know more facts, 
would I not, to measure the nature of the portfolio? 

Mr. Harry Heiter. Do I understand what you are saying is 
that a company which holds 5 percent of the securities of an operating 
utility may not qualify as an investment company? 

Chairman HeuuEr. No, I did not say that. 

(The question was read by the reporter.) 

Commissioner Rowen. I can answer that, yes, that it could fail 
to qualify if the balance of the securities in the portfolio were of a 
character so as to take it outside of the statutory description of an 
investment company. 
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Mr. Harry Hewier. Let me put it this way. The Investment 
Company Act says that any company registered under the Holdinz 
Company Act is not an investment company. If the ownership of 
5 percent of the securities of the operating company were such that in 
fact your holding company sonteclted them, then it would be a public 
utility holding company required to register under the Holding Com- 
pany Act, and could not qualify under the Investment Company Act 

v definition. 

Chairman Heiter. Do you differ with him, Mr. Commissioner? 
I seem to think you do. 

Commissioner Rowen. I agree with what he says, but I am trying 
to describe a different situation. 

Chairman Hetier. May I make this suggestion? I know that is 
a very difficult question, and we have reason for wanting to know that 
on the record, and now if you feel that you would like to submit an 
answer in writing, and qualify what you have already given, that will 
be all right with us. 

Commissioner Rowen. All right. 

Chairman Hetier. Would you care to do that, Mr. Heller? 

Mr. Harry Hetier. You are asking the Commissioner the ques- 
tion, and I just understood —— 

Chairman Heuer. You both engaged in the answer, and so if it-is 
all right, you may do it. 

Commissioner Rowen. There is an apparent conflict in the opinion 
expressed, and I would like to consider what he said, and I would like 
to reconsider what I said, and perhaps amplify my remarks. 

Mr. Harry Hetuer. I| dd not purport to be an expert on the Hold- 
ing Company Act, Mr. Chairman. 

Commissioner Rowen. Before we leave the subject, within the 
question you have asked me, a company could hold, let us say, 4 
percent of the securities of an operating company, and could hold 96 
percent of the securities of real estate companies. In my judgment 
that company might not be an investment company. 

Chairman Hevier. Have there been any determinations by the 
courts on this particular question? 

Commissioner Rowen. I do not see how it could get into the courts. 

Chairman Hetuer. Have there been any rulings by the Securities 
and Exchange Commission on that particular proposition? 

Commissioner Rowen. Not on the narrow proposition or question 
that you have advanced. ; 

Chairman Hetier. Then suppose we let the thing rest the way we 
agreed, and you will supply me with the answer. 

Commissioner Rowen. Yes, sir. 

(The information is as follows: ) 


CrrRcUMSTANCES UNDER Wuaicu A CERTAIN HypoTHETICAL ComMPpANY MIGHT 
Nor QUALIFY a8 AN INVESTMENT COMPANY 


Some confusion having arisen concerning the answer to Chairman Heller’s 
question, ‘‘Would you say that a company which is the largest single stockholder 
of public utility companies whose securities it holds in its portfolio may fail to 
qualify as an investment company even though its stock ownership in the utilities 
is less than 5 percent?’’ Commissioner Rowen sets out his answer as follows: 

(a) If the company were, by virtue of the character and nature of its business 
and assets, not otherwise an investment company as defined in section 3 (a) of 
the Investment Company Act of 1940, it would not qualify as an investment 
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company merely because of its ownership of 4.9 percent of the securities of specified 
public utility companies even though it happened to be the largest stockholder 
of such specified companies. (See also sec. 3 (b) (1) of the act.) 

(6) If the company were otherwise an investment company, it would be required 
to register under the Investment Company Act of 1940. Thereafter, if it were 
determined, as provided by section 2 (7) (B) of the Public Utility Holding Com- 
pany Act of 1935, that the company exercised such a controlling influence over 
any of the specified public utility companies as to require its subjection to the 
provisions of the Holding Company Act, it would be required to register under that 
statute and upon such registration would cease to be an investment company by 
virtue of section 3 (c) (10) of the Investment Company Act. 

Chairman Hetter. Mr. Commissioner, would you have any 
statistics which would indicate the number of investment companies 
on which investment bankers sit as directors? 

Commissioner Rowen. We could with some degree of accuracy, | 
believe, provide an answer to that question. 

Chairman Heiter. And when you provide us with that, we will 
regard it to be the answer and insert it at this point in the record. 

Commissioner Rowen. Yes. It will involve searching the boards of 
directors of all of the registered companies, and a search of possibly 
the Directory of Directors to determine whether the man is an invest- 
ment banker. 

Chairman Heuer. We will give vou sufficient time to do that. 

Commissioner Rowen. All right. 

(The information is as follows:) 


PROPORTIONATE NUMBER OF INVBSTMENT ComPANIES HaviING INVESTMENT 
BANKERS ON THEIR BOARDS 


An adequate random sampling (over 10 percent of companies), based upon 
accepted statistical procedures, indicates that approximately 60 percent of regis- 
tered investment companies have investment bankers—as defined in the act—on 
their boards of directors. 

Chairman He.titer. Now, Mr. Commissioner, if an investment 
banking house controls the majority of the stock of an investment 
company registered under the act, what provisions of law and what 
regulations of the Gommission govern that relationship? 

Commissioner Rowen. There is nothing in the statute that limits 
the extent of the stock ownership by an investment banking house of 
the securities of an investment company. However, there are limita- 
tions upon the number of representatives and affiliates of that bank- 
ing house. There is a limitation and restriction as to the member- 
ship on the board of directors by affiliates or officers and directors of 
investment banking houses or commercial banking houses. And, of 
course, there are restrictions and limitations as to the manner in 
which such affiliates may deal with the investment company. That 
is controlled by specific provision of the 1940 act. 

Chairman Heuer. Tell us something about these leverage com- 
a are they permitted to exist under the Investment Company 

ct! 

Commissioner Rowen. Yes, they are permitted to exist. Shall I 
describe to you my concept of the typical leverage company? 

Chairman Heuer. If you wiil. 

Commissioner Rowen. A typical leverage company is a company 
the principal securities of which are in the form of debt, with common 
stock in a position to gain all of the advantages and profits that 
come to the investment company after the fixed charges are met 
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by such company. That is to say, an investment company by way 
of example with $100 million worth of debt securities owned by the 
public, and the common stock owned by possibly members of the 
public—if the assets of that company were even with the amount of 
the debt, then that company at that moment would be in a position 
by virtue of leverage whine the common stock would have a rapid 
appreciation in value, if the value of the portfolio appreciated. at 
is for every dollar that the portfolio securities of that company appre- 
— a dollar would go or be attributed, to the value of the common 
stock. 

Shall I amplify my answer a little further, or is that sufficient to 
describe my concept of the leverage position that common-stock 
security holders might be in? 

a Heuer. Well, may the company also have preferred 
stock? 

Commissioner Rowen. It could have, but the preferred stock I do 
not think would be in a leverage position. 

Mr. Harry Heuier. They would contribute leverage to the com- 
mon. 

Chairman He.tuer. Commissioner, is there any distinction be- 
tween an investment trust and an investment company? 

Commissioner Rowen. The difference between a corporation and a 
common-law trust, or a so-called Massachusetts trust? Up in Massa- 
chusetts we have the trust device as a device through which business 
is conducted, and we have corporations. 

Chairman Hetuer. Only so far as the entity is concerned. 

Commissioner Rowen. That is the essential difference. 

Mr. Harry Hetuer. I think colloquially the words “investment 
trust” is used to refer to all investment companies and investment 
trusts, and the act refers to investment companies for all types, but 
there is no real distinction. 

Commissioner Rowen. And the impact of the act is the same on 
both. May I say also that the fiduciary duty owed by a director of 
a corporation that is engaged in that business is probably identical 
with the fiduciary obligation of a trustee of an investment trust. 

Chairman Hetier. The Commission prepared a report on invest- 
ment trusts and investment companies; is that correct? 

Mr. Harry Het.er. In connection with the study, yes. 

Commissioner Rowen. I believe it did. 

Chairman Hetier. Under what circumstances would you say 
that the investment company might, by reason of acquisition of 
securities, become a public utility holding company, within the 
meaning of the act? 

Commissioner Rowen. An investment company might become a 
public utility holding company within the meaning of the 1935 act 
if such investment company should acquire ownership of 10 percent 
or more of the securities of an operating company, or two or more 
operating companies, or if it exercises such a controlling influence 
over an operating company that the commission determines that it 
should be subject to the provisions of the act. 

I would like to test that answer after I have thought it over. 

Chairman Hetter. That will be granted. 

Now, for the present, then, your answer is when it owns at least 
10 percent or more of the securities of operating companies, is that 
right? 
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Commissioner Rowen. Of the stock of operating companies. 
Chairman Heuer. Two or more operating companies. 
Commissioner Rowen. Operating utility companies. 

Chairman He.ier. Now, does the Commission have any procedure 
to prevent that? 

Commissioner Rowen. Yes, sir. 

Chairman Heiter. What is that procedure? 

Commissioner Rowen. The procedure contemplates the applica- 
tion by such an investment company for permission to acquire the 
stock of the operating company. 

Chairman Heuer. Well, now, I do not quite get how it is done, 
how the Commission deals with it. 

Commissioner Rowen. An application would be filed in your case, 
sir, by the investment company for permission to acquire the stocks 
of this operating company, because upon acquisition then it would 
become a registered holding company, and so permission would have 
to be applied for. 

Chairman Hetuer. May I suggest that that answer you also give 
me in writing, please? 

Commissioner Rowen. Yes, sir. 

(The information is as follows:) 


TESTIMONY OF COMMISSIONER ROWEN 


I have been asked to amplify my answer discussing the procedure which would 
apply when an investment company undertakes a course of action which would 
result in its acquiring 10 percent or more of the stock of a public utility operating 
company. 

Section 5 of the Public Utility Holding Company Act of 1935 provides that “‘a 
company purposing to become a holding company’’ must file a notification of regis- 
tration with the Commission. Such a filing would, of course, bring the transaction 
to the attention of the Commission and the company would be fully subject to the 
Commission’s jurisdiction under the act. Since at the time 10 percent is acquired, 
the company must at any rate register, and any subsequent acquisition must be 
the subject of an application under sections 9 and 10 of the Holding Company Act, 
it is the usual practice of companies intending to acquire 10 percent or more of the 
stock of an operating company to file such an application before the 10 percent 
point is reached. 

Section 9 (a) (2) of the act, inter alia, prohibits any person (which includes 
corporations) from acquiring without the approval of the Commission under sec- 
tion 10 any stock of a public utility company if that person already owns 5 percent 
or more of the stock of such company and of any other public utility company, or 
if by virtue of the transaction that person will become owner of 5 percent or more 
of the stock of two such companies. 

Among the standards which the Commission must apply to such an applica- 
tion is section 10 (c) (2) which requires the Commission to affirmatively find that 
the proposed acquisition tends toward the development of an integrated public 
utility system and is otherwise in the public interest. 

I should point out further that under section 3 (c) (10) of the Investment Com- 
pany Act a company which is registered under the Holding Company Act cannot 
be qualified as an investment company. Since by registering under the Holding 
Company Act it would have to deregister under the Investment Company Act 
and since such a change would, in my opinion, constitute a fundamental change 
in the character of the company, I would presume that a vote of stockholders 
would be required under section 13 (a) (4) of the Investment Company Act be- 
fore such a transformation could occur and prior to its acquiring such amount of 
stock as would subject it to the Holding Company Act. 

Finally, it should be noted that investment companies must file information 
regarding the nature of their portfolios with the Commission periodically, and the 
appropriate forms contain questions which elicit the percentage of the voting 
stock owned. They must file quarterly the names of companies in which they 
own 10 percent or more of the voting securities, giving the nature of the business 
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of the company. These filings are examined by the staff and if a public utility 
situation were to be disclosed, this information would be communicated imme- 
diately to the Commission and to the staff of the Division of Public Utilities. 


Chairman He.tuier. Mr. Commissioner, are there any installment 
plan investment companies registered under the act? 

Commissioner Rowen. T believe I have a list of them. 

Chairman Hetuer. If you have a list of them, would you submit 
it for the record? 

Commissioner Rowen. Yes; I think I have it here. May I supply 
that for the record, after having searched our records, as to first, the 
number, and would you like me to give you the identity? I should 
think it would be rather a short list. 

Chairman Hetuer. Yes. 

Commissioner Rowen. That is of the installment type of invest- 
ment company. 

Chairman Hetuer. Yes. 

(The information is as follows:) 


List oF INVESTMENT COMPANIES HAVING PERIODIC OR INSTALLMENT PAYMENT 
PLANS, AS OF DeEcEMBER 31, 1950, ListTING oF REGISTRANTs ! 


American Participations Trust Fund 

Arkansas Fund 

Armfield Plan 

Associated Fund Trust 

Benjamin Franklin Foundation Certificates 

Capital Savings Plan Contract. Certificates 

Commonwealth Fund Trust Plans A and B 

Commonwealth Fund Trust Plans C and D 

Commonwealth Fund Trust Certificates 

Corporate Leaders Trust Fund Continental Plan 

Corporate Leaders Trust Fund, Series A and B 

Dominion Plan 

Dominion Plan, Series TS 

Financial Independence Founders Plan Corp., Series XD, Periodie Payment and 
Fully Paid Plans 

or Independence Founders, Series D, Periodic Payment and Fully Paid 

ns 

First Investors Corp. Periodic Payment and Fully Paid Plans (DW-DWN-DWP) 

ir Corp. Periodic Payment and Single Payment Plans (DM-DMN- 

Foundation Plan Trust Agreement, dated January 1, 1933 

Foundation Plan Trust Agreement, N. Y., dated May 1, 1935 

Founders Mutual Fund 

Fundamerican Trusteed Certificates, Series 2, Plans A, B, and C 

Hamilton Fund 

Hamilton Trust Shares 

Hamilton Funds Periodic Investment Plan 

Income Foundation Fund Agreements and Certificates of Trust Plans 

Independence Fund Declaration of Trust and Agreement 

Independence Fund Trust Certificates 

Independence Trust Shares Purchase Plans 

Individual Assured Estates 1933 

Insurance Investors Fund 

Insurance Securities, Inc., Trust Fund 

Investors Fund, Series A Trust 

Investors Fund, Series B Trust 

Investors Fund, Series C Trust 

Investors Syndicate of America, Inc. 

Lexington Foundation Trust Certificates 





1 Data on plans are taken from registration statements of companies, company prospectuses, and financia! 
manuals. In some cases no statements are made regarding periodic or installment plans to sell securities. 
-Where evidence appears'to sliow companies ceased to be registered investment companies subsequent to 
December 31, 1950, they have been omitted. 
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Mutual Income Foundation 
Pilgrim Fund 
Pioneer National Corp. 
Potomac Plan 
Protected Investors of America, Trust 1934 
Protected Investors of America, Trust 1937 
Quinby Plan for Accumulation of Common Stock of E. I. Dupont de Nemours 
Quinby Plan for Accumulation of Common Stock of Eastman Kodak 
State Bond & Mortgage Co. 
Texas-Arkansas Fund 
Trust Agreements Equitable Trust Co., Trustee ° 
Trusteed Income Estates Certificates, Original Series 
Trusteed Income Estates Certificates, Original Series B 
Trusteed Income Estates Certificates, Industry Shares 
Trusteed Income Estates, Series C 
United Funds Accumulative Purchase Agreements and United Funds Periodic 
Investment Plans 
United Fund Accumulative, Series TA 
Western Investors Fund, Inc., of Oregon 
Western Investors Fund, Inc., of Washington 
Eight open-end companies have separate periodic payment plans.? 
Commonwealth Investment Co. 
First Mutual Trust Fund 
Lexington Trust Fund 
Mutual Investment Fund, Ine. 
Selected American Shares, Inc. 
Sovereign Investors, Inc. 
Trusteed Industry Shares 
United Accumulative Fund Shares 
In addition 11 open-end funds have a voluntary investment program in con- 
junction with the sale of their shares. This method involves periodic payments 
by the investor but no fixed obligation is incurred.‘ 
Bond Fund of Boston, Inc. 
Boston Fund, Ine. 
Commonwealth Investment Co. 
Crown Western Investment, Ine. 
Dividend Shares, Inc. 
Investors Mutual, Inc. 
Investors Selective Fund, Ine. 
Investors Stock Fund, Ince. 
Massachusetts Investors Second Fund, Inc. 
Massachusetts Investors Trust 
National Securities Series 
Chairman Heuer. I have just one or two additional questions, 
Mr. Commissioner, before we adjourn for the day. Are you familiar 
with the Central States Electric Power Co. matter? 
Commissioner Rowen. Just in a very broad way, sir. 
Chairman Heiter. Would. you have any familiarity with the 
reorganization of that company? 
Commissioner Rowen. Just the tail end of it. 
Chairman Hetter. Would you know that it finally became an 
open-end company? Do you know that to be a fact? 
Commissioner Rowen. That is right. As it emerged from the 
reorganization court, chapter X court, I believe it emerged as an 
open-end company. 
Chairman Heiter. And the Commission participated in that 
proceeding? 
Commissioner Rowen. Yes, sir. 
Chairman Hetier. And recommended that it become an open-end 
company. 


3 Data on this group taken from SEC study of open-end companies, 1949. 
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Commissioner Rowen. May I supply the answer as to whether or 
not it did recommend? 
(The following information was later supplied:) 


ApDITIONAL TESTIMONY REGARDING CENTRAL States E_ectric Power Co. 


In order to clarify the part played by the Commission in the Central States 
reorganization case, Commissioner Rowen requests that the testimony above be 
ey os by the following remarks: 

he Conynission did not recommend that Central States be open-ended, it did 
recommend that the plan submitted by the court-appointed trustee be approved. 
This is made clear by its advisory report (Corporate Reorganization Release No. 
82) wherein it stated (at p. 42): 

“However, the position of the stockholder will of course change from that of 
holder of stock of a closed-end company to that of an open-end company. With- 
out indicating that we believe either type of company to be more advantageous 
than the other, we cannot say that the change is inequitable or unfair to the 
Blue Ridge minority stockholders.” 


SECURITIES AND EXCHANGE COMMISSION 
WASHINGTON, D. C. 


CoRPORATE REORGANIZATION, RELEASE No. 82 


The Securities and Exchange Commission today announced the filing with the 
United States district court in Richmond, Va., of its advisory report, pursuant to 
section 173 of chapter X of the National Bankruptcy Act, on proposed plans for 
reoiganization of Central States Electric Corp., a Virginia investment company 
whose operations are conducted primarily in New York. A copy of the report is 
attached hereto. 


In THE District Court oF THE UNITED STATES FOR THE EASTERN DISTRICT OF 
VIRGINIA AT RICHMOND 


In the Matter of Central States Electric Corporation, a Corporation, Debtor 


Proceedings for the Reorganization of a Corporation under Chapter X of the 
Bankruptcy Act. No. 16-620 


REPORT OF THE SECURITIES AND EXCHANGE COMMISSION ON PROPOSED PLANS OF 
REORGANIZATION 


This is an advisory report filed pursuant to Section 173 of Chapter X of the 
Bankruptcy Act on proposed plans for the reorganization of Central States 
Electric Corporation by order dated November 9, 1949. The District Court 
referred to the Commission for examination and report pursuant to Section 172 
of the Bankruptcy Act the amended plan of reorganization dated December 15, 
1948, filed by Carl J. Austrian and Robert G. Butcher, Trustees of Central 
States Electric Corporation; proposed amendments thereto filed by the Reeve 
Protective Committee for Debentureholders, the Chase National Bank of the 
City of New York as Indenture Trustee of the Debtor’s 5% percent debentures 
and Central Hanover Bank and Trust Company as Indenture Trustee of the 
Debtor’s 5-percent debentures; a plan of reorganization dated December 31, 
1948, filed by the 6-percent Preferred Stockholders Committee; a plan of reorgan- 
ization dated November 1, 1948, as amended, filed by the Kelly Committee for 
6-percent Preferred Stockholders; a plan of reorganization dated February 15, 
1949, as amended on November 9, 1949, filed by the Debtor; and a plan of re- 
organization filed by William P. Doyle as a Committee for Common Stockholders. 

n our opinion, the Trustees’ amended plan is feasible and would be fair if 
amended to eliminate the 12-week average as a method for determining the value 
of the Debtor’s portfolio assets, to provide for representation on the board of 
directors of the new company by minority stockholders of Blue Ridge Corporation 
and to make provision for participation by the junior preferred stockholders in 
the new company if the portfolio assets of the Debtor at about the effective date 
of the plan warrant such treatment in the light of the then market valuation of 
such assets. The amendment proposed by the Reeve Debentureholders Com- 
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mittee to give debentureholders the right to redeem their new common stock 
upon 40 days’ notice rather than 60 days’ notice, in our opinion, might adversely 
affect the feasibility of the plan. The amendments suggested by this Committee 
and one of the Indenture ‘l'rustees which would increase the provision for addi- 
tional compensation to debenture holders are, in our opinion, unfair and dis- 
criminate against the 7-percent preferred stockholders. ‘ihe amendments which 
would give the debenture holders a time priority in which to redeem their new 
stock might be fair if the provision for additional compensation were reduced or 
eliminated. 

In our opinion the four other plans proposed by the junior stockholders and 
the Debtor are not feasible in that they are based upon the retention of the present 
pyramided structure of the Central States system, which in our opinion is un- 
sound, uneconomic and unjustified. These plans are also not feasible in our 
view because they provide for the issuance of senior securities without adequate 
asset coverage and, in three cases, without ample margin for proposed interest 
and dividend requirements. We consider the 6-percent Preferred Stockholders 
Committee plan not feasible insofar as it involves the issuance of long-term war- 
rants. We also believe that these four plans gare unfair, in their treatment of the 
debenture holders and 7-percent preferred stockholders in that they unfairly 
provide for participation by junior preferred stockholders and common stock- 
holders at the expense of the senior security holders and despite the absence of 
any present value for their interests. 


I. HISTORY AND BUSINESS 


A. Introductory statement 

Central States Electric Corporation, the Debtor in these proceedings, is an 
investment company, registered under the Investment Company Act of 1940 as 
a closed-end, nondiversified, management company. Its assets consist princi- 
pally of large common stock holdings in American Cities Power and Light Corpo- 
ration (American Cities) and Blue Ridge Corporation (Blue Ridge), investment 
companies registered under the Investment Company Act, the former as a closed- 
end, nondiversified, management company and the latter as a closed-end, diver- 
sified, management company.! It holds about 82 percent of the stock of American 
Cities and about 31 percent of the stock of Blue Ridge. American Cities in turn 
holds an additional 41 percent of the stock of Blue Ridge. In addition, the Debtor 
has substantial holdings of common stocks of The North American Company and 
United Light and Railways Company which are public utility holding companies. 
Large blocks of these stocks are also held by the Debtor’s two subsidiaries. The 
Debtor’s assets had a market value of $31,225,000 as of November 30, 1949, 
although on the basis of market prices of the underlying assets of each company 
the market value was $34,965,000. 

The Debtor has a long and complicated financial history, noted for the spec- 
tacular rise in the paper value of its assets to some $350,000,000 during the years 
trom 1927 to 1929, a result largely of wild and uninformed speculation and stock 
manipulations, and its dismal collapse in the years following. The Debtor and its 
various subsidiaries were the subject of study by the Commission in its investi- 
gation of investment trusts and investment companies made pursuant to authori- 
zation and direction of the Congress, and the evils and abuses thereby disclosed 
are discussed and criticized in its Report. 

The Debtor’s history, a summary of which follows, is particularly pertinent in 
this case in view of certain contentions and suggestions made by various parties, 
as will be discussed later. 


B. Early history of debtor 

The Debtor was incorporated in 1912 under the laws of Virginia by Harrison 
Williams for the purpose of acquiring from him 60 percent of the common stock 
of Cleveland Electric Illuminating Company. In exchange for this stock which 





! The Investment Company Act, defines an investment company as a company primarily engaged in the 
business of investing, reinvesting, or trading in the securities of other companies. An open-end investment 
company is a company which offers for sale or has outstanding redeemable securities, that is, securities which 
entitle the holder upon presentation to receive approximately his proportionate share of the company’s 
current net assets or the cash equivalent. A closed-end company is a company with no redeemable securi- 
ties. A diversified investment company is a company which has at least 75 percent of its total assets in cash, 
cash items, Government securities and securities of other companies limited in respect of any 1 company 
to no more than 5 percent of its total assets and to no more than 10 percent of the voting securities of such 
company. 

2? Re # of 8. E. C., Investment Trusts and Investment Companies, Part Three, pp. 904-906, 960-066, 
1683-1708, 1763-1771, 1813-1820, 1985, 2040-2041, 2050-2053, 2624-2625, 2682-2683, 2703-2707, 2778-2781, 2782, 


2786; Part Four, pp. 44-53. 
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Williams had then acquired at a cost of $5,724,000, mainly through bank loans, 
the Debtor issued $3,730,000 of ten-year notes, $3,108,000 par value of 7 percent 
preferred stock and $3,730,800 par value of common stock. The notes, preferred 
stock and part of the common stock were sold to the public; Williams recovered 
the cost of his investment and retained 22 percent of the common stock as a bonus. 
By the end of 1913, Williams owned 32 percent of the common stock at a cost of 
about $72,000. Thereafter Williams steadily increased his holdings of the common 
stock so that by early 1929 he held as much as 97 percent of the total amount 
outstanding. Throughout its existence the capital structure and security offer- 
ings of the Debtor were so designed that its senior securities, debentures and 
preferred stock, were largely in the hands of the public, while the common stock 
with predominant voting power was held largely by Williams. 

Until 1922, the Debtor served solely as a vehicle for holding intact the Cleveland 
Electric stock, increasing its holdings and continuing to give Williams a dominant 
position over that company. Faced with the maturity of its outstanding obliga- 
tions in 1922, the Debtor sold its Cleveland Electric stock through an interme- 
diary company of Dillon, Read & Company to North American Edison Company, 
a subsidiary of The North American Company in which Williams had previously 
acquired an interest. Although the transactions were simultaneous and Williams 
was in a dominant or influential position with respect to the selling ana buying 
corporations, the intermediary company of Dillon, Read made a profit of $729,800. 

After the payment of its obligations, the assets of the Debtor consisted of ap- 
proximately $3,400,000 in cash. It had outstanding at that time a preferred 
stock issue with a par value of $4,500,000 held by the public and common stock, 
the majority of which was held by Williams. The common stock would have been 
worthless upon liquidation. However, Williams caused the Debtor to invest the 
$3,400,000 of cash, plus $1,920,000 borrowed from banks, in the common stock of 
North American and thereafter used Debtor to entrench his position in North 
American. : 

To finance new acquisitions of North American common stock, the Debtor, by 
successive financing and refinancing through issuance of debentures and preferred 
stock, raised an aggregate of $13,700,000 of net additional money from the public 
during the period from 1922 to the end of 1927 and borrowed approximately 
$5,000,000 from other sources. Two items affecting the Debtor’s acquisition of 
North American stock may: be briefly noted. Williams, during the period from 
1924 to 1928, through a personal holding company, engaged in a program of trad- 
ing in North American stock. Under this program, he purchased $121,000,000 
of North American common stock of the New York Stock Exchange. Over 
90 percent of this stock was sold off the exchange to small investors throughout the 
country in @ manner designed to lessen the likelihood of its return to the market. 
This pattern of course could only have the effect of increasing the price of North 
American stock. Secondly, North American at Williams’ suggestion, instituted 
a practice of paying 10 percent stock dividends which created an illusion of high 
earnings because the inflated market value of the stock was greater than the 
amount of cash dividends which could have been paid. This illusion of high 
earnings itself led in turn to higher market values for the stock. Some of the 
North American stock acquired by Central States was purchased from Williams 
or his company at the inflated prices. 

Moreover, the Debtor was caused to follow the unsound practice of treating the 
entire market value of the North American stock dividends as income, enabling 
it to report huge earnings which it used during 1928 anc 1929 as the basis for 
additional securities flotations. For example, in September 1929, the Debtor 
sold $25,000,000 of debentures, representing that its interest requirements were 
$2,300,000 and income available was $19,300,000. But of this latter figure only 
$800,000 was cash income; approximately $12,000,000 represented stock dividends 
taken at market and $7,600,000 was not recurring interest or dividend income but 
profits on the sale of securities. 

C. Additional financing, organization of new companies and financial collapse 

Between January 1, 1928, and the end of September 1929 four subsidiary 
companies, American Citics Power and Light Corvoration, Electric Shareholdings 
Corporation, Shenandoah Corporation and Blue Ridge Corporation, were organ- 
ized by the Debtor, alone or jointly with others. These subsidiaries together with 
the Debtor sold approximately half a billion dollars of securities. Approximately 
half of these securities were sold to the public and the balance (mostly common 
stock) were acquired by the affiliated companies. The aggregate of debentures 
and preferred stock of the Debtor increased from about $17,000,Q00 in 1927 to 
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approximately $73,000,000 in 1929. The affiliated companies raised many mil- 
lions of dollars principally by the sale of preferred stock, a substantial portion of 
the proceeds of which was used to acquire portfolio securities theretofore held by 
the Debtor, thus helping to alleviate the latter's stringent cash position created 
by the North American policy of paying dividends solely in stock. : 

The realization of cash by the Debtor was accomplished without the necessity 
of selling North American stock on the market, a procedure which would have de- 
pressed its price, and without the relinquishment of control over substantial blocks 
of that stock. The essential result of the transfers was to change the Debtor’s 
direct ownership in its portfolio securities to an indirect interest through sub- 
sidiaries. Thus the interest of the debentures and preferred stock of the Debtor 
in these portfolio securities became junior to the preferred stockholders of the 
subsidiaries. The senior security holders were subjected to increased risk with 
no corresponding benefit to them. 

Additional shares of North American stock were acquired by the Debtor and 
its subsidiaries during this period and the Debtor continued to be an instru- 
mentality through which the vast North American system was controlled by 
Williams. Bv 1929 the Debtor and its affiliated group of companies held ap- 
proximately 28 percent of the outstanding North American common stock. 

With the formation of new-investment companies, the Debtor became the apex 
of a complex pyramided system of investment companies. The existence of 
substantial amounts of senior securities at each level of companies, i. e., the oper- 
ating utility subsidiaries, North American, the investment company subsidiaries 
of the Debtor, and the Debtor itself created powerful leverage in the common stock 
of the Debtor, largely held by Harrison Williams and through which he controlled 
the entire system. This complicated structure, involving different conversion 
and exchange privileges of the various senior securities of the companies, the 
varying holdings of North American common stock among the subsidiary com- 
panies where they were subject to different degrees of leverage, the existence of 
cross and circular holdings of securities throughout the system, and continuous 
intrasystem trading resulting in artificial book values, all made it practically 
impossible for an ordinary investor to obtain any informed idea as to the value of 
the securities of the Debtor and its subsidiaries.’ 

Trading accounts were operated in the various securities of the investment 
companies in the group as well as in the principal underlying asset, North American 
common stock. For the two-year period, 1928-1929, almost $200,000,000 of 
purchases and over $145,000,000 of sales of these securities were effected through 
the trading accourts of affiliated persons and companies. That this trading was 
calculated to lift market prices is evidenced by the fact that about 90 percent of 
the purchases were made on the stock exchange and about 90 percent of the sales 
were made privately off the exchange. 

As a result of these trading operations, the financing transactions and the 
generally rising security markets, the assets of the Debtor rose to $350,000,000 in 
September 1929, taking securities of the affiliated companies at market.‘ The 
market collapse of 1929 and the general decline in stock market values thereafter 
had a disastrous effect upon the Central States system. From the high point in 
September 1929, the Debtor’s assets declined rapidly to a market value of 
$40,000,000 in 1931, less than enough to cover its outstanding debentures and 
preferred stock. This extreme decrease in value illustrates leverage working in 
reverse and its impact upon senior security holders who had been induced to invest 
in the enterprise, in part at least, upon the basis of a supposed substantial equity 


cushion. 


D. Period from 1930 to 1941 

After 1930, the value of the Debtor’s assets continued to decline, except for a 
short period, in 1935 and 1936. At the end of 1941, just prior to the filing of the 
Chapter X petition, the Debtor’s assets reached a low market point of only 
$1,400,000, thereafter recovering gradually.’ During most of the period since 
1929, the principal amount of the debentures exceeded the market value of the 
Debtor’s assets. The principal amount of the debentures was reduced from 


3 At the hearings in connection with the Investment Trust Study, the president of Blue Ridge Corporation 
admitted that he was unable to determine the actual value of the Debtor’s securities, that it was a matter 
that had to be handled by accountants and would be difficult for them. See Report, pp. 1701-1702. 

4 As of August 30, 1929, the Debtor’s assets were $253,700,000, taking securities of affiliated investment 
companies at underlying net asset value. 

5 The net asset value of the Debtor at the end of 1941 was $858,000 on the basis of market quotations for all 
securities in its portfolio except for Blue Ridge stock which was computed on the basis of its net asset value 
and except for American Cities Class ““B’’ stock which was excluded since that class of stock was under 
water to the extent of $7,144,448, or $2.46 per share. 
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$43,000,000 in 1929 to approximately $18,000,000 in 1941, through repurchases 
of debentures at substantial discounts. Table I (on next page) indicates gen- 
erally the position of the debentures of the Debtor as compared with the market 
value of its assets during the period 1928 to 1948. 

Concurrently with the severe shrin in its asset value, the net earnings of 
the Debtor diminished rapidly after 1929. The failure of current income to 
meet the service requirements of senior securities placed the Debtor in a difficult 
cash position, The principal problem related to payment of interest on the 
debentures since a failure to make such payment would constitute a default. In 
contrast, failure to pay preferred stock dividends merely left preferred stock- 
holders without remedy. To meet this problem, the Debtor resorted to the 
practice of liquidating capital assets in order to continue payment of debenture 
interest. This, of course, contributed to the decline in the value of the Debtor’s 
assets. Since the debentures were under water for the greater part of the period 
between 1933 and the institution of the Chapter X proceeding in 1942, interest 
was actually paid to a substantial degree out of capital. 

Between 1930 and 1941, major changes were effected in the relationship 
between the Debtor and its affiliated companies and in the holdings of the Debtor.¢ 


TABLE I.—Financial Position of Debt “ar of Central States, 1928—November 30, 








Principal 
Fw ew ad . Excess (or 
'e res 
Outstanding me om ad Net Assets| Deficiency) 
December 31 Plus Accrued |, alue of r $1,000 | $f hSsets in 
teupaid In. =| Market Values| Pebenture) “ Cinims of 
Subsequent to Debentures 
1941 # 
$19, 651,000 | $141, 921,988} $7,222 | $122, 270, 98s 
43, 280,000 | 147, 658, 588 3,412 | 104, 378, 588 
42, 570,000 | 79, 620, 721 1,870 | 37, 080, 721 
39, 919,000 | 40, 601, 973 1,017 682, 973 
38, 558,000 | 40, 798, 041 1, 058 2, 240, 041 
37,855,000 | 23, 271, 766 615 | (14, 583, 234) 
37, 696,000 | 18, 321, 193 486 | (19, 374, 807) 
37,193,000 | 38, 116, 239 1, 025 923, 230 
36, 904,000} 40, 904, OG3 1, 108 4, 000, 003 
36,520,000} 20, 792, 231 569 | (15, 727, 769) 
27, 727,000 | 16, 856, 597 608 | (10, 870, 403) 
27, 233,000 | 13, 300, 461 439} (13, 982, 539) 
21, 566, 000 6, 260, 191 200 | (15, 305, 800) 
18, 103, 000 1, 412, 022 78 | (16, 690, 978) 
19, 187, 609 4, 417, 008 245 | (14, 770, 601) 
20,148,144 | 10, 732, 402 595 | (9, 418, 742) 
21, 108, 679 | 21, 854, 875 1, 212 746, 196 
22, 069,214 | 34, 305, 893 1,902} 12, 236, 679 
23, 041,674 | 30, 462, 132 1, 689 7, 420, 463 
20, 394,809 | 22, 079, 636 1, 224 1, 684, 827 
21, 355, 344 | «22, 865, 943 1, 268 1, 510, 599 
20, 432,135 | 431, 225, 637 1,731 | 9 10, 793, 602 




















1 The figures for 1928 through 1941 are derived from annual reports to stockholders except certain of the 
1933 items which are taken from Part Three of the Investment Trust Study at page 1815. The figures 
for 1942 through November 1949 are derived from the monthly reports of the Trustees. 

3 The principal amount of Debentures outstanding remained unchanged at $18,037,000 from 1942 through 
November 1949. The figures for 1947 and 1948 reflect a $3,607,400 partial payment made by the Trustees. 
The November 30, 1949, figures reflect an additional $1,803,700 partial payment. 

3 The Debtor filed its petition for reorganization under Chapter X in February 1942. 

4 These figures would be $27,455,187 at December 31, 1948, and $34,965,569 at November 30, 1949, if 
American Cities and Blue Ridge stock were included at their respective net asset values rather than market 


values. 

5 The claims of the preferred stockholders for their liquidating preference and accumulated unpaid 
dividends amounted to $15,629,067 on the 7-percent First Preferred Stock and $31,057,266 on the 6-percent 
Junior Preferred Stocks as of November 30, 1949. 


¢ The ownership of the Debtor’s common stock also changed in 1929 and 1930. Substantial amounts of 
the common stock of the Debtor were sold by Harrison Williams during the peak period of 1929, some to the 
public and some to Shenandoah Corporation. In November 1929, his holdings had fallen from 97 percent 
to 81.5 percent. In 1930, Williams disposed of even greater amounts, Some was sold to the public and some 
was “‘donated”’ to the Debtor in purported reimbursement for certain huge losses susta by the Debtor 
in 1929 when it was caused to repurchase substantial amounts of its convertible preferred stock. (This 
repurchase program forms of the basis of a law suit by the Trustees against Harrison Williams and 
others on the ground that the repurchase of preferred stock was instituted for Williams’ benefit in order to 
support the market ean of the Debtor’s common stock into which the preferred stock was convertible.) 
By the end of 1930, Williams’ holdings of common stock had been coheed to about 53 percent. 
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At the beginning of the period, the Debtor and four subsidiary investment 
companies owned 1,593,732 shares or approximately 28.5 percent of the out, 
standing common stock of North American. The Debtor owned 60 percent of 
the Class B stock of American Cities and approximately 40 percent of the common 
stock of Electric Shareholdings Corporation and of Shenandoah Corporation 
which, in turn, owned more than 80 percent of the common stock of Blue Ridge. 
At the end of 1937, the Debtor and affiliated companies owned 19.5 percent of 
North American common stock. In order to avoid becoming subject to regulation 
under the Public Utility Holding Company Act of 1935, the Debtor and its 
affiliated companies consummated a series of transactions which, among other 
things, reduced their holdings in North American common to less than 10 percent. 
By 1941, the Debtor owned approximately 31 percent of the common stock of 
Blue Ridge and approximately 70 percent of the Class B stock of American 
Cities which in turn owned approximately 42 percent of the common stock of 
Blue Ridge; Shenandoah was no longer in existence, and the Debtor’s holdings of 
General Shareholdings Corporation (formerly Electric Shareholdings) had been 
reduced to mipor proportions. 


E. Period of trusteeship 

With assets down to $1,400,000, debenture liabilities outstanding in the amount 
of about $18,000,000, and large preferred stock dividend arrearages, the manage 
ment’s process of selling assets to pay interest in order to avoid default appeared 
indefensible. Under the circumstances, in February 1942, the staff of the Com- 
mission advised the Debtor that it was considering recommending to the Com- 
mission that proceedings be instituted under Section 36 of the Investment 
Company Act to enjoin a continued “gross abuse of trust’’ by the directors and 
officers for failure to liquidate or reorganize the company. Shortly thereafter, 
the Debtor filed its petition for reorganization under Chapter X. 

In September 1943, J. Cloyd Kent and Overton D. Dennis, former trustees of 
the Debtor, filed a report pursuant to Section 167 of Chapter X of their investigs- 
tion of the affairs of the Debtor. Although this report described various types 
of misconduct on the part of the Williams’ management, it was recommended 
that no law suit be instituted because they were of the opinion that recovery 
would be barred by statutes of limitations. Objections were interposed to this 
report and a more complete investigation was urged by security holder groups 
and this Commission. On appeal, taken by the 7 percent preferred stockholders 
committee, the Court of Appeals for the Fourth Circuit directed that further 
investigation be made, stating:’ 

“The great losses sustained by the corporation, the mismanagement shown, 
the clear abuse of power by corporate officers in contracts made by and with the 
corporation, the recommendation of the Governmental Agency charged with the 
supervision of matters of this sort—all of thuse called for an investigation of the 
most complete and thoroughgoing character, with opportunity to examine under 
oath those who had knowledge of the corporation’s affairs, and with institution 
of suits for recovery where probable liability had been shown to the end that al! 
the processes of discovery provided by law might be fully used. This requirement 
was not met by the sort of examination which the trustees conducted. The 
circumstances demand a thorough examination by a disinterested expert who has 
had no connection with any of the parties, who is sufficiently familiar with matters 
of this character to properly appraise the various intercorporate dealings and 
transactions, and who is given power to examine under oath, those who have 
any knowledge of the transactions that are questionable.” 

The District Court appointed Carl J. Austrian as Trustee for the purpose of 
conducting the investigation. Thereafter, in March 1945, upon resignation of 
Kent and Dennis, Robert G. Butcher was appointed Co-Trustee with Austrian. 
In June 1945, the new Trustees filed a report recommending that suit be com- 
menced against Harrison Williams and others, and the District Court authorized 
such action. The complaint filed in the District Court for the Southern District 
of New York seeks recovery of substantial sums for wrongs to the Debtor com 
mitted by Williams, other officers and directors of the Debtor and persons asso- 
ciated with them in numerous transactions. In general, the complaint alleges 
overreaching conduct, appropriation of security profits rightfully due the Debtor, 
the foisting of security losses upon the Debtor and diversion of assets for the 
benefit of ‘Wesrinon Williams or his associates and not in the interests of the 
Debtor. Considerable litigation ensued regarding jurisdictional questions and 
preliminary motions. Examinations before trial are being held and are near 
completion and the case is expected to come to trial in the near future. 


1 Committee v. Kent, 143 F. (2d) 684, 686 (1944). 
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Independent investigations conducted by the Debtor’s subsidiaries, American 
Cities and Blue Ridge, brought to light claims on behalf of those companies 
against the Debtor as well as Harrison Williams and others. As a result, the 
District Court during 1946 permitted the institution of suits by the subsidiaries 
against the Debtor, directing them to be brought in New York where Williams 
and other parties could also be served with process as defendants and the Debtor 
could file cross-claims against them. Because of the substantial amount of the 
claims asserted, a plan of reorganization for the Debtor could not be formulated 
as a practical matter until the disposition of these intercompany suits. After 

reliminary litigation, both intercompany lawsuits were settled by the Debtor 
or the gross amount of $500,000 in January 1948. An appeal from the order 
approving the settlement was dismissed in March 1948.8 he suits as against 
other defendants were not settled. The American Cities suit against them was 
dismissed; the Blue Ridge suit is pending. 

In addition to their investigation and prosecution of causes of action against 
the old management, the new Trustees secured for the subsidiaries the installation 
of new directors independent of any affiliation with Harrison Williams or other 
former officers and directors. By the end of 1945, the value of the Debtor’s 
assets had increased substantially in excess of the debenture holders’ claims. 
In order to conserve the gains made during the period of rising security prices 
and reduce the risks inherent in the leverage of the system, a program for retire- 
ment of the senior securities of the subsidiaries (preferred stock and bank loans) 
was effectuated with the authorization of the District Court. At the present 
time, both companies have outstanding only relatively small bank loans. 

Another important change occurring during the trusteeship has been the 
increase in the percentage of the common stock of American Cities held by the 
Debtor from about 70 percent to 82 percent. This result was obtained through 
an offer of exchange made in March 1948 by American Cities under which about 
400,000 shares of common stock were acquired for retirement in exchange for North 
American stock and cash. The increase in percentage ownership by the Debtor 
was desirable to permit greater flexibility in reorganization and to provide tax 
advantages to the Debtor in the event of a liquidation and dissolution of American 
Cities. 

Distributions to debenture holders amounting to 30 percent of their principal 


claim, or an aggregate of about $5,400,000, out of cash funds of the Debtor were 
made during 1947 and 1949. These payments have been applied against accrued 
interest on the debentures. 

In July 1948, the Trustees filed with the court a plan of reorganization. At 
the same time, the Trustees petitioned for authority to take steps to have Amer- 
ican Cities liquidated and dissolved. This was to be accomplished by inviting 
tenders of American Cities stock in exchange for one-fourth share of North Ameri- 


can stock, at market value, plus cash. Thereafter, a distribution to the remaining 
stockholders including the Debtor would be made, in kind to the extent practicable. 
This petition has been taken under advisement by the Court 

The Trustees’ plan of July 1948 was expressly conditioned upon the receipt 
of a satisfactory ruling with respect to the income tax consequences of the plan. 
After plan hearings had been scheduled, the Trustees were informed that their 
plan, involving a distribution of Blue Ridge stock to debenture holders, would 
constitute a transaction taxable to the Debtor. Accordingly, plan hearings were 
adjourned to enable the Trustees to submit an amended plan. 

The amended plan was filed in December 1948. Hearings thereon and on other 
plans were held in January and February 1949. Adjournments were had there- 
after in anticipation of a ruling from the Commissioner of Internal Revenue as to 
the tax consequences of the Trustees’ plan. In the meantime, upon application 
of the Trustees, the Court directed Harrison Williams and his codefendants in 
the Trustees’ lawsuit, as well as certain purchasers of common stock from Williams, 
to file proofs of claim on or before August 31, 1949, and restrained them from 
disposing of any securities of the Debtor until further order of the Court. Proofs 
of claim were not filed by Williams and his codefendants. 

The Trustees informed the Court at the adjourned hearing on November 9 
that a favorable tax ruling had been received. The Court thereupon found the 
amended plan of the Trustees and the other alternative plans by interested 
parties to be worthy of consideration and submitted them to the Commission for 
an advisory report. 

8 Two stockholders of Blue Ridge Corporation brought suit against that company seeking to enjoin it 
from consummating the settlement as improper and unfair to Blue Ridge. The Chapter X Court restrained 


the suit, requiring the stockholders to present their charges before it. After hearing, the Court dismissed 
the charges and reaffirmed the fairness of the settlement. 
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Il, SUMMARY OF PLANS AND AMENDMENTS 


Five plans of reorganization have been filed with the Court. Four of these 
lans, submitted by representatives of the junior security holders and of the 
Debtor, contemplate the continuation of the Debtor as a closed-end investment 
holding company and the retention of the present pyramided sytsem of invest- 
ment companies. These plans also contemplate the continuation of the compli- 
cated leverage-type capital structure. The fifth plan filed by the Trustees pro- 
poses the simplification of the Central States system, resulting in a single open-end 
investment company, through a liquidation of American Cities and merger of 
Blue Ridge and the Debtor. 


A. Trustees’ amended plan 

1. The Reorganized Company.—The Trustees propose that the new reorganized 
company be an open-end, diversified investment company. Its capitalization will 
consist of one class of common stock redeemable at the option of the holder at net 
asset value. ‘The number of shares of common stock to be initially outstanding 
will be determined by the value of its assets. 

In submitting the amended plan, the Trustees have assumed the elimination 
of American Cities from the system in substantially the manner previously 
submitted by the Trustees to the Court which has the matter under advisement. 
American Cities would make a tender offer to its minority stockholders of one- 
fourth share of North American common stock at market value plus cash for each 
share of American Cities, following which American Cities would be liquidated 
and dissolved. 

All assets of the Debtor, except contingent assets and a cash reserve for the 
collection of such assets and for payment of prior claims, claims of general creditors, 
reorganization expenses and contingent liabilities, will be transferred to the new 
reorganized company in exchange for common stock. The value of the assets 
transferred to the new company by the Debtor for purposes of distribution to the 
Debtor’s debenture holders and preferred stockholders will be computed as follows: 
(1) by averaging the closing market prices of all securities transferred by the 
Debtor except stock of Blue Ridge and General Shareholdings Corporation on the 
12 Fridays preceding the effective date of the plan; (2) by averaging the underlying 
net asset value of Blue Ridge stock as of the close of business on the 12 Fridays 
preceding the effective date of the plan; and (3) by taking the aggregate market 
value of the stock of General Shareholdings Corporation as of the close of business 
on September 30, 1948. 

Following the transfer of assets by the Debtor to the new reorganized company, 
Blue Ridge will be merged into the new company which will issue its stock to the 
minority stockholders of Blue Ridge on the basis of net asset value at that time. 
Thereupon, the new company will become an open-end investment company. 
Stock presented for redemption during the first six months will be redeemable 
60 days after presentation at the then current asset value. Stock presented for 
redemption during the 60-day period after the first six-month period will be re- 
deemable at the asset value on the last day of the 60-day period. Stock presented 
for redemption subsequent to the aforementioned 60-day period will be redeemable 
at its net asset value as of the date of presentation. 

If necessary to effect the merger and open-ending, the common stock of the new 
company may be deposited with voting trustees under a voting trust agreement 
providing for the effectuation of the merger and open-ending, following which 
the voting trust will terminate. 

The affairs of the new company will be managed by seven directors elected by 
stockholders annually. The Court will designate the first board of seven di- 
rectors to hold office until the first annual meeting of stockholders. Five of 
such directors will be designated from nominees proposed by debenture holders 
or representatives thereof and two from nominees proposed by 7 percent pre- 
ferred stockholders or representatives thereof. The first officers will be selected 
and appointed by the board with the approval of the Court. 

2. Treatment of Creditors and Stockholders.—Debenture holders will receive 
shares of new common stock or voting trust certificates at the underlying asset 
values, determined as described above, equal to the principal amount of the 
debentures plus interest at the rate specified in the debentures less the amounts 
heretofore paid pursuant to orders of the Court. Serip certificates will be issued 
in lieu of fractional shares. In addition, as a measure of compensation for the 
risks incident to the nonredeemability of the new stock for a period of 60 days 
and their change of position, debenture holders will receive in new common stock 
an amount equal to the lesser of 5 percent of their claim or 10 percent of the 
value of the assets remaining after the deduction of their claim. 
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The 7 percent preferred stockholders will receive the remaining common stock 
of the new company in exchange for their preferred stock at the liquidating 
value of $100 per share plus accrued and unpaid dividends. The difference 
between the aggregate claim of the preferred stockholders and the value of the 
shares of new common stock issued to them will constitute a deficiency claim 
against contingent assets described below. 

No provision is made for cymes in the new company by the 6 percent 
preferred stockholders or the common stockholders. In the event that the 
7 percent preferred stockholders receive the full value of their claim from any 
contingent assets, any remainder thereof will be distributed to the 6 percent 
preferred stockholders and the common stockholders in the order of their priority. 

3. Contingent Assets.—The contingent assets of the estate consisting primarily 
of the Trustees’ lawsuit against Harrison Williams and others will be retained by 
the Trustees and enforced by them under the supervision of the Court. Prior 
to the effective date of the plan, the contingent assets of Blue Ridge, also con- 
sisting of lawsuits against Weottan Williams and others, and any undistributed 
assets of American Cities will be segregated.® Shares or certificates of interest 
therein will be distributed to the stockholders of American Cities and Blue Ridge, 
including the Debtor. 

4. Amendments Proposed by Reeve Debenture Holders’ Committee-—The Reeve 
Committee proposes to amend the Trustees’ amended plan as follows: 

(1) The new company would have two classes of common stock, i. e., Class A 
and Class B. The Class A stock would be distributed to debenture holders and 
the Class B stock to the 7 percent preferred stockholders. 

Shares of Class A stock presented for redemption during the six months’ period 
after the effective date of the plan would be redeemable 40 days after presenta- 
tion; shares presented for redemption during the 40 days’ period after the end of 
the first six months’ period following the open-ending would be redeemable on 
the last day of the 40 days’ period; shares presented for redemption subsequent 
to the end of the aforementioned 40 days’ period would be redeemable at net 
asset value as of the date of presentation. 

Holders of Class B stock would not have the right of redemption for a period 
of six months following the open-ending. Thereafter, shares of Class B and Class 
A stock are to be redeemable similarly and have equal rights in all respects. 

(2) Instead of averaging the value of the assets transferred to the new com- 
pany on the 12 Fridays immediately preceding the effective date of the plan, the 
Reeve Committee proposes to value such assets as of the business day immediately 
preceding the effective date of the plan. 

(3) Debenture holders would receive an additional 5 percent of the value of 
their claim instead of the alternative 5 percent or 10 percent provided in the 
Trustees’ amended plan. 

5. Amendments Suggested by The Chase National Bank of the City of New York 
as Indenture Trustee of the 5%-Percent Debentures—The Chase Bank proposes 
that the Trustees’ amended plan be amended in the following respects: 

The common stock of the new company to be given to debenture holders 
would be redeemable not at net asset value but at the amount of the claim of 
each debenture holder. 

A time priority would be given to the debenture holders so that the new com- 
mon stock distributed to the 7 percent preferred stockholders would not be 
redeemable until all the new common stock distributed to the debenture holders 
has been retired, or a reasonable period of time would be given to the former 
debenture holders to present their new common stock before the former 7 percent 
preferred stockholders. 

6. Amendments Suggested by Central Hanover Bank & Trust Company, Inden- 
ture Trustee of the 5 Porcei Debentures.—Central Hanover Bank would amend 
the Trustees’ amended pian as follows: 

Instead of giving the debenture holders the lesser of 5 percent of their claim 
or 10 percent of the value of the remaining assets after deducting their claim, the 
10 percent limitation would be elimina or the percentage raised substantially 
and the 5 percent limitation would be increased to 15 percent. 

B. Kelly Committee for 6 percent preferred stockholders 

1. The New Company.—The proposed plan of the Kelly Committee provides 
for a recapitalization of the Debtor and the retention of American Cities and Blue 
Ridge. e capitalization of the new company is to be: 

$9,018,500 principal amount of 3 percent Serial Debentures maturing in ten 


* The plan does not specify the mechanics of preserving the prosecution of the Blue Ridge lawsuits. 
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equal annual installments commencing December 15, 1953, and callable on 30 
days’ notice without premium. 

33,178,445.33 principal amount of non-interest-bearing Serial Notes maturing 
in equal annual ins ents from December 15, 1948, to December 15, 1952. 
The notes will rate equally with the new serial debentures. 

$8,354, a amount of 5 percent Income Bonds maturing in 1965, and 
callable on days’ notice without premium. The interest is cumulative but 


payable as earned. Any accumulations are to be paid as earned but in any event 
on maturity or prior call. The bonds are subordinate to the serial debentures 
and serial notes both as to A mire and interest. 


$6,880,000—5 percent ferred Cumulative Stock, par $100. The stock is 
callable on 30 days’ notice and, on dissolution, liquidation or bankruptcy, is en- 
titled to $100 plus accumulated dividends in priority to the common stock. 

$1,263,884.80—Common Stock, par 10 cents. 

2. Treatment of Security Holders.—Debenture holders of both series are to re- 
ceive, for each $1,000 principal amount of all debentures, $500 in cash and $500 
principal amount of new serial debentures. For their accrued interest on the old 
debentures, they will be paid an equivalent amount of non-interest-bearing notes. 
Since the accrued interest on the debentures has been reduced by partial payment 
to $2,395,135 as of November 30, 1949, we have assumed in our subsequent dis- 
cussion that the amount of notes will be reduced accordingly. 

The 7 percent preferred stockholders will receive new 5 percent preferred stock 
equal in par value to the par value of their stock. In addition, each stockholder 
is entitled to purchase 16 shares of new common stock and $12 principal amount 
of new income bonds for a combined price of $13.60. Subscription rights expire 
30 days from time of issuance. 

The 6 percent preferred stockholders will receive rights to purchase 32 shares 
of new common stock and $24 principal amount of new income bonds for a com- 
bined price of $27.20 for each share held. Subscription rights expire 30 days after 
issuance. 

Common stockholders will receive rights to purchase 4 shares of new common 
stock and $3 principal amount of new income bonds at a combined price of $3.40 
for each four shares held. The rights expire 30 days after they are issued. Com- 
mon stock now owned directly or indirectly by Harrison Williams and members 
of his family will be cancelled and no rights or other consideration will be given 
therefor. American Cities and Blue Ridge will agree to exercise and not to trans- 
fer rights received for their holdings of common stock. Of the 12,638,848 shares 
of common stock provided under this plan, 1,500,000 shares have been set aside 
for purchase by any underwriters at ten cents per share. 


C. Plan proposed by 6 percent preferred stockholders’ committee 

This Committee’s proposed plan is also based upon the retention of the Debtor 
and its subsidiaries, American Cities and Blue Ridge as now constituted except 
that the Debtor is to be recapitalized as follows: 

$10,650,000 principal amount of 3 percent Ten-Year Debentures. 

1,500,000 shares of Common Stock. 

Class A Warrant to purchase 3,000,000 shares of Common Stock. 

Class B Warrants to purchase 500,000 shares of Common stock. 

Securities of the recapitalized Central States would be distributed as follows: 

Debenture holders will receive in full payment of principal and accrued interest 
on their debentures, cash equal to 50 percent of their claim and new debentures 
for the balance. The 7 percent preferred stockholders will receive 1,500,000 
shares of new common stock. The 6 percent preferred stockholders would be 
given Class A warrants to purchase 20 shares of new common stock for each share 
of preferred at $10 per share. Common stockholders would be given Class B 
warrants to purchase one share of new common stock for each 20 shares of old 
common stock at $15 per share. Class A and Class B warrants would be exercis- 
able within 120 days after final determination of the litigation against Harrison 
Williams. 
D. The Debtor’s plan 

1. The New Company.—The Debtor, American Cities, and Blue Ridge would 
continue under the present three-company system. The Debtor would be re- 
capitalized as follows: 

$9,018,500 principal amount of 3% percent 15 Year Debentures, callable at 
105 percent with a sinking fund provision that all income, exclusive of profits or 
losses on sales of securities and after interest and dividend requirements, taxes 
pa be applied to purchase of debentures until the issue is reduced to 
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68,800 shares ($100 par) of 6 percent Cumulative Preferred Stock, callable at 
$110 per share, entitled to $100 per share in liquidation, having voting rights of 
20 votes per share and a sinking fund (out of net earnings after dividends) of 
$200,000 annually afier the 3% percent debentures have been reduced to 
$5,000,000 

558,828 shares ($1 par) of Class A Common Stock with a prior claim to that of 
the Common Stock as to cumulative dividends of 80¢ per share if earned. The 
stock will be convertible at any time into 6 shares of Common Stock, will have 6 
votes per share and will be callable at $15 per share. 

5,638,791 shares (10¢ par) of Common Stock. 

2,820,511 Warrants to purchase an equal number of shares of Common Stock 
at $1 per share within 120 days of the date of consummation of the plan. 

2. Treatment of Security Holders.—Accrued interest on the outstanding de- 
bentures will be paid in cash, and for each $1,000 principal amount the holder 
will receive $500 principal amount of new 3% percent debentures and either $500 
im cash or cash and new common stock at $1 per share to the extent that present 
6 percent preferred stockholders and common stockholders do not exercise their 
warrants. ° 

For each share of old 7 percent preferred stock, the holder will receive one share 
of new 6 percent preferred stock and 4 shares of Class A common stock. 

Each share of old 6 percent preferred stock will be exchanged for warrants 
exercisable immediately to purchase 10 shares of new common stock at $1 per 
share and in addition 2 shares of Class A common stock only if warrants are 
exercised. 

Each share of old common stock will be exchanged for a warrant exercisable 
immediately to purchase 4 share of new common stock at $1.50 per share and a 
warrant exercisable within 120 days to purchase an additional % share of new 
common stock at $1 per share if the first warrant is exercised. 

The entire issue of new common stock is to be underwritten except that shares 
of Harrison Williams are excluded. If the issue is not underwritten, the warrants 
will be offered to the present preferred and common stockholders, and the shares 
not exercised will be allocated to present debenture holders in lieu of cash at $1 
per share. Any underwriters will receive for their services 10 percent of the 
shares underwritten. 


E. Plan proposed by Doyle committee for common stockholders 

The plan proposed by this Committee is similar to that proposed by the Kelly 
Committee for 6 percent Preferred Stockholders except that (1) the non-interest- 
bearing notes to be given to debenture holders for their accrued interest are pay- 
able out of earnings after interest on the new debentures and income bonds, or in 
any event in 1969, instead of being payable in 5 equal installments, and (2) 7 
percent preferred stockholders will receive new 6 percent preferred stock instead 
of new 5 percent preferred stock and the amount of 6 percent preferred stock will 
be equal to the asset value of the present 7 percent preferred stock. 


Ill, VALUATION 


Chapter X of the Bankruptcy Act requires the Court to find a plan of reor- 
ganization to be fair, equitable and feasible before it may be approved. The 
fundamental test of feasibility is whether the reorganized company will emerge 
from reorganization with a sound capitalization, able to meet its interest and 
dividend requirements with ample margin, and free from the defects and inade- 
quacies which caused the financial difficulties of the debtor in the past. 

In order to meet the requirement that the plan be “fair and equitable,” a plan 
must be based upor a fair valuation of the estate and recognize the rights of 
participation of the various classes of creditors and stockholders in the order of 
their established priorities. 


A. Valuation of portfolio securities 

Generally, the valuation of the assets of a business enterprise should be based 
primarily upon the reasonably prospective earnings derivable from the utilization 
of those assets. In this case, however, the assets of the Debtor and its subsidiaries 
consist of marketable securities, none of which represents a controlling interest, 
and which are readily valued by reference to market quotations. Under the 
circumstances of this case, such method of valuation provides the most satisfactory 
basis for reorganization.'® 

In the case of investment companies, such as the Debtor and its subsidiaries, 
which invest, reinvest, and deal in marketable securities, market prices are 
customarily used in appraising the value of their assets as well as their outstanding 


10 A statement of the assets and liabilities of the Debtor and its subsidiaries is appended to this Report. 
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securities. Their capital consists of securities which are readily convertible into 
cash on the market, readily replaceable, and similarly available to anyone for 
cash at quoted prices. In an established open market the price of securities is in 
fact an appraisal arrived at by numerous interested parties dealing at arms’ 
length. In practice substantial portfolio changes have been made from time to 
time by these companies. There are no fixed assets or equipment dedicated to a 
particular function; a specialized service is rendered only in the sense that the 
company Offers diversification of investment and management of assets. In view 
of these characteristics, it is natural that net asset value based upon market prices 
should be the fundamental valuation criterion used by and large in the investment 
company field." In the absence of special circumstances, these characteristics 
constitute compelling reasons for considering net asset. value as the primary 
measure Of value of an investment company for reorganization purposes also. 

In determining the value of the estate, a special problem exists in this case by 
reason of the Debtor’s stock holdings of its two investment company subsidiaries, 
American Cities and Blue Ridge. The problem is rendered more acute because 
the Debtor’s stock interest in its two subsidiaries constitutes the bulk of its 
assets. Realistically, by virtue of the Debtor’s control over these two companies, 
the Debtor has access to the underlying net asset value of their portfolio securities. 
Such access may be accomplished by liquidation, merger, consolidation, capital 
distributions or other means. Reliance merely upon the market prices of American 
Cities and Blue Ridge stock would deprive the junior interests of the Debtor of 
a valuation equal to the full available worth of the Debtor’s assets since these 
stocks have generally been sold at discounts from asset value. For this reason, 
it appears proper to consider the underlying net asset value of the American 
Cities and Blue Ridge stock held by the Debtor rather than their market value 

For example, the market value of the Debtor’s portfolio was $31,225,000 at 
November 30, 1949, whereas, the value of the Debtor’s portfolio, taking American 
Cities and Blue Ridge at underlying net asset value, was $34,965,000. Herein- 
after in discussing the net asset value of the Debtor the latter method of valuation 
is used. 

B. Comparison of net asset value and capitalized earnings 


The net asset value of the Debtor as of November 30, 1949, $34,965,000, 
compares with prior years as follows: 


December 31, 1948___- Ue AO NREY TS ; boo Sar ee. 
December 31, 1947_ _- eee PO Re ee Loe 26, 276, 000 
December 31, 1946______. JES OS ER aS / AML ne: fem : 33, 851, 000 
December 31, 1945_______- = eee ..-.---- 34, 604,000 


As indicated in the section on History and Business, the net asset value of the 
Debtor was very much less in the years prior to 1945, having reached a low point 
of about $1,400,000 at the end of 1941. The leverage ™ then existing in the 


" In fact this method of valuatioa is a basic requirement of the Investment Company Act. Section 2 (a) 
(39) provides that market value be used where market quotations are readily available, except for securities 
issued by controlled companies where the board of directors of the investment company may in good faith 
determine the value of such securities provided that the value so determined is not in excess of the higher 
of market value or asset value of such securities in the case of majority-owned subsidiaries, and is not in ex- 
cess of market value in the case of other controlled companies. 

3 These figures are after partial payments to debenture holders pursuant to court authority in the aggre- 
gate amount of $3,607,000 in 1947 and $1,804,000 in 1949. 

3 The term “leverace”’ is applied to investment companies which have outstanding senior securities 
with fixed or relatively fixed maximum participations in the corporate assets and earnings. Since the 
claims of the senior securities are for fixed or only slightly variable amounts of money, any increase or 
decrease in the value of the total assets of a leverage company will be reflected in its entirety in the equity 
of the common stock so long as there is any equity at all for the common stock. As a consequence, a given 
change in the total assets will give rise to a more than proportionate change in the equity of the common 
Stock. Theexistence of leverage amplifies the effect of fluctuations in the value of total assets upon changes 
in value of the common stock equity. Broadly speaking, the common stockholder of a leverage investment 
company is in the same position as a trader on margin, since in both instances securities are purchased in 
part with funds provided by others. 

The operation of “leverage” may be illustrated with a simple example: Assume an investment company 
has total assets of $3,000,000, with $1,000,000 of bonds or debentures, $1,000,000 of preferred stock, and $1,000,- 
000 of common stock outstanding. The debenture holders and preferred stockholders then have a total 
fixed claim of $2,000,000 which is prior to the claims of the common stockholders to the balance of $1,000,000. 
If the value of the total assets of the company increases by $1,000,000, or from $3,000,000 to $4,000,000, the 
bond or debenture holders and preferred stockholders are still entitled to only $2,000,000, while the common 
stockholders are entitled to the remaining $2,000,000. The value of the equity of the common stockholders 
has increased from $1,000,000 to $2,000,000 or an increase of 100 percent in asset value of the common stock, 
although the total value of the assets has increased only 3334 percent. Similarly, with a decline in the total 
value of the assets of $1,000,000 from $3,000,000 to $2,000,000 the debenture holders and preferred stockholders 
are still entitled to $2,000,000 with no equity for the common stockholders. The value of the equity of the 
common stockholders then has declined from $1,000,000 to zero or a decrease of 100 percent, although the 
value of the total! assets of the company has declined only 3344 percent. As the margin of equity for com- 
mon stock above the claim of senior securities is reduced in proportion to the senior securities, the leverage 
factor is greater. Conversely, the greater the equity for common stock, the smaller the leverage factor. 
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Central States system, which enabled the asset value of the Debtor to increase 
over twentyfold when general market prices increased about three times, and 
which, if retained, would have caused an equally rapid decline in asset value if 
market prices turned down, has been substantially eliminated from the system. 
American Cities retired $10,910,000 of preferred stock and $3,075,000 of debt, 
leaving a bank loan of $1,700,000 outstanding. Blue Ridge retired $18,920,660 
of preferred stock and $3,050,000 of debt, leaving a bank loan of $1,950,000 
outstanding. While the net asset value of the Debtor is still subject to swings 
in the market prices of its securities, fluctuations may be expected to be less 
drastic than if senior securities had been retained in the subsidiaries. 

Earnings of the Debtor and its subsidiaries may be divided into two general 
categories: (1) interest and dividends received on securities held, and (2) profits 
derived from the sale of securities. The former may be considered the ordinary 
operating income of the companies. Since most of these securities are common 
stocks, dividends are the primary source of earnings to which the Debtor must 
look for ordinary revenue. In 1948, a year of high earnings for irvestment com- 
panies, the ordinary operating income of the Debtor, excluding intercompany 
dividends paid by American Cities and Blue Ridge but including in lieu thereof 
the Debtor’s proportionate interest in their ordinary operating income, was 
$1,047,147 (T. Ex. 25). Comparable figures for 1945, 1946, 1947 and for the 
nine months ended September 30, 1949, are $764,243, $965,072, $875,724, and 
$675,030, respectively. The years before 1945 show even poorer results. Table IT 
(on next page) shows the Debtor’s indicated earnings, on the basis stated above, 
for ~ period from 1938 to 1948 and for the nine months ended September 30, 
1949. 

Nevertheless, if the high 1948 indicated investment income is selected and 
capitalized at rates from 10 percent to as low as 5 percent, the resulting figures 
range from only about $10,000,000 to $20,000,000, compared with an asset value 
of about $27,000,000 in 1948. It is clear that on the basis of the past earnings 
record of the system, a reasonable capitalization of dividend and interest income 
would be substantially lower than present net asset value. Christian A. Johnson, 
who was an officer of the Debtor and its subsidiaries, and associated with the 
System since 1929, testified on behalf of the Debtor’s plan. He expressed the 
view that future annual dividends and interest would be twice as large as in 1948. 
It is our opinion, as indicated below in our discussion of his testimony with respect 
to “Special Situations’, that this view is conjectural and cannot be relied upon 
for purposes of this reorganization. 

Profits from the sale of securities are of course far more speculative than income 
derived from interest and dividends. Customarily such profits are regarded as 
non-recurring. Benjamin Graham, witness for the Trustees, pointed out that 
capital gains are not considered as part of the earnings of any ordinary business 
which are to be capitalized; that, in the case of an investment company, it might 
be appropriate to capitalize them only if they could be counted on. It was his 
view that they could not be counted on over the years. In the case of the Debtor 
and its subsidiaries, capital gains during and since the war have been substantial 
but the past experience of the companies reveals that capital losses over the past 
two decades of their existence have been even more substantial. Tables III 
and IV (on succeeding pages) show that, on balance, capital losses have exceeded 
capital gains substantially. Under the circumstances we do not believe that any 
ease mp as to regular future income from this source can be relied upon as a 

asis for a capitalized valuation. In fact, based upon the past record of capital 
losses of the system, it could be argued that some discount factor should be applied 
in a capitalized earnings valuation. 

In any event, as we have previously indicated, we believe that net asset value 
of the Debtor and its subsidiaries should be used as the basic measure of value 
in this case.“ Since the assets of the Debtor consist of securities which fluctuate 
in value by reason of changes in market prices, it is of course not possible to fix a 
precise dollar valuation in advance of the consummation date of any plan of 
reorganization. It is practicable, however, to fix in advance the method by 
which net asset value will be determined at the consummation of the plan. An 
allocation of new securities based upon such value can, in our opinion, provide 
fair treatment for security holders, giving them the equitable equivalent of their 
interest in the Debtor. 


4 This view, adopted by the Trustees, was also expressed by E. Ralph Sterling, witness for the Kelly 
6 percent preferred stockholders committee. 
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Tas.e III.—Profit and loss of Central States, 1929-47 ' 

















{000 omitted] 
! 

Net invest- Net income 

vaaeirby- : (or deficit) 

ment income Net invest- Profit (or including 

deel | Interest on | ance incme| Toman | nati 
terest on (or deficit) securities 4 Profit or loss 

funded debt ya dons = 

securities 

| 

Ea Pires red cee 2 $10, 242 $1, 335 $8, 907 | $8, 688 $17, 595 
a Am Ane a 76) 2, 275 (2, 351)! 4, 966 2 615 
SSE Sie RES (239) 2, 195 (2, 434)| (4, 492) (6, 926) 
Mics. ancscae “ERED (240) | 2.073 (2,313)| (2. 913) (5, 226) 
SERRE Fa eas PUR (7) 2, 019 (2, 026) | (9, 173) (11, 199) 
(Eee Peet eae 441 2, 005 (1, 564) (5, 909) (7, 473) 
a. ee eo 632 1, 985 | (1, 353) # (16, 897) (18, 250) 
eet at 1, 191 1, 967 (76)| (403) (1, 179) 
es he 1, 620 1, 952 (332)| (20) 352) 
et RR PCT 2 Raeeadiel 469 1, 895 (1, 426) | (553) (1, 979) 
| im ae de : 426 1, 462 (1, 036) | (662) (1, 698) 
Weert si am: ayes 291 1, 391 (1, 100) (582) (1, 682) 
Sh hitadinads nieve feckish 109 1, 050 (941)| (1, 254) (2 195) 
crane uiilentde ea 54 811 ioe (757) 
PARRA Tee, 145 961 (816)|___- i, (816) 
gare Sea ae 289 961 (672) re (672) 
ND fe hice criticise a ek 1, 028 961 67 224 291 
ED selerre hipone ws eset ey 1, 255 961 204 85 379 
RS, 1, 147 961 186 — 186 














1 The figures for 1929 through 1941 are derived from annual reports to stockholders. Those for 1942 through 
1944 are derived from monthly reports of the trustees and the figures for 1945 through 1947 are derived from 
trustees’ exhibit No. 11 at the Oct. 5-6, 1948, hearings. 

3 The net investment income reported for 1929 includes a net valuation placed on stock dividends received 
amounting to $10,871,186. 

3 The large loss in 1935 is the result of a loss of $16,894,645 on the sale of 1,606,312 shares of Shenandoah 
Corp. common stock. 

De The figures for 1942 cover the period from Feb. 27, 1942, the date of the appointment of trustees, through 

ec. 31, 1942. 
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TaBie IV.—Gains and losses on sales of securities ! 


[000 omitted] 








| American Cities Power & 
Light Corp. 


Blue Ridge Corp. 





Net profit 
realized on 


| 
| Reserves or 
| write-downs 


| Reserves or | 





Net profit 
realized on 


write-dow | 
rite-downs sales of secu- 




















carried to Salesofsecu-| carried to itie - 
capital and/or) rities carried |capital and/or) "')*°S ——— 
~arned to earned earned | es... vital , 
surplus surplus surplus — 
1928. _- Oe isk 
1929 . . 6, 7% ($33, 431) ($1, 864) 
1930. ($20, 585) 788 9, 139 (9, 561) 
a ath a Rs SE Se 689 (649) 1, 653 (12, 212) 
1932 (1, 544) (59, 798) (5, 695) 
Subtotal 1928-32___- (19, 896) 5, 571 (82, 437) (29, 332) 
1933... (13, 581) (328) (278) 2. 351 
1934 ibid 99 | (93) i, 939 
1935 771 (81) | 3, 559 
1936 2, 473 (24) 4,17 
1987 190 (131) 578 
1938 (1, 813) | , (666) 
1939. 27 | : (105) 
1940 (15) ae 7 
1941 (352) (192) 
1942. _- (165) |..-. (458) 
1943. 242 1, 251 
1944 5 378 1, 635 
1945 842 557 4,342 
1946 205 3, 096 
1947 855 2,175 
1948 636 1, 223 
1949 (to Sept. 30) 187 a a 1, 731 
Subtotal, 1933-Sept. 30, 1949__ (13, 576) 4, 232 (50) 26, 641 
Total, 1928-Sept. 30, 1949____ (33, 472) 9, 803 (82, 487) (2, 691) 
=— ——————— | ——— i === 
Unrealized profits Sept. 30, 1949____. 3, 657 4 11,174 
EOE View cteonets 8, 483 


1 SEC exhibits 2 and 3. 


Note.—A bove does not reflect reserves, write-downs or trading with respect to securities of Centra) States 
Electric Corp. 
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C. Special situations 

At December 31, 1948, the Debtor had a beneficial interest in 367,350 shares 
of the common stock of North American Company and 153,933 shares of common 
stock of United Light and Railways Company through its direct holdings and its 

roportionate indirect interest in the holdings of American Cities and Blue Ridge 

. Exh. 28). Changes since the end of 1948 have been slight; the Debtor had a 
beneficial interest in 351,388 shares of North American common stock and 165,765 
shares of United Light and Railways common stock as of November 30, 1949. 
These holdings constitute about 35 percent of the total assets of the Debtor. 
The market value of North American common stock was 15% at December 31, 
1948, and 19% at November 30, 1949. The market value of United Light and 
Railways common stock was 22% at December 31, 1948, and 35% at November 
30, 1949. Distributions by these companies of subsidiary company securities 
or rights to buy subsidiary company securities have been made since December 
$1, 1948, which represent a market value to the Debtor (or cash receipts if the 
securities or rights received were sold) of $6.05 per share in the case of North 
American and $4.25 per share in the case of United Light and Railways. 

Both North American Company and United Light and Railways Company are 
public utility ney companies involved in proceedings under the Public Utility 
Holding Company Act of 1935 looking toward their simplification, to be accom- 
plished by the divestment by them of their holdings of underlying companies. 

It was anticipated by the expert witnesses that the stocks of the subsidiaries 
of these holding companies would have a market value upon distribution in 
excess of the then market value of the holding company stocks themselves. 

North American has disposed of its holdings of Kansas Power & Light Company 
and West Kentucky Coal Company through distributions to its own stock- 
holders during the year 1949. Since these distributions, North American Com- 
pany has been limited substantially to Union Electric Company of Missouri in 
the scope of its operations and assets and to miscellaneous minor holdings. 

As to the ultimate elimination of North American Company as a holding com- 
pany by dissolution, by disposition of its holdings of Union Electric Company, 
or otherwise, some doubt was expressed that such elimination would occur very 
soon, 

There is on the other hand, far ter assurance that United Light and Rail- 
ways Company will be elimina as a holding company and the stock of its 
underlying subsidiaries distributed to its stockholders within a short time. Its 
holdings of American Light & Traction Company (now American Natural Gas 
Company) and Madison Gas & Electric Company have already been disposed of. 
On May 31, 1949, United Light and Railways Company filed a plan pursuant to 
Section 11 (e) of the Holding wre aog Act providing for the liquidation and 
dissolution of itself and its subsidiary holding company, Continental Gas and 
Electric Corporation through the distribution of the stock of the four major 
operating utility subsidiaries of the system to stockholders.’* The plan con- 
templates that final distribution of the stock of the subsidiaries will be made by 
June 1950. 

E. Ralph Sterling, on behalf of a 6 percent preferred stockholders’ committee, 
testified at the plan hearings in February 1949 that there was immediately pros- 

ctive appreciation, not dependent upon the general market, in the stock of 

orth American Company and United Light and Railways Company; that the 
market prices of these stocks did not reflect their full value. He gave his opinion 
that the value of the portfolio holdings of North American, if they were imme- 
diately available through the Holding Company Act proceedings, would be 
$24.35 per share unseasoned and $27.65 per share seasoned, and that the pros- 
pective value of United Light and Railways common stock was $26.50 per share 
unseasoned and $28.40 per share seasoned.” These estimated prices may be 
compared with the market price of North American common stock, which was 
19% on November 30, 1949, and of United Light and Railways common stock, 
which was 35% on that date. The November 30, 1949, prices of course do not 
reflect the value of the distributions in 1949 by both companies subsequent to the 
cquaveniininalad> 


‘’ Although we have indicated that we believe that North American cannot be continued merely as a 
holding com over Union Electric (see Holding Company Act Release No. 8687, November 30, 1948), 
counsel for the Trustees pointed out that the Commission would be compelled to institute a new proceed- 
ing under Section 11 (b) & of the Public Utility Holding Company Act to require the dissolution of North 
American and that if North American contested the issue there would be a period of perhaps three years 
or more before it would be possible to effectuate the final elimination of North American as a holding com- 
pany. As counsel has indicated there can be no firm assurance that North American Company will ulti- 
mately be eliminated as a holding company despite our expression as to the necessity for such a result. 

Bs { have been held before the Commission on this plan and the matter is pending. 

At the time Sterling testified, veareees United Light and Railways ay not announced 
its plan to dispose of its underlying su pursuant to Section 11 of the Hol ompany Act. 
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taking af the above testimony which, as noted, amounted to $6.05 as to North 
American and $4.25 as to United Light and Railways. 

Johnson testified on behalf of the Debtor that the “inherit’’ long-term value of 
the Debtor’s assets was $9,685,000 in excess of the market value of such assets 
at the end of 1948. In arriving at this excess valuation of $9,685,000 Johnson 
used market prices as of December 31, 1948, in valuing the portfolios of Central 
States and its subsidiaries except for certain public utility company stocks which 
he designated as “‘special situations” and which he adjusted upward to reflect 
additional “inherent value.” 

With respect to such “special situations,”’ Benjamin Graham, testifying for 
the Trustees, expressed the view that a substantial interest in a security may be 
valued at more than its market price only (1) if it can be p Semitaarve tog that the 
market value of the security does not reflect its true value and (2) if the holding 
cannot be replaced at approximately the market price because the holding is 
very large or the market is very narrow. As to the latter point, it may be noted 
that there is ago in the record to indicate that the holdings of the Central 
States group in North American and United Light and Railways cannot be replaced 
at sewonnetey the market price. There is an active market in both securities 
and the holdings of the Central States system in North American and Uni 
Light and Railways constitute only approximately 5 percent and 7 percent, 
res) ively, of the amounts of such securities outstanding. 

ssentially the contentions of the experts for the 6 percent preferred stock- 
holders and common stockholders were that the then current market prices were 
an undervaluation of the public meng | securities held by the Debtor and its 
subsidiaries; that there were favorable factors in the case of these public utilities 
which were not fully appreciated by the investing public, or if appreciated, were 
accorded to great a discount in relation te the risks involved. hether or not 
these contentions would still be made in the light of substantial advances in the 
market prices of these stocks, and the progress made in the divestment proceed- 
ings, it appears to us that conjecture as to future market prices is not a sound 
basis upon which to measure the rights of creditors and stockholders. Under the 
circumstances, it is difficult to see how the Court can speculate that market prices 
of these securities will rise in the future. 

Johnson also testified that the normal earnings of the Debtor would be $1,- 
991,000 per annum exclusive of capital gains, as compared with 1948 earnings of 
about $1,000,000. In ecm future normal income of Central States at 
$1,991,000, he used predominantly the same dividend income for his estimated 
long-term normal income as was actually received for the year 1948, plus a sub- 
stantial upward adjustment in the per share dividend income from most of the 
utility securities and several of the industrial securities held in the Central States 
system; plus also an estimated 6-percent income on the funds now held in the 
form of cash or government securities on the theory that skilled management 
ought to obtain such income.'* He estimated that the per share dividend income 
from certain of the utility securities would be between 60 percent and 70 percent 
of either their 1948 per share earnings or the estimated future earnings used by 
him as a basis for estimating the inherent values of these securities. 

On the other hand, Graham testified that in 1948 dividend income reflected 
prosperity conditions. Graham indicated also that it was his guess that it is 
improbable that the 1948 level of earnings will continue for the next three years 
and — or probabilities are that there will be some deflation from the present 

rice level. 

. On the basis of the value of the Debtor’s assets at December 31, 1948, taking 
American Cities and Blue Ridge stock, at underlying net asset value, of $27,- 
455,187, Johnson’s estimated normal income of $1,991,000 would represent a 7.3- 
percent return on such assets. On the basis of a net asset value of $34,965,000. 
the percentage would be about 5.7 percent. However, Graham pointed out that 
Blue Ridge and American Cities, the two most important components of the 
Central States system, earned an average of only 4% percent and 3.35 percent, 
respectively, per annum over the twelve-year period from 1937 through 1948 on 
their asset value at the om, ge a and end of the period. These percentages would 
be lower if realized capital gains were excluded. Graham indicated also that the 
ordinary earning power of investment companies generally from dividend and 
interest income has been, on the average over the last five to ten years, somewhere 
around 4 percent of asset value. 

To project earnings at a rate twice as high as those actually received in 1948 
into the indefinite future, as Johnson has done in estimating the Debtor’s normal 


18 The statement was made, in support of this position, that certain closed-end investment companies in 
1948 earned 5.9 percent on their average assets over the year, including cash. 
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income, would give no recognition to past experience and to the hazards @nd un- 
certainties of business changes. In determining reasonably foreseeable earnings, 
consideration must be given to all factors, favorable or unfavorable. Johnson’s 
extremely optimistic estimates of the future divided income of the Debtor, without 
any apparent weight given to previous earnings or unfavorable factors, are not, 
in our view, acceptable. In any event, the rate of capitalization applicable to 
such estimated earnings would necessarily be high and would result in a value 
much lower than current net asset value. 

Under the present circumstances, we believe that the market prices of the North 
American and United Light and Railways common stock, as well as the other 
utility securities held by the Debtor and its subsidiaries, are a more appropriate 
measure of the value of these securities. 

The Debtor also holds 97,523 shares of General Shareholdings Corporation, 
which was merged into Tri-Continental Corporation effective Oetober 1, 1948. 
The Trustees dissented from the merger and requested an appraisal of their 
holdings. On June 15, 1949, the Vice Chancellor of the Court of Chancery of 
the State of Delaware determined that the value of the General Shareholdings 
stock, for the purposes of appraisal, was $4.62 per share. Although the Vice 
Chancellor’s decision has been appealed, it appears appropriate to value this 
stock at $4.62 per share or a total of $450,556. This figure is only slightly higher 
than the value contemplated in the Trustees’ plan based on the market price of 
4% per share on September 30, 1948, or a total of $426,663. The determination of 
this question will probably have been settled before the effective date of a plan 
of reorganization of the Debtor. ; 


D. Method of determining market prices 

The Trustees’ plan proposes to determine the net asset value of the Debtor’s 
securities on the basis of the average of market prices on the 12 Fridays preceding 
the effective date of the plan, rather than on the basis of market prices at the ef- 
fective date. Graham testified that the main reasons for the Trustees’ choice of 
a 12-week average valuation rather than a single day valuation were: (1) to avoid 
accidentally picking either the top or bottom of a fluctuation in the market as the 
time of valuaiion; (2) the considered view of the market over a period of time as 
to what securities are worth has more validity than any one day’s market price; 
and (3) there is involved here a final valuation of the interest and assets of the 
whole class of 7 percent preferred stockholders and too much is at stake to warrant 
using the accidental results of a single day valuation. Graham also pointed out 
that this is the first case in which the participation of a class of security holders 
is t6 be determined by the market prices of securities constituting practically all 
the assets of the debtor company. 

Although we recognize the weight of these arguments, we believe that the use 
of the market value of about the effective date of the plan is more equitable. 
If the 12-week average price is less than the asset value at the effect date of the 
plan, the debenture holders will receive more than their share of the assets of the 
estate at the expense of the preferred stockholders. On the other hand, if the 
average price is higher, deventure holders will receive less than they are entitled 
to, to the benefit of the preferred stockholders. Under the Trustees’ formula 
debenture holders would in effect become common stockholders prior to the effec- 
tive date of the plan and before the satisfaction of their claim. Debenture 
holders are entitled to a creditor position until they are paid in cash or m new 
securities for their claims. It may be observed that a 12-week average will give 
a result no less ‘‘accidental’’ than a valuation made at the effective date of the 
plan. Fluctuations in market prices are to be expected and there can be no 
assurance that a 12-week average of market prices will result in a fairer valuation 
than market prices at about the time the plan is consummated. In our opinion 
the latter is preferable. 


E. Contingent assets 

The most important of the contingent assets of the Debtor is its suit against 
Harrison Williams and others. Neither the Trustees nor any other party pro- 
posing plans of reorganization of the Debtor attempted a vajuation. The suit 
is for a large sum, involves a number of difficult issues and is being vigorously 
contested by the defendants. Under the circumstances, any valuation at this 
time is impracticable. 


F. Valuation of intercorporate set-up 

Sterling testified that the corporate structure involved in the inter-company 
system, with the leverage thereby entailed, is a valuable right which commands 
a marked price, although he furnished no data or opinion as to the value of that 
right. Johnson also claimed that there is inherent value in the system structure 
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without specifying the extent of such value. In other words, as discussed more 
fully under ‘‘Feasibility’’, it is claimed that a high leverage, pyramided system of 
investment companies, which, upon the basis of extensive studies and hearings, 
was found by the Congress in the Investment Company Act to be inimical to the 
public interest and interest of investors, has “‘inherent’’ value in itself. On the 
other hand, Graham testified that there is no investment value and no corporate 
value inherent in a complicated set-up under which one investment company 
controls two others with an intermediate control or ownership between the other 
two. Graham testified that the common stockholders in the pyramided structure 
might have some advantage, at the expense of the investors in the senior securities, 
hut in the aggregate all the investors do not benefit from a pyramided structure. 
In our opinion there is no justification for the imposition of one investment com- 

ny upon another, with attendant needless increase in expenses, duplication of 
facilities and other disadvantages discussed below. Apart from the fact that 
there is no economic basis for a pyramided system, its inherent potentialities for 
abuse, as demonstrated by the history of the Debtor, is another important factor 
which derogates from the imputation of any value to such inter-corporate struc- 
ture. Under the circumstances, it is our opinion that it is inappropriate to ascribe 
any value to the pyramided corporate structure. 


IV. FEASIBILITY 


A. General problems of feasibility 

Before discussing the feasibility of each of the several plans proposed, we shall 
comment briefly upon two major problems which have a bearing upon all of the 
plans before us and which in our view render unsound and unfeasible the pro- 
posed capital structure of the reorganized company emerging under plans advo- 
cated by junior stockholders and the Debtor. 

1. Senior Securities.—Section 1 (b) (7) of the Investment Company Act of 
1940 declares that the national public interest and the interest of investors are 
adversely affected ‘‘when investment companies by excessive borrowing and the 
issuance of excessive amounts of senior securities increase unduly the speculative 
character of their junior securities’’, and it is further declared that it is the policy 
and purpose of the Act to mitigate and, so far as is feasible, to eliminate such con- 
ditions. Section 18 of the Investment Company Act provides that it shall be 
unlawful for any registered closed-end company to issue any class of senior 
security representing an indebtedness unless immediately after such issuance it 
will have an asset coverage '* of at least 300 percent, or to issue any class of 
senior security which is a stock unless immediately after such issuance it, together 
with any debt securities, will have an asset coverage of at least 200 percent. 

We believe that these standards, intended to achieve economically sound 
capitalizations for investment companies, should be considered as minimum 
requirements in a Chapter X proceeding in the light of the Chapter X mandatory 
requirements of feasibility. In determining the feasibility of the capitalization 
of an investment company coming out of reorganization under supervision of the 
Federal Court, the Court should apply at the least the safeguards and standards 
as to capital structure of the Federal regulatory statute. 


'# Section 18 (h) provides that: ‘‘ ‘Asset coverage’ of a class of senior security representing an indebtedness 
of an issuer means the ratio which the value of the total assets of such issuer, less al! liabilites and indebted- 
ness not represented by senior securities, bears to the aggregate amount of senior securities representing 
indebtedness of suchissuer. ‘Asset coverage’ of a class of senior security of an issuer which is a stock means 
the ratio which the value of the total assets of such issuer, less all liabilities and indebtedness not represented 
by senior securities, bears to the aggregate amount of senior securities representing indebtedness of such 
issuer plus the aggregate of the involuntary liquidation preference of such class of senior security which is a 
stock. Theinvoluntary liquidation preference of a class of senior security which is a stock shall be deemed 
to mean the amount to which such class of senior security would be entitled on involuntary liquidation of 
the issuer in preference to a security junior to it.” 

2” The Investment Company Act was the result of and has for its basis an extensive study and investiga - 
tion by this Commission of investment trusts and investment companies, the evils and abuses which existed 
in the field and the causes thereof. The inherent difficulties created by the issuance of large amounts of 
senior securities by investment companies are discussed in detail in the Commission's Report to the Con- 
gress (Part Three, Chapter V). The Report discusses the economic unsoundness of top-heavy capitaliza- 
tions, the conflicts of interest engende: thereby and attendant disadvantages to investors and specific 
inequities and undue speculation found to have resulted from multiple-seeurity capital structures. 
The history of the Debtor itself was cited again and again to illustrate many of the findings of the Report. 

Section 18 of the Investment Company Act provides that the provisions as to asset coverage shall not apply 
under certain circumstances to senior securities issued by a registered closed-end company pursuant to a 
plan of reorganization. 

But this exemption does not modify the findings of the Congress that the interests of investors are ad- 
versely affected by excessive senior securities and clearly does not affect the paramount requirements of 
Chapter X as to feasibility. 

In Bailey v. Proctor, 160 Fed. (2d) 78 (C. C. A. 1, 1947) the court stated: 

“Finally, it was indicated at the argument before us that one of appellants’ primary motives for the con- 
tinuation of Aldred was to preserve its security structure, inasmuch as a similar trust could not now be 
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Apart from the requirements of the statute, sound reason dictates that the 
amount of senior securities issued by an investment company, in the interests of 
all investors in the company, be a small proportion of the total value of its assets. 
The assets of an investment reyes 4 continually fluctuate in value, sometimes 
rapidly and drastically. Under such circumstances, the in of safety or 
cushion of equity above the claim of senior securities must bo suleahentio’ and, in 
our view, the 300 percent and 200 percent standards of the Investment Company 
Act are minimum figures. 

2. Retention of Present Pyramided Structure. —-Retention of the present three- 
tiered structure of the Central States system is in our opinion unsound and un- 
economic and is contrary to Chapter X requirements of feasibility. Moreover, 
pape of the present pyramided system of Central States, American Cities, 
and Blue Ridge would be inconsistent with the fundamental policy of the Invest- 
ment Company Act against pyramiding.*‘ Furthermore, the duplication of 
rte ry 8 and expense in handling three separate portfolios is needless. The 
attendant legal and tax complexities are likewise expensive and unnecessary. 
The preservation of a leve system such as this can only serve the interests 
of those who desire to control large sums with small investment or who wish to 
speculate primarily at the risk of senior security holders. 

It is clearly implicit in the opposition of certain junior stockholder groups to 
the Trustees’ petition to liquidate and dissolve American Cities and in their pro- 
posed plans of reorganization that they expect to recreate leverage in the sub- 
sidiaries through the issuance of senior securities. Even though each company 
in the system were to comply with the requiremens of the Investment Compan 
Act as to asset coverage, it is obvious that the common stock held by the top 
company would be subject to a high degree of risk because of the multiplication of 
leverage. The resulting high leverage intercorporate system would continue the 
inherent potentialities for abuse and conflicting interests found to exist in the 
Debtor’s system by this Commission in the course of its Investment Trust Study 
and discussed in its Report.” 

We concluded in that Report that there was no economic justification for pyra- 
mided structures. We pointed out the duplication of management and operating 
expenses entailed in the superimposition of one investment company upon another 
and the use of pyramided companies by controlling individuals for the purpose of 
obtaining personal profits or advantageous contracts. Our investigation dis- 
closed the inequitable distribution of profits in a pyramided system whereby the 
controlling group may reap tremendous gains with only a small or nominal invest- 
ment while the senior security holders are limited to a fixed return but bear 
almost as much risk as their junior stockholders and the use of a pyramided system 
by the controlling group to engage in intercompany transactions and financing 
schemes for their personal advantage. The Report also discussed the complexities 
in stockholder relationships resulting from pyramided systems of investment 
companies; the lack of a consistent or unified investment policy; the likelihood of 
changes in management and investment policies and the practical impossibility 
for stockholders to ascertain the value of their securities in a pyramided system. 

The resulting enactment into law of a prohibition against ——. is a matter 
which should be given great weight in determining the feasibility of a plan of re- 
organization for the btor.“ Furthermore, simplification of the system is 
practicable and in the best interests of all security holders including the minority 


created under the Investment Company Act. The Act itself does not require the liquidation or reorganiza- 
tion of existing investment companies which do not conform to the new statutory standards, But whena 
court of equity has exercised its jurisdiction to appoint receivers of an investment company pursuant to a 
complaint charging gross abuse of trust on the part of the trustees or officers, we deem it proper for the — 
in determining what would be the appropriate remedy in order to afford complete relief, to take account o’ 
the fact that the capital structure is not in conformity with the standards and safeguards which 

has now written into law. That fact, in conjunction with the other facts in the case, may well render it fair 
and equitable to require the liquidation of the company in the absence of an acceptable plan of reorganiza- 


tion. 

21 Section 1 (b) (4) of the Act declares that the national public interest and the interest of investors are. 
adversely affected ‘‘when the control of investment companies is unduly concentrated through pyramiding.”” 
Retention of the present pyramided system would also involve violations of provisions of the Investment 
Company Act which prohibit cross-ownership and circular ownership and which require the elimination of 
existing cross ownership or circularownership. Section 20 (c) defines these terms, respectively, as the owner- 
ship by two companies of more than 3 percent of the voting securities of each other, and as the ownership by 
a@ company of more than 3 percent of the voting securities of one or more companies of 8 group of three or 
more companies, one or more of which latter companies own more than 3 percent of the voting securities of 
the first mentioned company. American Cities and Blue Ridge own approximately 1,140,000 shares of the 
Debtor's common stock, over 10 percent of the amount outstanding. 


Three, Sn go VII, Section V. 
%3 Section 12 (d) of the Investment Company Act prohibits an investment company from purchasing 
more than 8 1 percentage of the stock of another investment company. 
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stockholders of Blue Ridge and American Cities. A plan of reorganization which 
seeks to retain the present complex set-up is therefore in our opinion not feasible. 


B. Feasibility of proposed plans 

1. Trustees’ Plan.—Since the Trustees’ Plan involves the issuance of no senior 
securities and only one class of stock of an open-end company and since it con- 
templates the dissolution of American Cities and the merger of Blue Ridge, it 
clearly meets the standards of feasibility pertinent in this case. The proposed 

rogram of simplification will eliminate the present unsound and uneconomic 
intercompany structure and the complex capitalization of the Debtor. 

While the redemption feature of the proposed new stock may result in sub- 
stantial initial withdrawals necessitating a large cash position on the part of the 
new reorganized company, the sixty-day waiting period before stock presented 
for redemption is redeemable appears to us to be adequate to enable the reorgan- 
ized company to raise cash by an orderly liquidation of assets. It may also be 
noted that redemption may be effectuated through use of portfolio securities 
instead of cash, wholly or partially. 

The amendment to the Trustees’ plan proposed by the Reeve Debenture- 
holders’ Committee which would reduce the sixty-day period to forty days 
might adversely affect the feasibility of the plan. rge-scale liquidation caused 
by heavy redemption will doubtless give rise to difficult managerial problems in 
the light of market conditions as well as tax considerations. We believe the 
management of the new St paneer company might well need as much as sixty 
days to cope with these possible problems. If large withdrawals do not materialize 
eo arma of the new company in their discretion may reduce the sixty-day 

riod. 

Pee. Proposed Plans of Junior Stockholders and Debtor—The plans proposed by 
the Kelly Committee for 6% Preferred Stockholders, the 6% Preferred Stock- 
holders’ Committee, the Doyle Committee for Common Stockholders and the 
Debtor all involve retention of the three-tiered system of investment companies. 
For the reasons previously stated, we believe this renders each of these plans 
unfeasible. 

The eye proposed by these junior stockholder committees and the Debtor also 
entail the issuance of senior securities as follows: 





Asset cover- 
age based on 
Nov. 30, 1949 | Annual in- 
values 'ifall| terest and 
short-term | dividend re- 
quirements 





Kelly committee plan: 

3-percent serial debentures t #27, 555 
, , None 
5-percent income bonds é , 354, 417, 707 
5-percent preferred stock, $100 par. ’ 344, 000 


1, 032, 262 





6-percent preferred stockholders’ committee plan: 3-percent 
SER ETE eT eet tidodad 242 306, 480 
Debtor’s plan: 
15-year 3}4-percent debentures , 018, = 315, 648 


7 aa preferred stock, $100 par 
Co A common (80-cent cumulative)? (liquidating 
preference equal to 6 shares common) 


on-interest bearing notes 
5-pereent convertible cumulative income bonds 
6-percent preferred stock, $100 par. 











412, 800 
447, 062 


1, 175, 510 


315, 648 
None 
417, 707 
71, 500 


1, 604, 855 





1 The net asset value of the debtor as of Nov. 30, 1949, was $34,965,000. For the purpose of calculating 


asset coverage, we have made no deduction for zation fees 
3 The Class “A” common stock proposed in the debtor’s plan has 
must be considered a senior security. 


d 
pualsuntlal features and, in our opinion, 
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None of the proposals set forth in the table above provides a capital structure 
which we consider as sound. In all cases, except the Debtor’s plan, the asset 
coverage for debt securities is less than the statutory 300 percent which we con- 
sider @ minimum. In all cases the asset coverage for senior equity securities is 
substantially below the statutory 200 percent standard which we also believe a 
minimum requirement. The possibility that market appreciation of the Debtor’s 
assets might create sufficient asset coverage to meet these requirements cannot 
be relied upon. 

Under the Kelly Committee plan, the Debtor’s plan and the Doyle Committee 
plan, the senior security charges range from $1,032,000 to $1,604,855. As we 
have mentioned under “Valuation,” the Debtor’s indicated operating income in 
1948, a year reflecting prosperous conditions, was $1,047,147. In the last ten 
years, actual earnings of the Debtor have ranged from $54,000 to $1,255,000, the 
latter being in 1946 and including capital gains dividends. Even if we assume 
somewhat greater earnings in the future, the annual interest and preferred divi- 
dend requirements under these three plans are of such a magnitude as to leave 
little or no margin of safety, making the abe eon unfeasible. 

We consider the 6-percent Preferred Stockholders’ Committee Plan unfeasible 
insofar as it involves the issuance of long-term warrants. Long-term warrants 
are contrary to the policy of the Investment Company Act and prohibited by 
Section 18 (d). Such warrants would be extremely speculative in character, 
would have wide fluctuations in value, would have a detrimental effect on the 
new company’s stock and would be extremely difficult to evaluate by investors. 


Vv. FAIRNESS 


As we have indicated, full compensatory treatment must be accorded to prior 
claimants before a junior class may participate and this rule 1s ———— toa 
solvent as well as an insolvent debtor. The absolute priormty rule, however, does 


not require that a debtor’s creditors be paid in cash or with new debt obligations 
of the reorganized company. The rule is satisfied so long as a plan of reorgani- 
zation gives each class of security holders the equitable equivalent of its rights 
before the next subordinate class receives anything. Compensatory treatment 
may take the form of payment in cash, the issuance of new securities, or both. 


In the event that new securities are issued, the relative priorities which existed 
in the old capital structure need not be maintained, since the requirements of 
feasibility, as demonstrated by the instant case, frequently demand a different 
and more simplified structure. However, in such case, in providing for a senior 
class of securities, the giving up of a right of priorify must be recognized by the 
plan and given compensatory treatment.” 


A. Trustees’ amended plan 

1. Disposition of American Cities—We have referred to the fact that the 
Trustees, in their amended plan, have assumed the elimination of American Cities 
in the manner recommended by them in their petition to the court, that is, a 
tender offer by American Cities to its minority stockholders of one-quarter share 
of North American common at market value plus cash for each share of American 
Cities, following which American Cities would be liquidated and dissolved, At 
the hearing on this petition, the Commission indicated its opinion that such a 
tender offer followed by the liquidation and dissolution of American Cities would 
be fair and equitable. At the same time we urged that whether or not the tender 
offer was authorized, the liquidation and dissolution of American Cities was 
desirable and should be accomplished as appropriate in the administration of the 
estate in order to eliminate an unnecessary, undesirable and costly complexity 
in the Central States system. Since the matter of whether and how American 
Cities should be eliminated has not yet been determined by the Court, we again 
urge that American Cities be promptly liquidated and dissolved. 

2. Treatment of Debenture Holders —Under the . the debenture holders 
will receive in payment of their claim, redeemable shares of the new reorganized 
company having an underlying asset value (based upon a 12-week average) 
equivalent to the principal amount of the debentures plus accrued and unpaid 
interest. We have already commented upon the use of a 12-week average to 
determine asset value for purposes of distribution under the plan and expressed 
the view that market prices at about the effective date of the plan would be more 
equitable. As we have indicated, the fact that the debenture holders do not receive 
cash does not render the plan unfair. Nor is the plan made unfair because the 


% Case Vv. Los Angeles Lumber Products Co., 308 U. 8. 106 (1939); Consolidated Rock Products Co. v. Du Bois 
312 U. 8S. 510. (1940). 
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position of the debenture holder is changed from that of creditor to that of common 
stockholder. The kind and amount of common stock allocated to the debentures 
_—_ be considered to determine whether full compensatory treatment is accorded 
to them. 

As has been explained above, the purpose of the open-end feature of the plan is 
to afford security holders the opportunity to realize the approximate value of 
their claims in cash if they wish to do so. It is not in the interest of the estate, 
however, or fair to the preferred stockholders to permit a possible large initial 
demand for redemptions to force a precipitate liquidation of portfolio securities 
with the probability of undue sacrifice of values. Accordingly, although the 
debenture holder receives shares of common stock of an open-end investment 
company which can be redeemed at net asset value, this right of redemption is 
limited for a short period after the effective date of the plan. Following this 
period, the shares become redeemable upon presentation. 

The debenture holder, therefore, loses a position of priority with respect to the 
assets and earnings * of the estate and bears the risk of a market decline during a 
60-day waiting period. On the other hand, the debenture holder will get the 
advantage of any rise in the asset value of the stock. On the effective date of 
the plan, the debenture holder is not assured of receiving the precise equivalent 
of his claim in cash before junior security holders receive anything. The plan 
provides for compensation in these respects by allocating to debenture holders 
the lesser of 5 percent of the value of their claims or 10 percent of the remaining 
assets after deducting the amount of such claims.%* Considering the advantages 
as well as the disadvantages of the debenture holders’ change of position, the 
provision for maximum additional compensation of 5 percent appears to be reason- 
able. The accompanying 10-percent provision which serves to reduce the addi- 
tional compensation as the remaining equity for preferred stockholders is reduced 
likewise appears reasonable. The smaller the remaining equity, the smaller the 
equity cushion serving as a protection for debenture holders and the less they give 
up when they lose a priority status. It appears equitable therefore to provide for 
a reduction in additional compensation as the assets remaining after payment of 
debenture claims decrease. 

3. Treatment of Stockholders.—The 7 percent preferred stock holders, in exchange 
for their preferred stock interests computed at the liquidating value of $100 per 
share plus accrued and unpaid dividends, will receive the remaining common stock 
of the new reorganized company. They will also have a deficiency claim against 
contingent assets for any difference between their interests in the Debtor and the 
value of the new common stock received under the plan. Since they receive the 
remaining equity in the estate after equitable provision for debenture holders, they 
will receive fair treatment under the plan. 

The estate has sufficient assets with which to pay the debenture holders in full 
in cash. However, the Trustees point out that, in order to raise the required 
cash, substantial sales of portfolio securities would have to be made involving 
large capital gains taxes payable by the estate as well as expenses of liquidation. 
Capital gains taxes, it was estimated, would be about $1,500,000 to $2,000,000. 
Such taxes and expenses would of course reduce the equity of the 7 percent pre- 
ferred stock holders. Although the 7 percent preferred stock holders sustain a 
loss through the provision for additional compensation to debenture holders, such 
is less than the estimated cost to them of liquidating the estate to pay the deben- 
tures in cash.?? 

Since the value of the estate is not sufficient to provide full payment for the 
interests of the 7 percent preferred stock holders, the plan is fair in according no 
participation to the junior stockholders who own the three series of 6 percent pre- 
ferred stock and the common stock of the Debtor. This is simply the application 
of the rule of absolute priorities. The 7 percent preferred stock holders are en- 
titled to receive the full equitable equivalent of their stock interest, measured by 
their rights as in liquidation which includes par and accrued dividends to the date 
of payment, before junior stockholders may receive anything. The absolute 
priority doctrine applies as between classes of stockholders, and the prior class of 
stockholders is entitled to its liquidation preference and the full amount of its 
accrued dividends before a junior class may participate. Otis & Co. v. Securities 
& Exchange Commission, 323 U.S. 624, 634 (1945); Jn re Portland Electric Power 
Co., 162 F. (2d) 618 (C. A. 9, 1947), and cases cited therein. 


% Ordinary income of the Debtor as a percentage of asset value has been less than the 5-percent or 5}4-per- 
cent fixed interest due on the present debentures. : 

% As of November 30, 1949, the maximum sum of about $1,020,000 would be allocable under this formula. 

2” Asindicated previously, partial cash distributions equal to 30 percent of the debenture holders’ potncipal 
have been made. Any additional distributions will reduce the debenture holders’ claim, thereby mini- 
mizing the additional compensation feature of the Trustees’ plan in its effect on preferred stock holders. 





304 - STUDY OF SECURITIES AND EXCHANGE COMMISSION 


Provision is made that in the event the 7 percent preferred stock holders receive 
the full value of their interests from the contingent assets, the remainder, if any, 
will be distributed to the junior stockholders in the order of their priority. This 
provision is likewise fair; it would be inequitable to permit junior stockholders to 

rticipate in any recovery in the lawsuits unless senior security holders have 

en made whole. 

Since it is possible, on the other hand, that at the effective date of the plan the 
ei kang assets of the estate may provide an equity for the junior preferred stock- 

olders, appropriate provision should be made in the plan for the allotment of new 
common stock to them in the event of such contingency and provision for addi- 
tional compensation to the 7 percent preferred stock holders for loss of position.** 

It has been contended by representatives of junior stockholders that it is in- 
appropriate and unfair to formulate a plan of reorganization in advance of the 
final disposition of the lawsuit against Harrison Williams and the other defendants. 
They claim that it is improper to segregate such contingent assets and distribute 
new securities upon the basis solely of the value of portfolio assets. It is argued 
that junior stockholders have a right to participate ip all the assets of the estate: 
that if there is ultimately a recovery in the lawsuit sufficient in amount to provide 
something for junior interests, payment in cash at that time will not be adequate 
treatment because they will have in the meantime lost the benefit of the capital 
appreciation, if any, of the portfolio assets in which they would have had an inter- 
est had consummation of a plan been delayed until the recovery was had. 

This argument ignores a basic purpose of Chapter X to achieve the expeditious 
and efficient reorganization of corporations in need of relief under the statute. 
To request delay when immediate reorganization is practicable is to disregard the 
rights of creditors, as well as senior stockholders, to reasonably prompt disposi- 
tion of their claims and to continue to subject them to the risk of loss. The for- 
tuitous circumstance that the estate is pressing a lawsuit against Harrison Williams 
and hence may receive additional funds in the future, ence no obstacle to re- 
Me Sarr ye of the Debtor now. Section 216 (13) of Chapter X refers to claims 
belonging to the debtor or to the estate and specifically requires that the plan of 
reorganization ‘‘shall provide, as to such claims not settled or adjusted in the 

lan, for their retention and enforcement by the trustee.”” The suit against Wil- 
iams is still in the pre-trial stage after four years of vigorously contested litigation 
in the district and appellate courts. It may be many more years before the suit 
is terminated. In view of the impracticability of placing a valuation upon the 
lawsuit, its segregation and retention by the Trustees for prosecution and the 
a for disposition of the proceeds of any recovery appear to us fair and 

uitables 

bs It is true that junior stockholders who do not participate in the Debtor’s estate 
at this time, will receive no advantage from any capital appreciation in the assets 
transferred to the reorganized company even through they may ultimately receive 
a share in a recovery in the lawsuit. The argument for delay until the lawsuit 
is finally determined essentially involves the same contention that the assets of 
the estate are worth more than present market value because of “inherent values.” 
The short answer is that the market may go down as well as up; that delay in 
reorganizing this Debtor permits junior stockholders without present interest in 
the portfolio assets to speculate at the risk of senior security holders. It would 
be inequitable to permit this case, which has already been pending for almost 
eight years, to be delayed any further for that reason. 

Similar arguments were raised in the case of Jn re Universal Lubricating Systems, 
Inc.® where the plan of reorganization excluded a lawsuit from the valuation of 
the property dealt with under the plan but made provision for the disposition of 
any proceeds of the suit not unlike the provision here. With respect to the 
argument that the lawsuit should have been considered as part of the estate, the 
Court of Appeals for the Third Circuit stated: 

‘“‘We fear that the stockholders’ committee has allowed itself to become over- 
optimistic in this argument. We have not, of course, the faintest notion of the 
strength of the debtor’s case nor the defendant’s defense in the forthcoming liti- 


28 At November 30, 1949, the underlying net asset value of the Debtor amounted to approximately $35, 
000,000. The claims of debenture holders and 7 percent preferred stock holders were about $36,100,000 at 
that date resulting in a deficiency of $1,100,000 for the 6 percent preferred stock. This deficiency will be 

by the amount of reorganization fees and e to be paid by the estate. The Trustees’ plan 
contemplates that an estimated aggregate amount of $1,000,000 will be required to be set aside for fees and 
expenses of reorganization and contingent liabilities of the Debtor and for enforcement and collection of the 
contingent assets of the Debtor. In addition, the deficiency will be increased by any taxes payable as a 
result of the liquidation of portfolio securities if cash is ra: to pay debentures or by the payment of any 
additional compensation such as the 5 percent-10 percent provision in the Trustees’ plan. 

29 150 F. (2d) 832 (1945), certiorari denied 326 U. S. 744 (1945). 
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tion. The suit has not yet been tried and is still in the preliminary stage. 

wsuits, even those in which a plaintiff endeavors to prove fiability up to the 
hilt, are uncertain things both as to the time which they take and what the end 
product to the litigant will be. We think there was no error in not including this 
claim in the evaluation of the debtor’s property and that the provision made for 
the distribution of eventual net proceeds is both fair and feasible. We have 
examined the decisions cited to us. The Committee for Holders, etc. v. Kent, 
143 F. (2d) 684 (C. C. A. 4, 1944). We do not find that the facts of that case 
give us any help in this one.” 

With respect to the contention that the reorganization should be delayed until 
termination of the lawsuit in the light of favorable prospects for the business, the 
Court stated: 

. “These same arguments [as to favorable prospects for the business of the 
debtor], somewhat differently applied, are also used as a basis for urging the post- 
ponement of reorganization. We think the contention that it should be put off 
until the unfair competition litigation works its way through the courts has already 
been disposed of by what we have said on the subject above. The stockholders 
argue, however, that on the basis of the continuance of present satisfactory earnings 
the company can get itself out of debt and preserve the enterprise for them. 
This point was considered thoroughly by the special master who pointed out that 
the favorable situation as to taxes through a back log of losses is over and that 
‘Only to the extent that the profits after taxes exceed the interest will the condi- 
tion of the debtor be improved by delay.’ He finds that the prospect of successful 
operation of the business would be adversely affected by prolongation of the 
trusteeship, and that the possible benefit to shareholders by delay does not justify 
the aig and increased risk to creditors. We think the master’s conclusion 
is sound,’ 

4. Merger of Blue Ridge with the Reorganized Company.—The merger of Blue 
Ridge with the reorganized company is to be effectuated upon the basis of under- 
lying net asset values as of the effective date of the merger. The stockholders 
of Blue Ridge will, therefore, receive their proportionate interest in the assets of 
their company upon an equitable basis. The nature of their investment will be 
little changed—primarily an increased interest in North American stock. 
However, the position of the stockholder will of course change from that of holder 
of stock of a closed-end company to that of an open-end company. Without 
indicating that we believe either type of company to be more advantageous than 
the other, we cannot say that the change is inequitable or unfair to the Blue Ridge 
minority stockholders. 

The stockholders will receive a stock redeemable at its net asset value; for the 
past three years the stock of Blue Ridge has sold in the market at a discount from 
net asset value, varying from about 15 percent to 20 percent. In this respect, 
the position of the stockholder will be improved. On the other hand, if immediate 
large-scale liquidation of portfolio securities is necessitated because of the open- 
ending of the company, it is sible that additional expenses may be incurred or 
losses sustained which would adversely affect the value of his stock. However, 
we believe the 60-day waiting period minimizes this possibility and that the 
improved ‘market position of the stockholder outweighs these possible 
disadvantages. 

The provision for segregation of the contingent assets of Blue Ridge, consisting 
of two lawsuits against Harrison Williams, and distribution of certificates of inter- 
est therein to all stockholders, including the Debtor, is fair and equitable. 

However, although the minority stockholders of Blue Ridge will contribute 
about one-fifth of the assets of the reorganized company after merger, the plan 
gives them no right to nominate directors to be appointed by the Court to act 
until the first annual meeting. Of the board of seven members, five are to be 
nominated by debenture holders and two by 7 percent preferred stockholders. 
We believe appropriate recognition should be given to the contribution of the 
Blue Ridge minority stockholders to the portfolio of the reorganized company. 
It is suggested that the number of members of the board be increased to nine and 
the Blue Ridge minority stockholders be given an opportunity to nominate two 
members of the board. 

5. Proposed Amendments of Trustees’ Plan—The amendments proposed by the 
Reeve Debentureholders’ Committee are designed (1) to give debenture holders 
the right to redeem their new common stock upon 40 days’ notice rather than 
60 days’ and to withhold the right of redemption from preferred stockholders for 


It is contemplated that the merger will take place immediately following the transfer of assets from 
the Debtor to the new reorganized company. 
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a period of six months, (2) to eliminate the 12-week average method of valuing 
the portfolio at the effeetive date of the plan and substitute market prices at such 
date, and (3) to fix the additional compensation to debenture holders at an abso- 
lute 5 percent of their claim. We have indicated above our view that the 
Trustees’ formula providing additional compensation for the debenture holders js 
fair and equitable. We believe the 5 percent figure for additional compensation 
to be about a maximum and that the 10 percent figure, which reduces the addi- 
tional compensation if the equity for the 7 percent preferred stock is reduced, to 
be a necessary element of the provision for additional compensation in fairness 
to the preferred stockholders. The proposed amendments, which would increase 
the additional compensation to debenture holders and give them substantial addi- 
tional rights at the expense of the preferred stock, we consider to be unfair to 
preferred stockholders. 

While it would be desirable in the interest of all security holders to shorten the 
60-day period required to elapse before stock presented for redemption becomes 
redeemable during the first six months after the effective date, the Trustees’ 
position is that the 60-day period is necessary to enable the new company to 
meet the situation if the number of requests for redemption is large and to protect 
the company against undue sacrifice in the sale of securities. In view of the 
possibility of withdrawals on a relatively large scale, we cannot say that the 
60-day period adopted by the Trustee is unreasonably long. 

The provision which would give debenture holders a six-month opportunity to 
redeem before preferred stockholders could do so, would not, of course, accord to 
debenture holders a right of priority in the assets such as they now have or remove 
the risk of gain or loss from the common stock they receive. It wiil, however, in 
the event of large withdrawals, shift the burden of any expenses of liquidation to 
the preferred stockholders and any remaining debenture holders. This provision 
in itself is not unfair and more nearly approximates the present rights of debenture 
holders, but its adoption would require, in our opinion, a reduction in the addi- 
tional compensation percentages presently part of the Trustees’ plan. We express 
no opinion as to the tax consequences of such a provision. 

With respect to the elimination of the 12-week average, we have previously 
indicated our opinion that the assets of the Debtor should be valued upon the 
basis of market prices at about the time when the plan becomes effective. 

The amendments suggested by the Chase National Bank as indenture trustee 
for the 5% percent debentures would give debenture holders a time priority in 
which to redeem their new stock and would give them net asset value but the 
full amount of their claim. Ovbiously this provision is tantamount to paying off 
debenture holders in cash and would be fair if there were no additional compensa- 
tion feature. We express no opinion as to the tax consequences of this amendment. 

The amendment suggested by the Central Hanover Bank and Trust Company 
as indenture trustee for the 5-percent debentures would increase the amount of 
additional compensation to debenture holders. As we have indicated with respect 
to the Reeve Committee proposals, we believe that a substantial increase in addi- 
tional compensation for debenture holders would be unfair to preferred stock- 
holders. 


B. Plan proposed by Kelly Committee for 6 percent preferred stockholders 


This plan proposes to give to debenture holders for each $1,000 principal 
amount of debentures, $500 in cash and $500 in principal amount of new 3 percent 
debentures maturing serially from December 1953 to December 1962. It is 
proposed to give debenture holders for their accrued interest the equivalent face 
amount of non-interest-bearing notes maturing in annual installments up to 
December 1952. It is contemplated that the approximately $9,000,000 needed 
for the cash payment will be obtained from the sale of $8,354,136 of new income 
bonds and $1,138,848 par value of new common stock. 

In our opinion, the treatment of debenture holders under this plan is unfair. 
The debenture: holders are being easked to extend half their principal claim for a 
period of as much as 13 vears at a substantially reduced rate of interest and, in 
effect, to extend the time of payment of their present claim for unpaid interest for 
a period up to 3 years. The debenture holders are not adequately compensated 
for these sacrifices. ‘The increase in asset coverage for the new debentures re- 
sulting from the use of new funds to pay half the present debenture claim, assuming 
the successful sale of the proposed new securities, does not in itself afford sufficient 
compensation.*! Furthermore, it is highly questionable whether such additional! 

41 In this case as in the case of the Doyle Committee plan and the Debtor's plan, the proposal for an under- 


writing of the sale of new securities are genera! outlines rather than definitive undertakings and we are there- 
fore not in a position to appraise their effect upon the fairness of the proposed plans. 
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asset coverage will afford any real protection for debenture holders in the light of 
the retention of the existing pyramided structure and the expectation that leverage 
will be replaced in the companies in the system. Asset coverage in a pyramided, 
leverage system affords scant protection to the senior securities of the top com- 
pany in a period of falling market prices, as the history of this company well 
demonstrate. 

The 7 percent preferred stocholders are asked to accept greater sacrifices. 
Under the proposed plan they will receive new 5 percent cumulative preferred 
stock equal in par value to the par value of the present 7 percent preferred stock 
and for each share of 7 percent preferred stock, a holder is entitled to purchase 16 
shares of new common stock of the Debtor and $12 principal amount of new 
income bonds to be issued by the Debtor for a combined price of $13.60. It 
is not clear whether the rights to purchase the new income bonds and new common 
stock are intended to compensate the 7 percent preferred stockholders for the 
reduced rate of return, for the relinquishment of their right to accrued dividends 
or as an inducement to permit junior stockholders to participate in the portfolio 
assets of the estate. As of November 30, 1949 accumulated unpaid dividends 
on the $6,880,000 of 7 percent preferred stock amounted in the aggregate to 
$8,749,067 or about $127 per share. This aggregate claim of $15,629,067, at 
November 30, 1949, was covered by about $14,525,000 of assets, after deducting 
creditor claims but before expenses. For this claim,the 7 percent preferred stock 
is being asked to accept $6,880,000 par value of preferred stock at a lower dividend 
rate and an option to purchase for cash $825,600 of new income bonds, and 
$110,080 par value of common stock. This common stock will have an equity of 
about $770,000, assuming all rights to purchase new common stock are exercised. 
This proposed treatment fails to recognize that the preferred stockholders are 
entitled to receive the full equivalent of their interest to the extent that the assets 
of the estate are available and is grossly unfair. 

As we have shown 1n our discussion of the value of the estate, the junior pre- 
ferred and common stockholders of the Debtor have no equity in the portfoli0 as- 
sets of the estate. Nevertheless under proposed plan the junior interests are 
given rights to purchase new income bonds and new common stock. They will 
be permitted to purchase for $1,003,800 shares of new common stock which, 
based upon November 30, 1949, figures, will have an asset value of about $7,000,000. 
This increase in value over the cost of the stock would be at the expense and to 
the detriment of the 7 percent preferred stock and unfair to that class. 


C. Plan proposed by 6 percent preferred stockholders committee 


Under this plan, debenture holders would receive half of their claim in cash and 
half in new 3 percent debentures, maturing in ten years. The cash for this 
purpose would be derived by liquidating assets of the estate. The pyramided 
system would be retained. Under this plan, the asset coverage for the new 
debentures would also be increased but, as in the previous situation, we do not 
believe this factor is sufficiently advantageous to render the exchange of new 
securities fair. It is our opinion that debenture holders will not be adequately 
compensated by the ten-year, 3 percent debentures proposed under this plan. 

The 7 percent preferred stockholders are to be given all the new common stock 
of the reorganized company presently to be issued, 1,500,000 shares with a par 
value of $10 each. However, warrants are to be issued to the 6 percent pre- 
ferred stockholders and common stockholders for the purchase of common stock 
at $10 a share and $15 a share, exercisable within 120 days after final determina- 
tion of the lawsuit against Harrison Williams, any proceeds of which are to be 
retained by the company. Thus if the value of the equity exceeds $15,000,000 
(the approximate claim of the 7 percent preferred stock), the 6 percent preferred 
stockholders would be able to exercise their warrants and participate in any 
increment above $15,000,000. Similarly if the equity exceeds $45,000,000, 
common-stock holders would be enabled to participate in any increment. 

In effect the proponents of this plan would turn over any proceeds from the 
lawsuit against Harrison Williams to the reorganized company and take the risk 
of losing them if the value of the portfolio securities declines and would retain a 
modified junior status and share in the estate’s assets in the event of an increase. 
Thus, in different form, this plan attempts to retain for the junior stockholders 
a speculative position with respect to the portfolio assets of the Debtor until the 


2 Under the proposed capital structure, interest charges prior to the new preferred dividend requirement 
are approximately $250,000 less than present interest charges. It is doubtful whether this improvement 
warrants the reduction in dividend rate from 7 percent to 5 percent, particularly in view of the continued 
— ens of prior charges, $700,000, and the retention of the pyramided system with its adverse po- 

entialities. 
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lawsuit against Harrison Williams is terminated. We have previously discussed 
the necessity for a present reorganization of the Debtor, the fairness of segregating 
the lawsuits and the fairness of cutting off rights with respect to the portfolio 
assets. Wedo not believe it is fair to give the 7 percent preferred stock-holders the 
equivalent of their present equity in the estate in the form of common stock but 
subject to substantial dilution if there is an increase in the value of their stock. 
They sustain all the loss if assets decline in value but get a fraction of any profit 
from an increase in value. The transfer of the contingent assets to the reorganized 
company does not change the situation substantially since no value can be as- 
scribed to them; they may be worth nothing. 

In effect, the junior stockholders will receive under this plan a long-term warrant 
and a continuing interest in the portfolio assets of the estate despite their lack 
of an equity. We have previously referred to the unsoundness of long-term 
warrants and to the fact that they have been prohibited under the Investment 
Company Act. To the extent that these warrants have a value, it is a value 
carved out of the securities given to the 7 percent preferred stockholders and 
unfairly withheld from them since at this time they are entitled to the remaining 
portfolio assets of the estate after payment of creditors.¥ 


D. Plan proposed by the Debtor 

This plan proposes to give debenture holders cash for their accrued interest 
and for each $1,000 debenture, $500 in a new 3% percent debenture, due in 15 
years and $500 in cash if the proposed sale of new common stock is consummated. 
If the common stock is not sold it will be allocated to debenture holders in lieu 
of cash at $1 per share. In so far as the debenture holders are required to extend 
half their principal claim for 15 years at a reduced rate of interest, we believe they 
will not receive adequate compensation for their claim for the same reasons dis- 
cussed in connection with the Kelly Committee plan. Although the asset coverage 
for the debentures will be substantial (assuming the sale of the new common 
stock) the three-company system with its potential leverage is to be retained, and 
it therefore will not have a real margin of safety and protection necessary to 
make this a sound security. To the extent that debenture holders may receive 
common stock in lieu of cash they will receive, on the basis of present values, 
stock having substantially greater asset value than their claim. Hence, depend- 
ing upon the amount of stock received, they may be overly compensated at the 
expense of the 7 percent preferred stockholders. The very indefiniteness of this 
part of the proposal is unfair to the security holders of the Debtor; certainly they 
will have no basis upon which to decide whether to vote for or against such a plan. 

The 7 percent preferred stockholders are to receive 6 percent preferred stock 
on a par for par basis and 4 shares of Class A common stock. The Class A com- 
mon stock, which is to have a par value of $1 per share, will have the right to 
receive annual dividends of 80¢ per share to the extent earned before any dividends 
are paid on the common stock. The Class A stock will be convertible into 6 
shares of common stock and will have pro rata rights in liquidation with the 
common stock based upon the conversion privilege. It will be callable at $15 
per share plus any accrued dividends. Despite the high preferential dividend, the 
Class A stock, on the basis of asset values as of November 30, 1949, and on the 
assumption that all new common stock offered for sale will be purchased, will have 
a net asset value of about $8.34 per share. Hence, for their aggregate claim of 
$15,629,067, with an asset coverage as at November 30, 1949, of $14,525,000 the 
7 percent preferred stockholders are being asked to take stock with an aggregate 
asset value of about $9,200,000 ($6,880,000 of 6 percent preferred stock and 
$2,300,000 of Class A common stock). Asin the case of the Kelly Committee plan 
this treatment fails to recognize that the 7 percent preferred stockholders are 
entitled to full compensatory treatment for the full amount of their stock interests 
including accrued dividends. In our opinion the treatment proposed for the 7 
percent preferred stockholders is grossly unfair. 

The 6 percent preferred stockholders will be given 2 shares of Class A common 
stock as a bonus if they exercise warrants to purchase at $1 per share the new 
common stock which will have an asset value of $1.39 per share. In other words, 
for each share of 6-percent preferred stock, the holder can for $20 obtain Class A 
common stock and common stock having an asset value of $44.48. This treat- 
ment is at the expense and to the detriment of the 7 percent preferred stockholders 
and obviously inequitable. 

3% In the case of In re New York, New Haven and Hartford R. Co., 147 F. (2d) 40 (C. A. 2, 1945), the court 


found it inavpropriate ‘‘to issue stock warrants to represent an equity which may develop in the future but 
does not presently exist.” 
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Common stockholders will receive a warrant to purchase % share of common 
stock at $1.50 per share immediately after the effective date of the plan and % share 
of common stock at $1 per share exercisable within 120 days. ot only will this 
give common stockholders the right to buy stock with an asset value in excess of 
the hase price but will also enable common stockholders to assume control 
of the Central States system with a relatively small investment and with the 

ntialities for speculation at the risk of senior security holders of the system. 
is result is unfair in our opinion. 


E. Plan proposed by Doyle Committee for common stockholders 


The treatment of debenture holders under this plan is substantially similar to 
that proposed under the plan of the Kelly Committee for 6 percent Preferred 
Stockholders, except that the new debentures would bear interest at the rate of 
3% percent instead of 3 percent and the non-interest-bearing notes to be given 
to debenture holders for their accrued interest would be payable out of earnings, 
or in any event in 1969, instead of being payable in five equal installments. It is 
our opinion that the treatment of debenture holders under this plan is unfair for 
the same reasons as those which we have stated above in discussing the fairness 
to debenture holders of the plan proposed by the Kelly Committee for 6 percent 
Preferred Stockholders. 

Under this plan, the 7 percent stockholders would be given new 6 percent pre- 
ferredstock equivalent to the net asset value of the 7 percent preferred stock as of the 
effective date of the plan plus, for each old share, the right to buy .8 share of new 
common stock and $12.00 principal amount of new convertible income bonds for a 
combined price of $13.60. The aggregate claims of the 7 percent preferred stock 
as of November 30, 1949, including accumulated unpaid dividends of $8,749,067 
amounted to $15,629,067. This claim was covered by about $14,525,000 of 
assets as of November 30, 1949. For this claim, the 7 percent preferred stock 
would receive $14,525,000 par value of 6 percent nafeied stnah and the right to 
buy for cash $825,600 of new convertible income bonds and 55,040 shares of new 
common stock. This common stock would have an equity of about $110,000, 
or $2.00 a share, approximating the purchase price to be paid for it by the 7 percent 
preferred presets To 7 dm 

The common stock equity which is to serve as a cushion for the new preferred 
stock, part of which is to be supplied by the 7 percent preferred stockholders 
themselves, will amount to only about $1,100,000 or approximately 3 percent of 
the assets of the new company, assuming all rights to subscribe to the new income 
bonds and common stock are exercised. This cushion is clearly inadequate to 
protect the new preferred stock. Moreover, the dividend requirements on the 
new preferred stock together with prior interest requirements are so great that 
there is no assurance that they can even be currently met. These defic-encies are 
magnified by the contemplated retention of the pyramided intercorporate struc- 
ture. Under the circumstances the new preferred stock must be considered an 
unsound security, not worth its par value. In our opinion, therefore, the 7 percent 
preferred stockholders will not receive the equitable equivalent of their claim, 
which, as we have indicated above, must be regarded as matured for purposes of 
this reorganization. 

By the Commission (Chairman McDonald and Commissioners McEntire 
Rowen, Cook, and McCormick). 


[sEAL} Orvat L. DuBors, Secretary. 
December 19, 1949. 
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APPENDIX 


Assets AND LIARILITIES—CENTRAL States Evectric Corp., AMERICAN Cities 
Power & Licut Corp., BLuE Ripce Corp.—Net Asset VALUES !2 3 ag or 
NOvEMBER 30, 1949 


On the basis (a2) market quotations on all securities and (b) market quotations 
on all securities except Blue Ridge and American Cities, which are computed on 
basis of their underlying net asset values. 





Basis (a) | Basis (6) 





Central States assets: 
Investments: 

meets CE an Soa. eR $18, 400,923 | $20, 609, 034 

In Blue Ridge : 5 tail sit din Bios : 8,837,430 | 10,369, 251. 

In North American al s AY Re, 1, 580, 375 | 1, 580, 375 

In United Light & Railw ays 44 : : 845, 294 | 845, 394 

Other securities___. é oF 2 eae 1, 340, 024 1, 340, 024. 

Total investments y a satus toate 31, 004, 146 | $4,744, 078 
4, ARLEN EE aaa a noes . ; | 221, 491 | 221, 491 

Tota athe Sig aecunteibp elite cake titan ts | 31, 225, 637 | 34, 965, 569 
Central States liabilities and capital: 

5 percent convertible debentures: } 
Series due 1948, principal ammount (matured Jan. 1, 1948) 6, 300, 000 

Accured interest at 5 percent to Nov. 30, 1949 2, 505, 575 

Less amount paid on account of interest 4___......... 1, 890, 000 


] 
615, 575 
Total 5 percent debenture holders claims. eb ce : a | 6, 915, 575 
Per unit... ; | 1, 097 
Optional 544 pe reent debentures: | | 
Series due 1954, principal amount 5 ba Si | 11, 737, 000 
Accrued interest at 516 percent to Nov. , 1949__ 5, 300, 660 
Less amount paid on account of interest . 3, 521, 100 
ae 1, 779, 560 
Total 534 percent debenture holders claims....____.- | 13, 516, 560 


Per unit Ee Soar nw Pee Ba eh ’ 1, 151 


Total debenture holders claims___.._...............- 20, 432, 135 
Miscellaneous general claims. .._................-- } 68 468 


7 20, 440, 603. 00 





Liquidating | 
preference | 


| Shares 
outstanding 


. | | Accumulated 


unpaid 
dividends 





| 
First preferred stock 7 percent preferred issue | | 
of 1912, $100 par | 68, 800 800 $6, 880, 0, 000 | $8, 749, 067 $15, 629, Of7 


——S.-§E§_ _—=_=_——D=_—_=S— 





Junior preferred stocks: | 
Preferred stock, 6 percent series, $100 par- 94, 840 10, 432, 400 | 10, 337, 560 | 20, 769, 960 
Convertible preferred, series of 1928, $100 
i NGtaedindteargigiwed tse | 15, 313 | 1, 684, 430 | 1, 669, 117 | 3, 353, 547 
Convertible preferred, ‘series of 1929, $100 
fe | 3, 482, 710 3, 451, 049 | 6, 933, 759 
Total junior preferred ______- er a aa , 599, 540 15, 457, 726 31, 057, 266 
— ———S.  O———— 


Total first and junior preferred_ . ; edt 22, 479, 540 | 24, 206, 793 46, 686, 333 


1 The figures do not give effect to cash dividends of 21 cents pe r sh ire payable by Blue Ridge on Dex 
22, 1949, and 35 cents per share payable by American Cities on Dec. 23, 1949. The net cash item for Centr 
States has been estimated. 

3 Contingent assets of Central States and Blue Ridge are not reflected herein. 

3 The values shown in the statement do not reflect the taxes payable upon the capital gains that would be 
realized if the securities owned by the three corporations were sold. 

‘4 Payments pursuant to court orders dated Dec. 17, 1946, Mar. 12, 1947, Oct. 1, 1947, and July 20, 1949, 
paid and on deposit. 

5 On Mar. 4, 1948, the Chase Nationa] Bank of the City of New York, indenture trustee for the optional 
514-percent debentures due 1954, declared the principal of those debentures to be duc and payabie and 
made demand for payment of principal and interest. 

6 Exclusive of any interest. 

7 Does not include contingent liability of $40,000 for possible 1946 Federal income tax deficiency and con 
tingent liability of $108,222 by virtue of 2 percent tax-free covenant in indentures in connection with distri 
butions made on debentures. 
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Common stock, $1 par, 10,105,023 shares. 





Basis (a) Basis (6) 





| 
Blue Ridge: 
Investments: 
In North American | 8 $3, 077, 212. 00 |. Be eae 
In United Light & Railways i bdutidcicesonce« 
I ntasdet<chineuwresnsidecen aia aialiiadiiiiged stints ; 18, 524 996. 00 | ’ 





Total investments : ns 28, 0: 59, 708. 00 
Cash and U. 8. Government securities ' ; | 6, 571, 726. 00 | 
Receivables and liabilities (net) 2 = 260, 960. 00 | 





| 34, 892, 394. 00 | 
| “1' 950,000.00 |2222277777 





Balance for 7,489,483 shares of common._.......................--- 
Net assets per share of Blue Ridge common. 
Net assets for 2,356,648 shares of Blue Ridge common owned by 


| § 32, 942, 394. 00 | __- 
4. 
| 
RNS ONIN... <n sda osek sucedinedes ss | 10, 369, 251. 00 | 


40 | 


Net assets for 3, 116,000 shares of Blue Ridge ¢ common owned by 


American Cities oteomeaed ate 








American Cities: 
Investments: 
In Blue Ridge. 3 oa - | 11, 685, 000. 00 | 
In North American__.- hebowktbabiects | 3,832, 650.00 
In United Light & Railways. ee ae ’ ..--| 1,076, 250.00 
Other securities --| 4,018, 736. 00 


$13, 710, 400. 00 
3, 832, 650. 00 
1, 076, 250. 00 
4, 018, 736. 00 





| 
| 
Total investments TEM RIG TERE Fy. oa oe | 22, 638, 036. 00 
| 
| 


Cash and U. 8. Government securities !_______- eters | 4, 263, 065. 00 
Receivables and liabilities (net) | 32, 278. 00 


4, 263, 065. 00 
32, 278. 00 


26, 933, 379. 00 
1, 700, 000. 00 


* 25, 233, 379. 00 
10. 08 


20, 609, 034. 00 





24, 907, 979. 00 | 
1, 700, 000. 00 


Balance for 2,504,110 shares of class B stock - | 9 23, 207, | os 
Net assets per share of American Cities class B stock - 27 
Net assets for 2,044,547 shares of American Cities class B stock owned | 

by Central States 18, 952, 951. 00 








1 The figures do not give effect to cash dividents of 21 cents per share payable by Blue ‘Ridge on Dee. 
22, 1949, and 35 cents per share payable by American Cities on Dec. 23, 1949. The net cash item for Central 
States has been estimated. 

2 Contingent assets of Central States and Blue Ridge are not reflected herein. 

* If net unrealized appreciation of investments at Nov. 30, 1949, were paaues, and were not distributed 
in the form of dividends, the Federal income tax would exceed $3, 000,06 

* If the amounts of appreciation for tax pry at Nov. 30, 1949, were Ncalized, the Federal income taxes 
thereon under existing law might exceed $1,600,000 


Chairman Hetuer. We will adjourn now until sometime tomorrow. 
I want to thank you very much for being with us this afternoon. You 
have been very cooperative, and we appreciate it. 

(Thereupon at 4:15 p. m., the hearings were recessed subject to call.) 
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TUESDAY, FEBRUARY 5, 1952 


Hovse or REPRESENTATIVES, 
SUBCOMMITTEE OF THE COMMITTEE ON 
INTERSTATE AND ForEIGN COMMERCE, 
Washington, D. C. 
The subcommittee met at 2 p. m., pursuant to notice, in room 414, 
Old House Office Building, Hon. Louis B. Heller (chairman of the 
subcommittee) presiding. 
Present: Representatives Heller, McGuire, and Hall. 
Present also: Herbert Burstein, consultant counsel to the subcom- 
mittee; and Sam G. Spal, professional staff member of the Committee 
on Interstate and Foreign Commerce. 


TESTIMONY OF RICHARD B. McENTIRE, COMMISSIONER, AC- 
COMPANIED BY ARDEN ANDRESEN, OFFICE OF GENERAL COUN- 
SEL, SECURITIES AND EXCHANGE COMMISSION—Resumed 


Chairman Heiter. Commissioner, we are always delighted to have 
you with us. When you last testified, I believe you gave us some 
information at length on the 1933 act. 

I wonder whether you would be kind enough to describe briefly the 
objectives of the Securities and Exchange Act of 1934 and what were 
the evils that the act was addressed to. Will you give us a brief state- 
ment on that? 

Commissioner McEntire. The evils which the Securities and Ex- 
change Act of 1934 was intended to correct were numerous and had 
been present in the economy of the country for a considerable period 
of time. However, it was the spectacular stock market crash in 1929 
which really focused the attention of the country upon various evils, 
and I think brought them into sharp relief. 

The evils are described in about three or four lines from the Senate 
Banking and Currency Committee’s report of June 6, 1934, which 
said: 

The excessive and unrestrained speculation which dominated the security 
markets in recent years has disrupted the flow of trade, dislocated industry and 
trading; impeded the flow of interstate commerce and dragged in its train millions 
of persons to ruin and despair. 

In short, stock market operations had reached a point where there 
was in effect the wildest and the most unsound type of speculation. 
The stockholders, investors and prospective investors had no way of 
obtaining any real information, in most cases, about the stocks they 
were buying. Marketing was done on tips and rumors and all sorts 


of unfounded beliefs. 
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The machinery of the exchanges was used to accentuate this sort of 
thing. 

To use an ordinary term, every grocery clerk was in the stock mar- 
ket on a shoestring. 

There were in 1929 over 1,500,000 customers, over 40 percent of 
whom held margin accounts. 

Brokers’ loans at that time amounted to eight billion as compared 
with seven years before 1922, when they were only $1,900,000,000. 

Along with that certain practices had sprung up, such as the pool 
operations. Several persons would agree to trade actively in a cer- 
tain security for the purpose of raising the price, creating activity and 
attracting market support to it, running the price up and then unload- 
ing on the public. 

As a matter of fact, during 1929, there was I believe proof of 170 
pools that we know were operated and nobody knows how many others 
that escaped attention. 

These pools, the fleecing of the public, tipster sheets, publicity 
agencies, market letters, were all used to create interest artificially. 
Professional traders, floor traders, and members of the exchanges 
followed the various trends and participated in making them, manipu- 
lation being a very, very common thing. The public simply did not 
have any accurate or real information upon which to judge the value 
of securities. 

I think in our statement we summarize by saying the six particular 
results of that era were: 

First, defects and abuses in securities exchanges organizations; 

Second, a system whereby professionals profited by public losses; 

Third, inadequate corporate reporting, which led to keeping inves- 
tors ignorant; 

Fourth, corporate management and insiders profiting on confiden- 
tial information; 

Fifth, a lack of democratic representation in corporate manage- 
ment; and 

Sixth, interstate transactions such as banking, loans, taxes, and 
lines of credit made the whole problem a Federal one, subject to Fed- 
eral jurisdiction and incapable of solution at the State level. 

Chairman Hetuier. Well, Commissioner, could you briefly describe 
the provisions incorporated in the act designed to deal with the evils 
which you just described to us? 

Commissioner McEntire. Yes, sir, Mr. Chairman. The six main 
provisions of the act are designed: 

First, to control credit extended on securities; 

Second, to prevent manipulative practices; 

Third, to require registration of securities traded on exchanges; 

Fourth, to require the filing of adequate information concerning 
securities traded; 

Fifth to prevent unfair practices by corporate insiders; and 

Sixth, to regulate the exchanges and the over-the-counter markets. 

Because of the fact that the statute was dealing with, and the 
Commission was called upon to deal with the delicate mechanism of 
stock markets, it was felt—and I think very soundly so—that efficient 
regulation was going to require a considerable degree of leeway, or 
exercise of administrative discretion in dealing with these matters. 
And so the framework of the act generally vested the SEC with rather 
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wide latitude in rule-making powers. It pives authority to make 
general rules. It gives authority to classify issuers; securities ex- 
changes; and so forth; it gives the Commission power to define tech- 
nical trade and accounting terms. 

The Commission has, of course, as an ancillary matter general inves- 
tigative and enforcement powers over various branches of the industry 
and corporate organizations to implement the general scheme. 

Chairman Heuer. Mr. Commissioner, under the Securities and 
Exchange Act, all securities exchanges must register unless they are 
exempt; is that correct? 

Commissioner McEntire. That is correct. 

Chairman Heuer. Now, has the SEC exempted any exchanges 
under the registration provision of section 5? 

Commissioner McEntTrIRg. Yes, sir. 

Chairman Heiuer. Could you name any such exchanges? 

Commissioner McEntire. The Honolulu Exchange; the Wheeling 
Exchange—originally there were seven such exchanges. I will be 
glad to provide a list of them for the record of the committee, if you 
care. 1 will have to confess that I do not remember them all off-hand. 

Let me point out that two of the exchanges have since discon- 
tinued operation. One has been meshed into a registered exchange. 
At the present time there are four exempted exchanges. 

I think I have named two. A third is the Richmond Exchange, 
and I am sorry, but for the life of me, I cannot think of the fourth 
one right now. 

They all are, as is obvious from the naming of them, very small 
) izations; a very, very minor part of the securities and exchange 
industry. 

Chairman Hetuier. Does the Commission nevertheless supervise 
these exempted exchanges? 

Commissioner McEntire. I would scarcely say, Mr. Chairman, 
that we supervise them. We do, however, from time to time, have 
occasion to check into their operations in the course of some investi- 
gation or something of that sort; but by and large, as I have indi- 
cated, they are sal and virtually no problems have arisen. 

There may be one exception to that, more a geographic situation 
than anything else, and that is the Honolulu Exchange. 

Supervision of the securities industry in Hawaii is a bit difficult; 
it is difficult for us because of the space and time involved. 

Chairman Heuer, It is a question of geography? 

Commissioner McEntire. Geography and distance, make it 
difficult. We have not felt yet that there was enough demand and 
we have not had funds to set up a subregional office to look over 
Territorial matters. We have attempted to do it by cooperation with 
the territorial government. 

We have had members of the staff out there on occasion makin 
investigations, but the main problem or at least the most pointe 
problem of Hawaiian securities transactions arises from the great 
influx of foreign labor there, particularly Filipino labor. Stock 
peddlers sell them and take them mercilessly. 

In Hawaii, very recently, we had a very large criminal case which 
resulted in convictions and stiff penalties as the result of that sort of 
practice, but that is the worst thing in connection with the problem 
in Hawaii—— 

23578—52—pt. 1——-21 
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Chairman Heiier. You mean Honolulu? 

Commissioner McEntire. First, Honolulu is where the exchange 
is; but I am talking about the securities problem in the Territory and 
the Honolulu Exchange is not a part of the particular problem, you 
see, of the Filipino laborers on the sugar and pineapple plantations. 

Chairman Hetier. Would you be good enough to supply for the 
record a list of these exchanges? 

Commissioner McEntire. I will be very happy to. 

Chairman Hxetuer. And we will consider it as your answer and it 
will be incorporated in the record at this point. 

(The list referred to follows:) 


EXEMPTED EXCHANGES 


A total of 19 exchanges have applied for exemption from registration as national 
securities exchanges. Seven have been granted permanent exemption from 
registration. Of these seven, the following four exchanges are still in operation 
as exempted exchanges: 

Colorado Springs Stock Exchange 

Honolulu Stock Exchange 

Richmond Stock Exchange 

Wheeling Stock Exchange 

The three which have ceased operation and the reason for cessation of operation 
are—— 

Milwaukee Grain & Stock Exchange: On April 9, 1940, this exchange re- 
quested withdrawal of its exemption, making the following statement: 
‘* * * Trading in securities on this exchange was suspended on April 1, 
1938, for the reason that the volume had declined to a very low point, and a 
number of the firms relinquished their memberships. * * * It was 
thought that trading could be resumed at a later date, but that appears very 
unlikely at present. * * *’ On May 5, 1940, the Commission granted 
withdrawal of the exchange’s exemption. 

Minneapolis-St. Paul Stock Exchange: On December 1, 1949, this exchange 
merged with the Midwest Stock Exchange and its exemption was subse- 
quently withdrawn. 

Seattle Stock Exchange: On October 1, 1942, this exchange suspended 
operations for an indefinite period of time due to the limited need for the 
facilities of the exchange and its inability to employ an executive secretary 
on a satisfactory basis. 

On December 8, 1942, the SEC granted this exchange’s application to be 
relieved from complying with the conditions of the order granting exemption 
from registration. Exchange may upon 60 days’ notice prior to resumption 
of any activities appiy to the SEC for amendment or modification of the order 
granting relief. 

Twelve other exchanges filed applications for exemption, subsequently with- 
drew such applications and dissolved prior to any final determination by the 
SEC. They are— 

Associated Stock Exchange of Manila: On May 3, 1935, this organization 
ceased operations upon direction of the Governor-General, who determined 
that it had been operating without proper authority. 

Boston Curb Exchange: On November 16, 1934, this exchange ceased 
perations during course of SEC investigation. 

California Stock Exchange: On November 22, 1934, this exchange ceased 
Operations during course of SEC investigation. 

Hammond Stock Exchange: The organization of this exchange was never 
completed. No sales had been consummated on its floor. Its only purpose 
was to provide quotations of bid and asked prices of local securities. On 
February 4, 1935, it requested withdrawal of its application which had been 
filed in the form of a letter. This request was granted by SEC on February 
14, 1935. 

Hartford Stock Exchange: On November 30, 1934, this exchange ceased 
operations after SEC investigation. Exchange served only as a call trans- 
action market for 15 minutes once each week. 

Houston Stock Exchange: This exchange never operated and, therefore, 
SEC advised action would not be taken on its application until such time as 
it was ready to commence operation. 
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Houston Curb Exchange: This exchange never operated and, therefore, 
SEC advised action would not be taken on its application until such time 
as it was ready to commence operation. 

Louisville Stock Exchange: On July 30, 1935, this exchange ceased opera- 
tions. The exchange met only once a day for 15 or 20 minutes. Meetings 
frequently were not attended. There were practically no sales on the exchange 
which was used merely for quoting prices. 

Manila Stock Exchange: On , * aeeell 1, 1936, temporary exemption 
terminated and was not continued due to the establishment of the Common- 
wealth of the Philippine Islands pursuant to the Philippine Independence 
Act, which terminated the SEC’s jurisdiction over this exchange. 

Reno Stock Exchange: On November 2, 1935, SEC denied exemption from 
registration in view of the fact that the exchange had suspended operations. 
(Exact date of suspension unknown.) This exchange was held and operated 
as & holding company by George W. Ziller, Inc. 

Seattle Mining Exchange: On October 1, 1935, this exchange merged with 
the Seattle Stock Exchange, which was subsequently granted & permanent 


exemption. 
Philippine Stock Exchange: On March 1, 1935, this exchange ceased 


operations and dissolved. 

Chairman Hetusrr. Now, referring to the exempted exchanges; you 
just talked about a criminal case. 

Have there been any cases comparable to the Whitney case, which 
as you recall, occurred on the New York Stock Exchange in 1938? 

ommissioner McEntire. Of course, I was not connected with the 
Commission in 1938; but to the best of my knowledge, Mr. Chairman, 
the Whitney case was sui generis. 

I do not want to oversimplify. Some of the things there, of course, 
were not entirely unique to that particular situation, but, for the 
most part, that was a New York Stock Exchange situation and the 
New York Stock Exchange occupied a dominant position among the 
exchanges and was the big exchange. To a great degree the Whitney 
case and the reforms that grew from it have set the pattern for ex- 
changes generally. Reforms that were instituted as a result of that 
case have also been drafted into the rules of the other exchanges. 

I do not know, but I would say that these exempted exchanges are 
just so small that there cannot be a situation comparable to the 
Whitney case. There is not enough business in all of them for a year 
to be comparable to a half day’s activity on the New York Stock 
Exchange. 

Chairman Heiter. Do you: recall what the facts were in this 
criminal case? 

Commissioner McEntire. You mean in Hawaii? 

Chairman Heuuer. In Hawaii. 

Commissioner McEntire. Yes. I want to make it very clear 
that it did not have anything to do with the exchange. I am not 
sufficiently familiar with it to give you the intimate details. Some 
Philippine nationals had come to Hawaii and had been perpetrating 
stock frauds on Filipino laborers who were in the islands; had been 
taking them for substantial sums of money, virtually all they owned, 
and had been guilty of the grossest kind of fraud. 

From the standpoint of the character of the fraud it was very simple, 
It was a classical example. The case had problems in it because of 
the language difference and because of the difficulty in getting the 
victims to testify and to explain what had happened, and because of 
their own uncertainty as to the details of the transaction, totally 
unfamiliar as they were with even the simplest matters of financial 
practices. 
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Chairman Heiter. Do you know what the loss was to these Philip- 
pine nationals as a result of that practice? 

Commissioner McEntire. I do not offhand. I cannot be sure 
9 we have the aggregate. We are not certain that we can find 
that. 

Chairman Hetuer. If you can, will you supply that information? 

Commissioner McEntire. We will supply what were proven as 
losses in the prosecution. 

The Better Business Bureau in Honolulu has been quite concerned 
about these matters and was very helpful in these cases, and I have 
a I cannot remember them offhand—very, very large esti- 
mates of losses that have occurred to these immigrant laborers. 

However, we will be very glad to furnish such information as we 
have and indicate the limits of it. 

Could I add just one thing in connection with the exempted ex- 
changes, Mr. Chairman? 

Chairman Heuer. Yes. 

Commissioner McEntire. I want to point out that the exemption 

anted was conditional. We attempt in the main to see that they 
ollow the necessary and proper practices and, if the committee is 
interested, of course, I will be glad to give you specific data and 
exactly what those conditions were. 

Chairman Hetuer. Mr. Commissioner, would you be able to give 
us a picture of the situation out in Honolulu with respect to these 
criminal cases that have occurred in the past 18 years, showing what 
the losses have been and what the complaints have been? 

Commissioner McEntire. I will be able to get a statement as to 
that which I, of course, will have to prepare. I must say, however, 
that I have little confidence in any figures we have as to the amount 
of losses, because we are working, as I have indicated before, with 
people who naturally distrust others and who confide only to their 
fellow countrymen, and there is a language barrier, and a natural 
distrust of the victims toward the United States, or toward any arm 
of the United States Government. They are probably afraid that 
they may be sent back to the Philippines, and that makes it extremely 
difficult for us to do a comprehensive job of policing. 

What we do is to find the bad cases and try to prosecute those in 
hope that the prophylactic effect those cases have will tend to stop it. 

I will be glad to furnish you with what we have, but I am not at 
all confident that we can give you any definite picture as to the 
amount of the losses suffered, because that is lodged in the breasts of 
thousands of Filipino laborers, and I do not know how you can ever 
get it. 

Chairman Heitier. We would appreciate any reports you have 
which might crystallize and give us some picture of what the situation 
is. 

Commissioner McEntire. I will be very happy to furnish that. 
(The information requested follows:) 


Security Fraups in Hawa 


Upon the passage of the various securities acts the Commission was aware that 
its jurisdiction and its duties extended to Alaska, Hawaii, and other Territories, 
as well as the continental United States. During the formative years, however, 
the Commission was busy with problems within the continental limits. Since 
few complaints were received from the Territories, it was believed that problems 
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in the Territories were less pressing, so less attention was devoted to them. About 
1939 one employee of the San Francisco regional office spent a few weeks in Hawaii 
studying problems arising from the operations of its stock exchange; the propriety 
of certain banks having memberships on the exchange; the extensions of credit; 
and other problems related to exchange and banking matters. At that time we 
were not apprised of any major securities frauds in Hawaii. 

Beginning in 1946 and 1947 we began to receive complaints from the Territorial 
government, the better business bureau, and certain citizens, indicating that 
securities were being sold without registration and that some of the securities 
appeared to be fraudulent. At that time the Commission was undergoing one of 
its annual budget cuts and no funds were available for an investigation in Hawaii. 
It was not until February 1949 that we were able to send two staff members to 
Hawaii. One was able to stay 1 month and the other 4 months. Upon their 
arrival in Hawaii there was considerable newspaper publicity and our investigators 
found that most of the promoters had fled Hawaii and returned to the Philippines. 
Rapidly conducted investigations indicated that securities were being sold in the 
following enterprises without compliance with the registration requirements, and 
that in almost every instance misrepresentations had been made: 

Bank of the Commonwealth (Llanos involved) 
Commercial & Industria] Development Co. of the Philippines 
Economic Enterprises, Ltd. 

Economic Progress Association of the Philippines 
Fil-American Pictures 

Industrial Traders 

North Luzon Timber Co, 

Pangasinan Enterprises 

Parlatone-Hispano Filipino, Inc. (Llanos involved) 
Philippine Development Co. 

Philippine Reconstruction Co. 

Samoan Airways Association 

Tina Mining 

Two other companies were found to have complied with the Territorial laws but 
not with SEC requirements. These two companies were— 

Northern Enterprise Co. 
Rojas Express, Inc. 

In addition to the various above-named companies there were some indications 
that securities had been sold about 1946, 1947, and 1948 by an additional 8 or 10 
companies, but inasmuch as the promoters were no longer in Hawaii and had been 
gone therefrom for several years or more, no efforts were made to determine the 
facts in respect of possible violations. 

The Better Business Bureau in Honolulu had been able to gather considerable 
information through some of its informants respecting sales to plantation workers 
by promoters. The Bureau had learned that promoters were using the stationery 
of the President of the Philippines and certain of his brothers to make securities 
sales by appealing to patriotic sentiment and by asserting that the Filipino 
investors would be aiding in rebuilding the homeland. he Better Business 
Bureau ahd the Territorial government turned all their information over to us. 

As soon as the SEC investigators arrived in Hawaii the rumor spread through 
the plantations that if anybody talked to the Government men or divulged infor- 
mation, the reconstruction program in the Philippines would be impaired and 
that “investors’’ would lose all their investments. The informants told the 
Better Business Bureau that the Filipinos completely distrusted the United States 
Government and its agents and that it would be practically impossible to gather 
evidence from the victims about the misrepresentations which been made. 

One of our men conferred with some of these informants at the Better Business 
Bureau and was told of tremendous sums of money being taken out of Hawaii in 
suitcases, money purportedly being taken to the Philippines for reconstruction 

urposes. The Bureau had been advised by an employee of an airline that he 

ad seen suitcase after suitcase full of 10-, 20-, and 50-dollar bills being taken out 
of Hawaii by the promoters. The Better Business Bureau estimated that the 
loss amounted to many million dollars per month for a considerable period before 
the arrival of the SEC investigators. 

Our investigators (those sent in 1949 ard three others sent to Hawaii in 1951) 
found that Alejandro D. Llanos and certain of his associates were involved in 
selling various kinds of securities, including promissory notes and investment 
contracts, and were purportedly raising money for the Bank of the Common- 
wealth of the Philippines, for a moving-picture company known as Parlatone- 
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Hispano Filipino, Inc., and for the purpose of betting on fixed volley ball games, 
cock fights, basket ball games, and other rigged gambling events. It was repre- 
sented to investors that there could be no loss; that everyone would make money, 
that Llanos was a millionaire owning a large shipbuilding company in California: 
and that the Llanos group had on ag ory in the Bishop National Bank of Hawaii 
the sum of $6 million. Mr. Llanos had not fled to the Philippines and we were 
able to prosecute him and several of his confederates. 

The amount of money obtained by Llanos in his fraudulent schemes over a 
5-year period beginning about 1946 cannot be accurately determined because of 
the complete absence of accounting records. Llanos stated he was indebted to 
investors in the sum of $6,500,000, a sum he represented was in the possession of 
trustees to be distributed to investors upon the occurrence of certain conditions, 
but that figure is probably excessive. In many instances the notes issued by 
Lianos included not only the principal of the actual loan to Llanos but also the 
amount of promised bonus, profit, or interest. In some instances the bonus, 
profit, or interest was equal to the amount of the loan, in other instances double 
or treble the amount, and in still other instances even larger multiples. It seems 
probable that the total amount of Llanos’ take was somewhere between $3 and 
$4 million. Almost all of this money was obtained by Llanos from illiterate or 
uninformed Filipino laborers. 

Llanos was sentenced in October 1951 to 5 years imprisonment; four other 
culprits were given 3 years each, and one 2 years. Each received a fine, as did 
Llanos’ wife, who was also placed on probation for 5 years. 


Chairman HEtierR. At any rate, there is no requirement that the 
exempted exchanges comply with inside trading provisions. Is that 
not correct? They do not have to comply with ices provisions? 

Commissioner McEntire. I would like to furnish the answer to 


that. 
Let me also say that in many of these exempted exchanges the 


securities that they trade are listed elsewhere and therefore, with 
respect to all those securities, the insider requirement must be met. 

Chairman Hetter. If any of the questions asked is of such a nature 
that you want to prepare an answer, please just indicate it and we 
will go along on that line. 

Commissioner McEntire. Thank you very much. 

Chairman HE .uer. It is a very difficult subject. We appreciate 
your cooperation and we want to get the benefit of all your knowledge, 
all you can give us, whether you have it right now or can make it 


available in the future. 
(The following information was later submitted:) 


APPLICABILITY OF SEcTION 16 To Exempt ExcHANGES 


The so-called inside trading provisions of section 16 of the Securities Exchange 
Act of 1934 apply to a person who is directly or indirectly the beneficial owner of 
more than 10 percent of any class of any equity security registered on a national 
securities exchange or who is a director or an officer of the issuer of such security. 
It is clear from various provisions of the act, particularly section 5, that the term 
“national securities exchange’ as used in the act means an exchange registered 
with this Commissior.. The term does not include an exchange exempted from 
registration pursuant to the provisions of section 5. 

he orders granting exemption to the exempted exchanges provide that the 
Commission may, after appropriate notice and opportunity for hearing, withdraw 
the exemption if it finds, among other things, tbat the exchange has violated or 
failed to enforce, so far as it is within its power, compliance with a number of 
stated conditions. These conditions are intended to require compliance with 
other provisions of the act wherever possible. While these conditions are ex- 
tremely broad and inclusive, they indicate that cognizance has been taken of the 
fact that the conditions can be enforced only to the extent that the exchange, 
members of the exchange, or issuers of securities traded on the exchange, are 
involved. We reserve our jurisdiction over the exchange by our right to with- 
draw the exemption. Similarly, the exchange can take action only against its 
members or the securities traded on the exchange. 
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It would have been extremely difficult, if not impossible, for an exempted 
exchange to enforce the provisions of section 16, since that section prohibits 
certain practices by insiders (persons usually not members of the exchange). 
The civil liability provisions of section 16 (b) were limited by Congress to trans- 
actions by insiders in securities registered on a national securities exchange. 
Since the statute contemplates that some exchanges will be exempted, and there- 
fore not national exchanges, it is difficult to see how these provisions could have 
been made applicable to securities registered on an exempted exchange no matter 
what conditions the Commission might put into the order exempting the exchange 
from registration. 

It must be borne in mind, however, that the provisions of section 16 apply to 
companies that are listed on a national securities exchange and that a very sub- 
stantial portion of the transactions effected by exempted exchanges are in securi- 
ties which are so listed on a national securities exchange. Therefore, while the 
section 16 safeguards do not apply with respect to securities which are listed 
only on the exempted exchanges, the companies issuing such securities are rela- 
tively few in number and are almost always local businesses. This factor has the 
effect of limiting the need for such protective safeguards. 

A copy of the Commission’s order granting exemption from registration as a 
national securities exchange in the case of the Honolulu Stock Exchange is 
appended. The conditions imposed in this order are typical. 


UniTep States oF AMERICA BEFORE THE SECURITIES AND EXCHANGE COMMISSION 


At a regular session of the Securities and Exchange Commission, held at its 
office in the city of Washington, D. C., on the 5th day of November 1935. 

Commissioners: James M. Landis, Chairman, George C. Mathews, Robert 
E. Healy, J. D. Ross. 


In the matter of Honolulu Stock Exchange 


ORDER GRANTING EXEMPTION FROM REGISTRATION AS A NATIONAL SECURITIES 
EXCHANGE 


The Honolulu Stock Exchange having made application for exemption from 
registration as a national securities exchange under section 5 of the Securities 
Exchange Act of 1934; and 

It being the opinion of the Commission, by reason of the limited volume of 
transactions effected on said exchange, that it is not practicable and not necessary 
or appropriate in the public interest or for the protection of investors to require 
said exchange to register as a national securities exchange; 

It is ordered, that said application of the Honolulu Stock Exchange for exemp- 
tion from registration as a national securities exchange be and is hereby granted, 
effective December 1, 1935; 

Provided however, that the Commission may after appropriate notice and 
opportunity for hearing, by order withdraw said exemption if the Commission 
finds that, for any reason said withdrawal is necessary or appropriate in the public 
interest or that said exchange has violated or has failed to enforce, insofar as is 
within its power, compliance with any of the following conditions: 

(1) That said application for exemption from registration on Form 1 shall 
be kept up to date in accordance with rule CB4; 

(2) * That the provisions of section 7 of the Securities Exchange Act of 
1934 and the rules and regulations of the Federal Reserve Board heretofore 
and hereafter prescribed thereunder, and of sections 8, 9 (except 9 (e)), 10, 
11, 17, and 19 (b), and the rules and regulations heretofore and hereafter 
prescribed thereunder, shall be complied with by said exchange, the members 
thereof and the issuers of securities listed or admitted to unlisted trading 
privileges thereon as if said exchange were a national securities exchange and 
said securities were registered thereon; 

(3) That the issuer of any security listed on said exchange on December 1, 
1935, shall be required to file annually with said exchange (and file with 
the Commission such duplicate copies thereof as the Commission may 
require) as soon as possible after the close of each fiscal year, a document 
setting forth the balance sheet and analysis of surplus account as of the close 
of said year and a profit-and-loss statement for said year; 


* As amended by order dated March 6, 1943, whereby reference to sec. 14 was deleted. 





322 sTUDY OF SECURITIES AND EXCHANGE COMMISSION 


(4) * That after December 1, 1935, no security shall be admitted to listing 
and continued thereafter as a listed security on said exchange unless— 

(a) The requirements prescribed for the registration of said security 
on a national securities exchange pursuant to the provisions of section 
12 (a), (b), (¢), and (d) of said act and the rules and regulations hereto- 
fore or hereafter prescribed thereunder, are complied with; or 

(6) The requirements prescribed for the exemption of said security 
— registration on a national securities exchange are complied with; 
an 

(c) The issuer of said security files the same information, documents, 
and reports with said exchange (and files with the Commission such 
duplicate originals thereof as the Commission may require) as are 
required by the provisions of section 13 of said act and the rules and 
regulations heretofore or hereafter prescribed thereunder, of an issuer 
of any such security registered or exempted from registration on a 
national securities exchange. 

(5) (a)*¢ That after January 15, 1938, said exchange shall not extend un- 
listed trading privileges to a security unless, in respect of such security, the 
requirements prescribed for the extension of unlisted trading privileges pur- 
suant to the provisions of section 12 (f) of said act, as amended, and the rules 
and regulations prescribed thereunder are complied with by said exchange as 
if it were a national securities exchange; and 

(6) That with respect to the suspension or termination of unlisted trading 
privileges in a security, the provisions of section 12 (f) of said act, as amended, 
and the rules and regulations prescribed thereunder, shall be complied with 
by said exchange as if it were a national securities exchange; 

(6) That such reports as may be required by the Commission with respect 
to quotation of and amount and dollar value of transactions in, securities 
listed or admitted to unlisted trading privileges on said exchange, shall be 
filed with the Commission; 

(7) That the rules of said exchange shall include provision for the expul- 
sion, suspension or disciplining of a member for conduct or proceeding in- 
consistent with just and equitable principles of trade, and shall declare that 
the willful violation of any of the conditions of this exemption shall be con- 
sidered conduct or proceeding inconsistent with just and equitable principles 
of trade; 

(8) That said exchange and the members thereof shall be subject to and 
comply with such additional conditions relating to said exchange and its 
members as the Commission may from time to time prescribe; 

Provided further, That the Commission may, after appropriate notice and oppor- 
tunity for hearing, by order deny, suspend the effective date of, suspend for a 
period not exceeding 12 months or withdraw the listing of a security if the Com- 
mission finds that the issuer of said security has failed to comply with the condi- 
tions of this exemption; and 

Provided further, That the Commission may, after appropriate notice and oppor- 
tunity for hearing, by order suspend for a period not exceeding 12 months or expel 
from said exchange any member or officer thereof whom the Commission finds has 
viclated or has effected any transactions for any other person who, he has reason 
to believe, is violating in respect of such transaction, the conditions of this ex- 
emption. 

By the Commission. 

Francis P. Brassor, Secretary. 


The Honolulu Stock Exchange hereby consents to the entry of the foregoing, 
order, and agrees to comply with the terms and conditions thereof and to enforce 
insofar as is within its power, compliance with said terms and conditions. 


Tre Hono.tutu Srocxk ExcuHance. 
By G. Ke.LLerMaAn, President 
(President, Vice President, or other officer authorized 
to act for said exchange.) 
Attest: 
Georce E. ParKer, Secretary. 


+ As amended by order dated March 4, 1936, whereby provision was made for the listing of a security for 
which the appropriate form for its registration on a national securities exchange had not been authorized. 

¢ As amended by order dated June 8, 1938, to make provision for the admission of securities to unlisted 
trading privileges on the exchange in the same manner in which securities may be admitted to unlisted 
trading privileges on national securities exchanges. 
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Chairman Hetier. What type of securities is normally sold on 
these exempted exchanges? 

Commissioner McEntire. There are two types: The dual trading 
to which I have already referred, Mr. Chairman, and on some of the 
exchanges some very local issues, a local store or two, or some enter- 
prise right in the community. I would say that those two categories 
are almost the entire business of those exchanges. 

I might also say that to a great degree exempted exchanges are 
merely ancillary to the local over-the-counter market. Sometimes, 
I think, more of their business is done by the members of the ex- 
change off the floor of the exchange and in the over-the-counter 
market than on the floor of the exchange. 

Chairman Hewtuier. Apart from the registration and listing re- 
quirements, the requirements for filing current reports, does the 
Commission have power to discipline members and officers of the 
national securities exchanges found guilty of violating the act or the 
rules of the Commission? 

Commissioner McEntire. Yes. Section 19 of the act defines the 
powers of the Commission, with respect to exchanges and their 
members. 

I do not want to read all of that section but maybe it will be 
helpful if I indicate the various provisions of it. 

hairman Heuer. Are you referring to section 19, subsection 
(a) (3)? 

Commissioner McEntire. To section 19 (a), (b), and (c). 

Under 19 (a) there are four specifice—— 

Chairman Hexver. We are familiar with that. 

Commissioner McEntire: You are familiar with that? 

Chairman Heuer. Yes. 

Commissioner McEntire. Under section 19 (b) we have what is 
more or less commonly called the reserve powers of the Commission 
over rules and practices of the exchanges. 

Chairman Hetier. Commissioner, to your knowledge, has any 
officer of any national securities exchange ever been suspended by 
the SEC for violation of the act, under the rules of the Commission? 

Commissioner McEntire. I do not know whether that has oc- 
curred. Of course, the Whitney matter was talked over. Whether 
Whitney went to jail and was suspended for that reason, I do not 
know. 

Other than the Whitney case, I know of none. Of course, we have 
had disciplinary action against members of the exchanges. I would 
be surprised if some of the disciplinary proceedings were not against 
officers of the exchange in some minor capacity; but I do not know, 
offhand, of any principal officer of having been disciplined with the 
exception of the Whitney case. 

Chairman Heuuer. I believe that in the past there have been 20 
such cases—I may be off one way or the other. I wondered whether 
you would be able to furnish us with that list? 

Commissioner McEntire. Yes; we could furnish a list of the 
disciplinary actions against the members of the exchanges. 

Chairman Hetier. Members who have been suspended or other- 
wise disciplined. 
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Commissioner McEntire. Let me make certain just what the 
committee wants. You want a list of cases in which exchange 
members have been suspended or otherwise disciplined? 

Chairman Heuurr. Yes. 

We will incorporate that as your answer right at this point. 

(The list requested is as follows:) 


List or Cases IN Wuicn Stock ExcHance Mempers Have BEEN SUSPENDED 
oR OTHERWISE DISCIPLINED 


Compilation of proceedings instituted under section 19 (a) (3) of the Securities 
Exchange Act of 1934: 
Period covered: October 1, 1934 through February 1, 1952 (includes only 
cases completed and not pending) 
Source: Official files of the Commission (file Nos. 4——) 
Prepared by: Section of Exchange Registration and Regulation 
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Chairman Hetier. Mr. Commissioner, am I correct in stating 
that the job of policing exchanges is carried on as a dual function by 
the exchange itself? 

Commissioner McEntire. That is one way of explaining it and is, 
I think, a good way of explaining it, Mr. Chairman. 

Something of the same distinction exists in this function of the 
Commission and its function in relation to the National Association 
of Securities Dealers in the over-the-counter field. 

The exchanges generally concern themselves with what, for want 
of a better term, let us call, ethical business conduct, while the work 
of the Commission generally reaches the more serious type of mis- 
conduct, actual fraud or actual violations of provisions of the act. 

Of course, we have to keep in mind that the Commission has certain 
residual and ancillary powers both over exchanges and over the 
NASD, so that the Commission’s work falls into, two categories: 
One is the direct policing of members for violations of the Securities 
Act, or violation of the provisions of the Securities and Exchange 
Act of 1934; two, general supervisory jurisdiction over the functioning 
of exchanges and NASD, in their business conduct and jurisdiction. 
Both categories affect and regulate the same group, but they differ 
in context and concern themselves with somewhat different classes 
of improper conduct. 

Chairman Heuer. In that respect, could you also furnish us with 
a summary of instances in which members have been suspended or 
censured by the NASD? 

Commissioner McEntirg. NASD? 

Chairman Heuer. Yes. 

Commissioner McEntire. Yes, we can do that. 

Mr. Haut. Also by the exchanges themselves? 

Commissioner McEntire. Do you want all of the exchanges? 

Mr. Haut. All exchanges. 

Commissioner McEntire. Yes. 

Chairman Heuer. In addition to furnishing us with the names, 
might I suggest we also be given a brief statement of the nature of the 
offenses. 

Let me just correct that by saying in addition to the names, if you 
will just furnish with it the case numbers, that would be sufficient. 

Commissioner McEntire. All right, sir. 

We will be glad to do that. 

(The information requested follows:) 


DiscipLINARY AcTION TAKEN AGAINST MEMBERS BY EXCHANGES AND NASD 


In 1939, each registered exchange was requested to report to the Commission 
all actions of a disciplinary nature which were taken by it against its members 
or partners, or employees of members, for violations of the 1934 act or any rule or 
regulation thereunder, or of any rule of the exchange. This request resulted from 
a review made by the Commission of the handling of an exchange of a case involv- 
ing violations of its rules, from which it became apparent that the Commission 
should be informed of the manner of enforcement by exchanges of their rules in 
order to determine whether they were organized so as to be able to comply with 
the act. 

Since 1939 the exchanges have reported taking disciplinary action against more 
than 400 members, member firms, or their partners or employees. The nature of 
the actions taken have included fines ranging up to $5,000; expulsions and suspen- 
sions from exchange membership; revocation of the registrations of specialists 
es customers men; and censures and warnings against further violations of the 
rules. 
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The actions taken resulted from violations of various exchange rules pertaining 
to matters such as partnership agreements, capital requirements, handling of 
customer accounts, specialists, registered employees, minimum rates of commis- 
sion, and conduct inconsistent with just and equitable principles of trade. 

These reports, which have been submitted to the Commission on a confidentia! 
basis, are reviewed and if it appears that violations of Federal law are involved 
or that weakness in exchange rules is evident, the Commission takes appropriate 


action. 
The NASD began i us similar information in 1940. It also has sup- 


plied the information on a confidential basis. Up to and including December 31, 
1951, the NASD has reported 459 actions resulting in fines, suspensions, or 


expulsions. 
Tnemeneh as actions taken by the exchanges and the NASD are for violations 


of their own rules and generally relate to technical or ethical breaches, they con- 
tend that public disclosure of the cases will either unduly harm the member dis- 
ciplined or have a tendency to curtail punishments except in the really bad cases. 

Chairman Hetter. Thank you. Now, as I understand it, Com- 
missioner, each registered exchange establishes its own rules and these 
rules provide that members violating the act or rules of the Commis- 
sion, must be suspended or otherwise disciplined; is that correct? 

Commissioner McEnttre. That is correct. 

Chairman Heiter. Commissioner, are you familiar with the 
Cuppia case? That is a New York Curb case; a case involving the 
splitting of commissions by brokers. : 

Commissioner McEntr1re. I simply know of the existence of such a 
case, Mr. Chairman. That case, of course, occurred considerably 
before I came with the Commission. It happened in 1940, I believe, 
and I am only generally familiar with it. 

Chairman Heuer. You would not be familiar with the facts? 

Commissioner McEntire. No; I am sorry to say I would not be. 

Chairman Hetuer. In that Cuppia case, are you familiar with the 


fact that Cuppia was permitted to resign from the Curb Exchange? 
Commissioner McEntire. As I understand, that was the original 
decision of the Curb. 
Chairman Heiter. What was the subsequent decision? 
Commissioner McEntire. Subsequently the Commission was un- 
ort about the lack of forthrightness and severity with which the 


Curb dealt with the case. The Curb reopened the matter and I 
understand it expelled additional members who had been guilty. 

Chairman Hetuer. Including Cuppia? 

Commissioner McEnttre. Yes. 

Chairman Hetuer. When I said “yes,” I referred to the fact 
that at least five members were involved; but you say that ultimately 
and generally the Commission did suspend Cuppia and those who 
were involved in this fee splitting? 

Commissioner McEntire. I thought that was what the Curb 
business conduct committee did. 

Chairman He.uer. Compelled the Curb Exchange to do that? 

Commissioner McEntire. Yes. Well, I do not know whether 
the Commission “compelled it,” or whether it persuaded them, but 
in any event through the interest and activities of the Commission, 
the Curb Exchange was persuaded to take a further look at the matter 
which resulted in more severe sanctions. 

I believe that case and the Whitney case, went very deeply into the 
problem of how exchanges were policing their members. 

Chairman Heuer. Then is it fair to say that after Cuppia was 
suspended, the Commission had an independent investigation made 





STUDY OF SECURITIES AND EXCHANGE COMMISSION 331 


of the facts, and as a result of such investigation, the Curb thereafter 
suspended Cuppia, and those who were involved? 

ommissioner McEntire. I think the Curb expelled them, Mr. 
Chairman. 

Chairman Heuer. Expelled them. 

‘Commissioner McEntire. I am sorry to say, I do not know the 
extent to which the Commission had an independent investigation. 
I believe that is covered in one of the Commission’s annual reports— 
the tenth annual report—and I will be glad to supplement my answer, 
if I may, to give exactly what happened. 

Chairman Fresenh: Thank you. 

Am I correct in saying that the Commission cannot do anything 
about forcing the exchanges to enforce their rules, but that the Com- 
mission can compel the members to do something? 

Commissioner McEntire. Well, let us put it this way, if I get 
your question correctly. In a case where it is dissatisfied with the 
disciplinary action or the lack thereof by an exchange, the Commission 
cannot take direct action against the members, unless the conduct also 
constitutes a violation of the statute; but the Commission can take 
action against the exchange, either by requiring it to amend and 
strengthen its rules. Although I do not think we have ever done so, 
we could, I believe, take action against an officer or officers of the 
exchange for their failure to perform their duties. 

Does that answer the question? 

Chairman Heuer. Yes, it does, certainly. 

Now, following the natural sequence of the answers, and following 
also the Cuppia case, were there any proposals made by the Commis- 
— the rules of the Curb be amended to supplement it, if you 
recall? 

Commissioner McEntire. I do not recall. I can answer that in 
connection with the material previously requested; I can get that 
information. 

I do not know that the answer is ‘‘Yes’’ because—as I understand 
it, the background and the motivating factors of that case led to very 
extensive revision of the rules of the exchanges which followed in 
very early 1940’s. 

Chairman Heiter. And would you also be good enough to furnish 
us with information as to whether or not proceedings were instituted 
against an officer or officers of the Curb following the Cuppia case? 

Commissioner McEntire. Yes; I will be glad to get that infor- 
mation. 

(The information requested follows: ) 


THe Cuppia Case; REORGANIZATION OF CURB EXCHANGE 


J. Chester Cuppia, a leading member of the New York Curb Exchange and 
active in its government, had for over 8 years violated an important provision 
of the exchange constitution prohibiting the splitting of commissions. This 
violation went unchecked until a dispute between Cuppia and another broker 
lead to litigation. The business conduct committee of the exchange conducted 
an unpublicized investigation and although Cuppia and four of his associates 
were found guilty of commission splitting they were not suspended or expelled 
as provided by the constitution. Instead Cuppia was permitted to resign and 
the committee privately reprimanded his four associates, Messrs. C. R. Powers, 
J. 8. Reardon, W. J. Platt, and W. J. Hennessy. 

As a result of the manner in which this case was conducted the Commission 
opened a public hearing on February 17, 1941, for the purpose of investigating 
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the adequacy with which the Curb Exchange was enforcing its rules, particularly 
those relating to the disciplining of its members, On the basis of the facts devel- 
oped at this hearing, the Curb subsequently expelled the four members who 
previously had only been reprimanded and also one member; E. F. McCormack, 
who had not previously been suspected of splitting commissions. 

Prior to this hearing the Curb Exchange had at the request of the Commission 
adopted a plan to reorganize along lines similar to those of the New York Stock 
Exchange, and this reorganization was subsequently effected. 


Chairman He.tier. Now, Mr. Commissioner, I know that you are 
familiar with the Whitney case. It is my recollection—of course, I 
know that this is way before the time that you became connected 
with the Commission—that Whitney had been plundering the securi- 
ties of his customers as far back as 1926 and that by 1936 his illegal 
conduct became the regular practice. 

Commissioner McEntire. That is my impression. Moreover, Mr. 
Chairman, that is what the record shows. 

Chairman HEe.uierR. Now, is it a fact that the investigation by the 
Securities and Exchange Commission reveals that many persons on 
the top administrative level of the New York Stock Exchange had 
knowledge of Whitney’s functions, and defalcations before he was 
exposed? 

Commissioner McEntire. I am speaking from impressions; while 
I think that it showed some did, I do not know whether we could say 
that many did. Of course that is a relative term and I am sorry to 
say I do not have an independent recollection of how many were 
proved to have had that knowledge. 

Chairman Hetuier. Would you know—and if you do not know, 
could you furnish the committee with—the names of the people 
revealed in the course of the investigation by the SEC? 

Commissioner McEntire. I do not know. I will check what 
information we have in that regard. 

Chairman He.tuer. And in that connection, would you also advise 
us whether any proceedings were instituted against any of these 
people, who you will name, by the SEC? 

Commissioner McEntire. I will be glad to supply that infor- 
mation. 

Chairman Heuer. And in the event no proceedings were insti- 
tuted, would you be able to tell this committee why the Commission 
did not institute proceedings? 

Commissioner McEntire. I do not know whether I can or not. 

Chairman Heuer. If there is such a record? 

Commissioner McEntire. If there is such a record I will, of course, 
be very happy to. It is hard enough, I might add, sometimes to 
recollect exactly all factors that motivated your doing or not doing 
something in your own administration and I find sometimes I am 
pretty much guessing what my illustrious predecessors may or may 
not have had in mind. 


Tue Watney Case: RELATION TO REORGANIZATION OF NEW YorK Stock 
EXCHANGE 


Richard Whitney’s use of other people’s securities for his own purposes has been 
traced back as far as 1926, when he used stock belonging to the estate of his 
wife’s father, of which he was executor, as collateral for a personal bank loan. In 
addition to customers’ securities, he also misappropriated those of the New York 
Stock Exchange Gratuity Fund, of which he was a trustee. Evidence indicates 
that with the passage of time he became constantly more involved, and beginning 
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in 1936 misappropriations became his regular practice. In the latter part of 1937 
and early 1938 he negotiated over 100 loans aggregating more than $27,000,000. 

The New York Stock Exchange first undertook an investigation of Whitney 
in January 1938, as a result of a specialist reporting ‘‘distress selling” of securities, 
the apparent source of which was Richard Whitney. This clue subsequently 
proved to be without substantial foundation in fact. However, an examination 
of the financial questionnaire submitted by Richard Whitney & Co. led to an audit 
of its books and records and revealed the misconduct and illegal practices which 
resulted in the suspension of Richard Whitney & Co. for insolvency on March 
8, 1938, and subsequently to Richard Whitney’s expulsion from the exchange on 
March 17, 1938. Whitney was later indicted by a New York State grand jury, 
charged with grand larceny in the first degree, and sentenced on April 11, 1938, 
to an indeterminate term of 5-10 years on each of two indictments. Also, on 
March 17, 1938, two of Whitney’s partners, Messrs. E. D. Morgan, Jr., and H. D. 
Mygatt were suspended from membership for a period of 3 years. While these 
two partners claimed to have had no knowledge of the wrongful acts of the Whitney 
firm, they were found guilty for the reason that a member 1s responsible under the 
exchange constitution for the acts of his firm. 

The Commission first received information concerning Richard Whitney’s mis- 
conduct and the financial distress of his firm on March 7, 1938, and on the following 
day, March 8, 1938, commenced on investigation of the books and records of 
the Whitney firm. Following this investigation, on April 6, 1938, the Commission 
ordered that a public hearing be held to ascertain all the facts and to determine 
whether there was necessity for additional legislation or rules and regulation 
affecting national securities exchanges. 

Testimony at the Commission’s hearings, which were held on 14 days between 
April 8 and June 29, 1938, disclosed that the criminal acts of Whitney covered a 
period during which he held successively the offices of vice president and president 
of the exchange and served as a member of several of its important committees. 
The fact that Whitney was borrowing money and in financial difficulties appears to 
have been known to a number of persons high in the financial community, including 
Messrs. E. H. H. Simmons, Blair 8S. Williams, L. Martin Richmond, Kenneth B. 
Schley, and Harry Durning, all members of the exchange or partners of member 
firms, and Roland L. Redmond, counsel for the exchange. In addition, Messrs. 
George Whitney and Thomas W. Lamont, partners of a member firm, had know]- 
edge not only of Whitney’s financial difficulties but also, for a period of several 
months prior to the public disclosure thereof, of his criminal conduct as well. 

The testimony indicated the existence of an unwritten code of silence in stock 
exchange circles, respecting the financial condition or misconduct of a member. 
It was further brought out that there was no compulsion to disclose the existence 
of loans to any authorities and that there was no prohibition against an exchange 
official borrowing from or loaning to exchange members. Thus Whitney, as a 
member of the exchange fraternity, was able for years to hide his misconduct. 

Although the exchange acted thoroughly and expeditiously in this case, the 
action was after the event and punitive rather than preventive, and the necessity 
for revision and improvement of the business methods, supervisory activities, and 
archaic system of exchange management was plainly evident. The hearings 
served to reemphasize the request, made by the Commission to the exchange in 
1937, to work out a satisfactory plan of reorganization. A program of reforms, 
drafted in cooperation with the Commission, was approved by the New York 
Stock Exchange on October 26, 1938. This brought about the complete reor- 
ganization of the exchange and provided a modern administrative organization 
embodying the concept of a public institution rather than the philosophy of a 
private club which previously existed, and no disciplinary action upon the part of 
the Commission was taken. 

However, the Whitney case, coupled with that of J. Chester Cuppia, involving 
the Curb Exchange, served to emphasize that the Commission was without ex- 
press.authority to compel compliance with exchange rules and that no remedial 
action could be taken without the active support of the exchanges. Therefore, 
on August 7, 1941, the Commission proposed amendments to clauses (1) and (3) of 
section 19 (a) of the Securities Exchange Act of 1934. (See SEC Report on Pro- 
posals for Amendments to the Securities Act of 1933 and the Securities Exchange 
Act of 1934, House of Representatives committee print, 71st Cong., Ist sess. 
(1941), pp. 38-39; Investment Bankers Assn. et al Report on the Conferences with 
the SEC and Its Staff on Proposals for Amending the Securities Act of 1933 and 
the Securities Exchange Act of 1934 (1941), pp. 267-269.) These proposels, 
which have never been acted on, would empower the Commission to suspend or 
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withdraw the registration of an exchange for failure to enforce compliance with 
the exchange’s rules and would also empower the Commission to suspend or expel’ 
an exchange member from his exchange for willful violation of an exchange rule 
which subjects a member to suspension or expulsion. 

Chairman Hetter. Mr. Commissioner, we discussed briefly the 
problem of brokers and dealers. 

From your study of the act, would you agree that among the major 
problems of security market regulation is the regulation of the activi- 
ties of the brokers, dealers, speculators, and floor traders? 

Commissioner McEntire. Yes; I think that is a fair statement. 
It is an important problem. I am not sure that, as of the moment, 
that conduct is not fairly well channelized and that any drastic steps 
are required or that any real grave problems presently confront us; 
but it certainly is, of course, an important item in the regulation of 
securities markets. 

Chairman Hetuer. Of the activities of the brokers, dealers, specu- 
lators, and floor traders, would you agree that the segregation of 
broker-dealer functions and the protection of the customers’ funds 
and securities are also major objectives of the act? 

Commissioner McEntire. Certainly as to the protection of the 
customers’ funds, I would say “‘yes.” 

As to segregation of functions, I would not be of the opinion that 
it was one of the major objectives of the act. It was a major question 
that puzzled the Congress quite obviously at the time the act was 
passed and, of course, as I am sure the committee is aware, the Com- 
mission was directed to make a study and to report on that subject. 
That was done and the report was filed in 1936. 

The recommendations of that report were that protective measures 
needed to be taken, but that absolute segregation of the two activities 
was not required; that the problem did not require that drastic a 
remedy. 

Chairman Hetuer. Well, now, Mr. Commissioner, many brokers 
and firms which act for customers also carry on underwriting and 
dealer businesses; do they not? 

Commissioner McEntire. Yes. 

Chairman Hewtuier. And, of course, customers who sell securities 
through brokers also receive dividends on securities held by the 
broker. 

Commissioner McEntire. That is correct; that is, many of them do. 

Chairman Heuer. These funds are referred to as customers’ credit 
balances; are they not? 

Commissioner McEntrre. Yes, sir. 

Chairman Heiuer. And are these securities frequently held in a 
street name? 

Commissioner McEntire. Yes; they frequently are. 

Chairman Heuer. Is there any requirement at all that a broker 
segregate the customers’ credit balance from his own fund or funds 
of other customers? I am talking about arule. It is not in the act, 
I know. 

Commissioner McEntire. I believe there is no express rule so 
requiring. There are many rules dealing with brokers’ practices and 
there are certain safeguards thrown up and I am quite sure they are 
very effective in protecting customers, but there is no rule that 
requires absolute segregation of customers’ free credit balances in a 


separate account. 
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Chairman Hetuer. That would be your opinion as to whether 
such a rule should be promulgated? 

Commissioner McEntire. Mr. Chairman, that would, in common 
with many other things in connection with the segregation matter, 
be me if it could be done in a practical way. It is physically possible 
to do it. 

The question segregation of balances raises is whether or not the 
evil or the possibility of evil, or the possibility of loss is sufficient to 
require a high degree of regulatory action. 

here are occasions when there are losses by the customers, of 


course. 

Fortunately those losses have been, and I think because of the rules, 
much minimized. 

In such matters, the question that the Commission must decide 
under its rule-making power, is the old familiar one, as far as lawyers 
are concerned, of balancing the equities; that is, is the evil sufficient 
to require the stringency of the proposed remedy? 

We have never felt in this connection, or have not felt since I have 
been with the Commission, that such drastic action was necessary; 
that the evil called for that type of treatment. 

Chairman He.tuirr. Would you have a record indicating to us 
what the loss to customers has been in this situation during the past 
10 years? 

ommissioner McEnmnire. I will have to plead ignorance on the 
exact status of the record, but we will be glad to do what we can. 

Chairman Heuer. Give us what the record discloses. 

(The following information was later submitted:) 


Investor Losses Resvun.tinc From Misuse or Free Crepit BALANCES 


Unfortunately, we do not have available information which indicates the loss 
to customers resulting from the practice of broker-dealers using customers’ free 
credit balances. Attempts to collect such information im the past have proved 
too difficult and impractical to undertake and it was found that the results of any 
such attempt would be inconclusive. 

In January 1940, consideration was given to making such a study. During 
the 4 years preceding that date, there were 100 broker-dealers who had become 
insolvent. It was found that in only 38 of the 100 cases were there any shortages 
involved. In studying these files, it was found virtually impossible to obtain 
conclusive figures as to what proportion of the shortages in these 38 cases resulted 
in losses to customers as distinguished from losses to other creditors. 

In December 1941, consideration was again given to reviving this project. 
Because of the difficult analytical task it presented, and with the then existing 
shortage of manpower, it was felt that it would be unwise to undertake it. 

For the foregoing reasons, the best assistance we can give the committee on 
this point comes from a generalization of the problem. To accomplish this, we 
have discussed the matter with members of the Commission’s staff and, accord- 
ingly, would like to offer the following comments and observations: 

\V henever a broker-dealer gets into financial difficulties, there is inherent in his 
situation the possibility that funds and securities coming into his possession may 
be misappropriated. Not all broker-dealers who get into financial difficulties 
succumb to this temptation—but some of them do. 

If a broker-dealer in financial difficulties is going to succumb to the temptation 
to misappropriate, generally speaking he will do so with any funds or securities 
which come into his hands and segregation as to the customers’ securities aud 
customers’ free credit balances apparently would be a negligible deterrent. 

It must be borne in mind that a large proportion of customers’ free credit bal- 
ances are short-term credits because there is at least three days between purchase 
or sale and settlement. 
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Chairman Heuer. Now, is it fair to say that a broker who holds a 
customer’s balance occupies the same basis as a bank? 

Commissioner McEntire. I would not say the same basis, but he 
has a fiduciary relationship with that customer; yes. 

Chairman Heuter. Is he rather not a debtor? 

Commissioner McEntire. He is a debtor in law, but I am talking 
about the equitable and moral obligation that he has toward that 
customer. 

Chairman Heuer. At any rate, if the broker did not repay the 
customer, the customer has a claim merely as a creditor. 

Commissioner McEntire. That is correct; yes. 

One reason I dislike the bank example is that statute prohibits, the 
Banking Act of 1933 prohibits, brokers from being bankers. 

Chairman Hetuer. Nevertheless, it is true that brokers frequently 
use these credit balances to collateralize loans of securities from other 
brokers? 

Commissioner McEntire. They use them for various purposes; to 
collateralize certain positions that they take; they use them more or 
less generally in their business to some extent; yes. Of course, there 
are restrictions, you understand, as to what their gross commitment 
debt can be in comparison to their own capital. 

Chairman Heuer. In other words, if the customer wanted to sell 
short and gives an order to that effect to his broker, his broker will 
generally borrow the security from another broker and collateralize 
the loan with cash funds? 

Commissioner McEntire. They have to borrow and make delivery 
within the specified time. 

Chairman Heuer. Yes. 

Commissioner McEntire. When a broker does that, Mr. Chairman, 
-ouepi speaking, he gets the cash at the time of the short sale. He 

as cash coming in as a result of the short sale which is used for the 
purpose of borrowing securities for delivery. 

To be sure that money is in a degree the customer’s free credit 
balance, but against it there is certainly an obligation between the 
broker and the customer. 

Chairman Hetter. Is there any relationship between the amount 
of capital a broker must hold with relation to the cash funds of the 
customer? 

Is there any requirement under the rules? 

Commissioner McEntire. There is as to the total debt. 

Chairman Hetter. Yes. 

Commissioner McEntire. Let me see. That is the rule. That is 
the Commission’s rule X-15 (C) 3-1. 

Parenthetically let me say something at this point about this 
numbering system we have for rules. 

Chairman Heuer. Yes. 

Commissioner McEntire. The Commission, since it administers 
various acts, has found it expedient, and typically in connection with 
the Securities and Exchange Act of 1934, to key the rules to the statute 
and section of the statute under which the rules are promulgated. 
The prefix X on any rule indicates that it is promulgated under the 
terms of the Securities Exchange Act of 1934. 

For example this rule “‘15”’ means it is under section 15. The “‘e”’ 
indicates that it is under subsection ‘‘c’”’ of section 15 and the ‘3” 
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means that it is the third clause of that subsection, and the “1’’ at the 
end means it is the first rule so promulgated. 

So while it sounds very formidable, it is done with a perfectly 
laudable purpose, I believe, that makes the thing intelligible, if you 
understand the key to it. 

Chairman Hetuer. In other words, that is the Commission’s 
combination? 

Commissioner McEntire. That is the Commission’s combination 
on this particular problem. 

This rule, as I have explained is promulgated under section 15 (c) 
(3) of the statute and relates to the ratio of aggregate indebtedness to 
net capital. 

It is a rather extensive rule. I will not undertake to read it. 

Chairman Hexiuier. Will you just give us that again? 

Commissioner McEntire. The ratio of the aggregate indebtedness 
to net capital. : 

Without all of the technical terms, in substance it provides that a 
broker cannot have aggregate indebtedness of over 20 times his net 
capital. At first glance that sounds like many times aggregate in- 
debtedness. That is offsetting the very, very many credits and very 
many items where he will own securities or he will have claims against 
the same parties he is indebted to that offset them and the rule is an 
attempt to see that there is a respectable equity cushion before a 
broker-dealer commits himself heavily. 

Chairman Heuer. How is it ascertained by the Commission as to 
whether the brokers do maintain this equity? 

Commissioner McEntire. The broker is required to file a financial 
statement with us annually and on occasions our inspectors go into 
brokers’ offices and inspect their books. 

We check both the annual reports and all of the inspection reports 
as they are made to see that the rule is observed. In addition to that 
we spot check in cases where there may be any doubt or where par- 
ticularly adverse market effects are indicated or something of that 
kind, to see that the capital rule is observed. 

Chairman Heiier. How many brokers are there in New York, for 
example? 

Commissioner McEntire. There are just under 4,000 brokers in 
the country and about 30 percent of them are in New York. 

Chairman Heuuer. Of the 4,000 brokers in the country, what 
percent of that number have been checked by the Commission? 

Commissioner McEntire. During the past 5 years; that is as of 
June 30, 1951, a total of 4,003 inspections have been made. Some of 
them have been inspected more than once. 

Chairman Heuer. In 5 years? 

Commissioner McEntire. Yes, sir. 

Chairman Hetier. What was that total? 

Commissioner McEntire. Four thousand and three as of June 3, 
1951. 

There were still about 1,250 firms that had never been inspected. 
— are several explanations I think that ought to be made as to 
that. 

Chairman Heuer. Yes. 

Commissioner McEntire. In the first place, we know some of 
those, while they are still registered, are inactive, or they are so in- 
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cidentally in the securities business that there is not much purpose or 

need in checking them. Some of them are in very highly specialized 

businesses, such as dealing in oil royalties, which are securities and 

dealers in them have to be registered, but there is no trading in 

ordinary securities. They sell an oil royalty and deliver it. There 

is no customer free credit balance and no general dealing with the 
ublic in the sense that we think about, or talk about as securities 
rms. 

Some we simply had to decide not to inspect, because of the limi- 
tations in personnel and time and funds. me had stock-exchange 
audits regularly conducted and we have been omitting inspections 
for that reason. I do not want to attribute too much importance to 
that, because that is not the determining factor; but we have at- 
tempted, of course, to inspect those we had every feeling needed inspec- 
tion most, and after consideration we have used our discretion, using 
our personnel to the best advantage. 

Chairman Hetier. Do I understand you to say that the stock 
exchange audits these brokers regularly? 

Commissioner McEntire. Those that are members of the exchange, 
yes. 
Chairman Heuer. And how often are the accounts audited? 

Commissioner McEntire. I am not entirely sure. But it seems 
to me it is annually, but I would have to check on that. 

Chairman Hetuer. Would you not say, Commissioner, that it 
might be a pretty good idea to have the Commission audit all of 
these brokers’ accounts on an annual basis? 

Commissioner McEntire. I certainly would, Mr. Chairman. 

If you can figure out how we can get enough funds and enough 
apg spe to do it, I will assure you we would like very much to do so. 

e feel that we should, but it has simply been a proposition of cutting 
cloth to cover the animal as best we could with what cloth we had. 

Chairman Heuer. But it would be a legitimate function of the 
Commission to do that? 

Commissioner McEntire. I feel it would, very much so, sir. And, 
as a matter of fact, I think to the degree, as the chairman mentioned, 
the relationship of banker and depositor is analogous, I think that our 
function would be in many respects comparable to that of bank 
examiners. 

In addition, I think—if I could inject this one thought—that the 
inspection program is not only a policing program, but my observa- 
tion is it is generally very helpful to the people who have been in- 
spected. We have letters expressing appreciation for the fact that 
our employees inspected and made helpful suggestions that good 
business practice would call for this or that or the other thing. 

Initially there was a great deal of resistance to keeping certain rec- 
ords. I have particularly in mind a position record which we insist 
larger houses that have considerable amounts of stock should keep. 
A — many of the firms were adamant about that and did not want 
to do it. 

Through our inspection program we gradually kept pointing that 
out and insisting on it, and some brokers now say, ‘We don’t know 
how we ever got along without it. Thank you for showing it to us.”’ 

Chairman Hetuer. Has the Commission ever made a recommenda- 
tion to the Congress about the procedures to be followed? 
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Commissioner McEntire. Yes, Mr. Chairman, we have very 
pointedly urged that every year in our appropriations here, and 
think we have called it to the attention of Congress in other ways and 
at other times. There have been public speeches about the necessity 
for inspections. 

Chairman Heuer. At any rate you personally would recommend 
it? 

Commissioner McEntire. I personally would recommend it. 

I hope I can make that clear. I do not think I need to before this 
committee, but very seriously, I do not believe that objective is am- 
bitious empire building such as sometimes goes on in Government 
departments. And I believe I have already testified on another oc- 
casion to this committee that the SEC has been reduced in personnel 
very sharply, until today we have less than half the number of em- 
ployees we had some 11 or 12 years ago. 

I do not say that we need twice the employees we have now. I do 
not say we need as many as we did in the formulative days, but I do 
say that the volume of work, streamlined as we have been able to make 
it, is sufficiently heavy that we do need more personnel than we have. 

The inspection program is one of the needs that I think cries the 
loudest for attention. I do not want to be an alarmist. I am very 
hopeful that no member of the public loses in any of his transactions 
because of insolvency or impaired financial position of brokers. If it 
is not a question of solvency, it is a question of business practices, it 
is a question of fraud, of violations of the various provisions of the 
act. But I do know that while most of the 4,000 brokers are very 
high principled and very fine individuals or firms, you do have some 
that are on the borderline. 

Policing those, watching them and being able to be present now and 
then in their places of business, has a good effect on all of them. I feel 
very keenly on this, Mr. Chairman. If the Commission has the re- 
sponsibility, and I as a member of the Commission am charged by 
statute with doing this kind of a job, I have a very frustrated feeling 
when I simply do not have the funds or the help to carry it out. It is 
a serious problem for us. If we are going to be cut down, if it is neces- 
sary in the over-all interest of the Government and the taxpayers, all 
right; but please, then, relieve us of some of the duties that we have, 
because we are now stretched just as thin as it seems to me that we 
possibly can be. 

In places, such as the chairman has pointed out here, we are 
stretched, to what I think, is too thin to the point that the investor, 
the customer, is not getting the degree of protection which the law 
— that he should have, and which, I think, as long as that law 
is on the books, he ought to be given. 

Chairman Hetier. Mr. Commissioner, from your very fine expla- 
nation I gather, then, that a broker can use any part of a customer’s 
cash, his cash funds so to speak, for his own dealer transaction; is that 
not so? 

Commissioner McEntire. I believe that is correct, yes, sir; pro- 
viding he has capital to meet the aggregate indebtedness rule. 

Chairman Hetuer. Under section 8 (d) of the act, the securities 
of a customer may not be loaned without his consent; is that not 
correct? 
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Commissioner McEnttre. That is correct, as far as his securities 
are concerned ; yes, sir. 

Chairman Heuer. But, as I understand it, there is no require- 
ment with respect to a customer’s free credit balance; is that correct? 

Commissioner McEntire. There is no comparable requirement; 
that is correct. 

Chairman Heiter. What is the reason for that distinction? 

Commissioner McEntrre. Perhaps it is a little presumptuous for 
me to decide exactly what the Congress had in mind when it passed 
this act, but I think I know. 

Chairman Hetter. What is your opinion? 

Commissioner McEntire. There are a number of distinctions 
between money and securities which justify the different treatment 
of them in the act. If a broker owes a customer money, the amount 
of the debt is ascertainable whether or not the stock market fluctuates. 
On the other hand, if a broker-dealer owes a customer securities, the 
debt is subject to the vagaries of market movements. Securities may, 
and frequently do, have a scarcity value, particularly if there are 
large short positions. A customer with a free credit balance in his 
favor has no rights other than the right to obtain a specified sum of 
money on demand. In the case of customers’ securities held by a 
broker, however, the customer has stockholder or bondholders’ rights 
in addition to the right to receive a specified number of shares or 
specified par amount of bonds. The customer has the right, for 
example, to vote his shares of stock. His right may be important, 
especially if there is a contested corporate election or issue. These 
considerations are reflected in the act by the different treatment of 
customers’ securities held by brokers and customers’ free credit 
balances. 

Of course, the statute requires that a broker obtain the consent of 
his customer before he borrows or uses the customer’s securities. 

By and large, consents are given freely and frequently. A great 
many brokerage houses, in fact, I suppose most of them, get consent 
from their regular customers to use their securities for business pur- 
poses. 

When a customer has due and owing from a broker some money, I 
think the Congress conceived that in the popular mind the customer 
simply thought that the broker owed him so much money, and-I 
think it was felt that there was not the potentiality for misrepresenta- 
tion if money was involved would be if X number of shares of stock, 
of a certain corporation were involved. 

Those are the considerations that have occurred to me. Maybe 
there are others that motivated Congress that have never struck me. 
I think that was the basis for the distinction. And I think there is 
a certain amount of logic in it. But in any event, that is the statute 
as it was given to us, and that is the way we are administering it. 

Chairman Hetier. Mr. Commissioner, has the Commission ever 
adopted any rules governing the use of customers’ free credit balances 

Commissioner McEntire. Not that I know of, Mr. A -ecmeval 
except as they are inferentially dealt with by some of the other rules 

In the 1941 amendment program, which | am sure you have heard 
much about, there was a proposal, by the Commission to have the 
act amended to give us direct power over brokers to take action 
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with regard to free credit balances. I will have to confess that I 
do not know the exact terms of that recommendation. 

I also am informed, Mr. Chairman, that in 1946 consideration was 
given to the possibility of promulgating a rule under section 15 (c) (3). 
] am sorry to say that I do not have any recollection of exactly what 
the provisions of that rule were. 

1946 is a pivotal date, since I was not on the Commission during 
the first portion of that year and during the last portion I was too 
green to be able now to recall exactly what that proposal was. ~ 

However, it was discussed only informally. It never got to the 
stage of being formally proposed, or put out for comment, and 
nothing was ever done on it. 

Chairman Hetuer. I recall that that was the time at which you 
testified that you were cutting your infant teeth as a Commissioner. 

Commissioner McEntire. That was the time. 

Chairman Hetier. Commissioner, could the Commission compel 
the exchanges to adopt a rule which would require the brokers to 
deposit these funds in a special trust account? 

~ ceased McEntire. My offhand judgment is we probably 
could. 

Chairman Hetier. Then an amendment to the law would not be 
required; is that not so? 

Commissioner McEntire. Well, that is, as far as exchange members 
are concerned. 

Chairman Hetier. At any rate, would you recommend an amend- 
ment in that respect? 

Commissioner McEntire. If an amendment were necessary, I 
think it might be wise to have the Commission armed with that power 
on the other hand, I would have to consider carefully whether or not 
all things « considered it would be necessary to exercise the power 
rigidly, if given, because as I say, it comes down again to the question 

how extensive, how rigid you need to make the rules in order to 
protect the public reasonably. I think both reasonable and adequate 
protection ought to coincide. 

On the other hand, it is possible, Mr. Chairman, I believe, to 
strait-jacket this business, each rule having in itself a perfectly 
laudable purpose, but getting the entire business to the point where 
it is hard to operate, and where the expenses of operation would be 
so much increased that it would cost the public money to finance the 
industry and to keep people in it. 

The proposal to segregate absolutely the functions of a broker from 
those of a dealer would require, in effect, a duplicate set-up. You 
would have, in effect, two securities industries built up, where one has 
traditionally always existed, and exists today. 

That would require higher spreads. On a distribution of a new 
security it would be necessary for issuers to pay greater commissions 
because the whole machinery of that segment of the industry would 
stand by solely to make these distributions. 

On the other hand, the brokerage business which has traditionally 
been done on a relatively thin margin, that is, a narrow scale of com- 
pensation, or modest compensation would probably have to increase 
its commission rate as well because the remuneration from under- 
writings would not be available to supplement it. 
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And I think such an industry structure would call for duplication 
of facilities that would cost the people money. Those are hard things 
to generalize on. Yet, I do not know any way to answer the questions 
implicitly raised except to be general. 

Chairman Heiter. Commissioner, as I understand it, the Com- 
mission may require segregation in the case of brokers and dealers en- 
gaged in over-the-counter securities transactions; is that correct? I 
think that is provided in 15 (c) subdivision (3). 

Commissioner McEntire. I think that under 15 (c) (3) the Com- 
mission could promulgate a rule or regulation which would accom- 
plish that purpose. 

Chairman Heuer. At any rate, a like power to compel segregation 
does not exist in the instances of the broker dealing in listed securities? 

Commissioner McEntire. You mean a broker dealing on an ex- 
change? 

Chairman Heuer. Yes, on an exchange. 

Commissioner McEntire. Yes, that is right. As a matter of fact, 
of course, exchange members—while there are exchange members in 
underwriting groups—do a heavy proportion of their business as 
brokers and not as dealers. Conversely, in the over-the-counter 
market, the great preponderance of business is conducted as dealers 
and not as brokers. 

Chairman Heiier. Commissioner, the Commission has the power, 
has it not, under section 6 (b) to compel the exchanges to adopt a rule 
requiring segregation of both customers’ securities and their free credit 
balances? 

Commissioner McEntire. We might do it, perhaps, more readily 
under 19 (b). 

Chairman Heuuer. Then I will make reference to 19 (b). 

Commissioner McEntire. Yes, 19 (b) provides, in a rather left- 
handed way, for that. That is, the Commission has to, in effect, 
issue a show-cause order, and then upon that record to require or to 
supplement the rules of the Exchange with respect to such matters as 
safeguards in respect of financial responsibility of members and ade- 

uate provision against the evasion of financial responsibility through 
the use of corporate forms or special partnerships. 

Chairman Heuer. Has the Commission ever exercised that power, 
to your knowledge? 

tlc e canting AF We have used 19 (b) in one instance, 
but not in this particular field. 

Chairman Hetuter. Is it not possible, as the rules now read, to have 
another Whitney fiasco, in your opinion? 

Commissioner McEntire. In my opinion, it is possible we could 
have a fiasco. I doubt if it is possible that it would be one of the same 
kind, and certainly I do not think it is probable that it would be. 
Please do not misunderstand me, there are opportunities for chicaner 
as long as the millennium has not arrived, and human beings are suc 
as they are. 

I think, though, that the potentialities for speculation have been 
very greatly reduced, and I do not think that you could have another 
one of that kind, sir. 

Chairman Hetier. What effect, if any, do these free credit bal- 
ances contribute to speculation? 
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Commissioner McEntire. They may have some such effect, but I 
think it is rather slight. I think that possibility is covered by prohibi- 
tions on excessive trading, and limitations on what exchange members 
and broker dealers in the over-the-counter market can do in relation- 
ship to their capital and size of their enterprise in the normal and 
ordinary course. 

While of course there are funds that are there, I do not think that 
there is a great degree of incentive toward speculation just because 
free credit balances are present. 

Chairman Hetiter. Commissioner, would you be kind enough to 
give this committee, or, describe to this committee, the functions of a 
specialist? 

Commissioner McEntire. Yes; I will be glad to attempt to. By 
and large, a specialist is a member of the exchange who has been 
designated by it to make a market in a particular security. 

1 securities, or all actively traded securities have specialists who 
deal in them. The specialist, is generally one who stands at the post 
where the particular security is traded, who stands ready to buy or sell 
that security in certain amounts, depending on the size and the kind 
of market. He does not agree to buy all that is offered, or sell on any 
bid, but he is both a broker and a dealer. That is, he is trading his 
own account, which account is supposed to be only sufficient for him 
adequately to make a market. 

His function is such as to bring some degree of order out of the widely 
divergent bids and offers in that particular security. 

He is, of course, policed by the exchange, and the exchanges watch 
his functions and his activities closely. He has, of course, a certain 
advantage in that he perhaps knows more about the state of the market 
in that particular security than anyone else, because offers to buy 
come in to him and are recorded, even if they are somewhat below the 
present market; offers to sell come in to him and he has those recorded, 
even if they are somewhat above the present market, or any offers 
that he has. 

He is charged primarily with a responsibility of seeing that there is 
not too wide a market with offers of, let us say, 36% and bids of 32, 
and nothing in between. He is required to step in there and quote 
and form a market between the two. 

As I say, he has in what is commonly know as his book—which is 
simply the recording of the various offers and bids that come into 
him—some idea about what the public taste for that security is, or 
what the public’s ideas about the value of it are. 

On the other hand, he is prohibited from cleaning out the book. 
He cannot simply trade against the public customer. 

I do not know whether that is an adequate picture of what the 
specialist does or not, but that, in essence, is his function. 

He has responsibilities along with it. It is not all pie in the sky, 
by any means. He has got to make some stock available, if he can, 
and he is supposed to be able to. He has financial responsibility, and 
on occasion he has got to take stock, even if nobody else wants it, 
to provide a market, and to make for liquidity of the market. 

Whether a specialist is performing his function or not will depend 
largely on the kind of stock it is, the degree of activity in the market, 
the amount that is offered. He is not required to stand and make a 
market out of his own pocket for everybody who wants to sell when 
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absolutely nobody wants to bid; and, conversely, he is not required 
to — stock for everybody who wants to buy if nobody else wants 
to sell. 

But he is a middleman who supervises that particular market in 
that stock and sees that it is within range; that there is a reasonable 
quotation on it, so that if you own some of that stock you can have 
a decent idea about what it is worth, what you can sell it for, and 
that, in effect, you can sell it for in normal! situations. 

Chairman Hetier. You have mentioned a stock right along in 
your reply, and I just want to ask this question: A specialist is not 
confined to a particular stock; is that not so? 

Commissioner McEntire. The specialist is a specialist in a par- 
ticular stock. 

Chairman Heuumr. Or a group of stocks? 

Commissioner McEntire. Sometimes, in relatively inactive stocks 
or the less active stocks, he may have more than one. He may have 
two or three, or | suppose, even as many as a half dozen. But as far 
as being a specialist is concerned, his functions as a specialist are very 
narrowly limited to the number of stocks that he has. 

Chairman Heuer. At any rate, several people can be specialists 
in a particular stock? 

Commissioner McEntire. I would not say several. There can be 
more than one. For the most part, there are very few, except the 
most active ones, where there is more than two, I think. 

Chairman He tuer. Is it not a fact that a specialist has considerable 
opportunity for manipulative activities? 

Commissioner McEnmire. Yes; without policing. That is the very 
reason that specialists are policed by the exchanges. Most of such 
policing grew out of the separation study, I think, that the Commis- 
sion made. 

Chairman Heiter. What rules of the Commission or the exchange 
cover the activities of the specialists in policing them? 

Commissioner McEntire. The rules of exchanges are very detailed, 
but in the main a member who acts as a specialist is required to 
restrict his dealings for his own account in the security in which he 
is a specialist to those transactions which are reasonably necessary 
to permit him to maintain a fair and orderly market. 

The purpose of that rule is to prevent the specialist from effecting 
transactions to the detriment of persons whose orders he holds. 

Chairman He.iuer. What is meant by “fair and orderly market’’? 

Commissioner McEntire. There are many factors but the prin- 
cipal hallmark of a fair and orderly market is usually considered to 
be whether there is a relatively narrow spread between the bid price 
and the offering price and whether or not there is wide fluctuation 
from transaction to transaction. 

Again, that is all relative, of course, to the general state of the 
market. But the idea is that you would not have one print on the 
tape, again at 32, and then the next one at 34, and then another one 
at 36, and then one back to 31. That would be a disorderly market. 
And it would, of course, put every investor that has got some of that 
stock in a quandary as to what his security is worth. 

The specialist is supposed to keep the market fair and orderly and 
he is not supposed to do anything more than that. To the extent 
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that the exchanges are successful in policing that rule—and I think 
by and large they are successful and any breaches of it are very much 
the exception—I do not think that the specialist does have any very 
great opportunity for manipulative practice. 

The safeguard, I think, works pretty well. 

Chairman Hewtuer. Do specialists create market trends, in your 
opinion? 

Commissioner McEntire. No; I don’t think they do. I think 
there was a time when they did, but at the present, I do not feel that 
the specialists create market trends. 

Chairman Heuer. A specialist can buy on his own account, can 
he not? 

Commissioner McEntire. He can buy for his own account, but 
in the security in which he is a specialist he can only buy to the extent 
necessary to maintain a fair and orderly market. He cannot start 
acquiring that stock hand over fist. 

Chairman Heuuer. There is a limitation; is that correct? 

Commissioner McEntire. That is right. 

Chairman Heuer. And is it because of this limitation that it is 
your opinion that he cannot create these market trends? 

Commissioner McEntire. Yes, that is right. And in the absence 
of that limitation, I think, conversely, he probably could. 

Chairman He._ier. Commissioner, can you tell us what the func- 
tions of floor traders are? 

Commissioner McEntire. Floor traders are members of the ex- 
change who deal for their own account only. Their functions are 
buying and selling securities as they themselves see fit. 

Chairman Heiter. Do they act as brokers? 

Commissioner McEntire. No, I do not think they do at all. Asa 
matter of fact, one doing a brokerage business, can only trade for his 
own account off the floor. He cannot owe dual loyalty, that is, be a 
broker and be trading on his own account while he is physically on the 
floor in that dual capacity. 

Chairman Heiier. Can they, to any extent, influence market 
trends? 

Commissioner McEntire. There has been-a great deal of discus- 
sion about that. I think, again, at one time they could, and did. 
We were quite concerned about floor traders. We even went so far 
at one time as to feel that we should prohibit floor trading entirely, 
which is within our authority under the act. The exchanges repre- 
sented to us very strongly that we should not take that step, and the 
Commission did not take the step. But very definite restrictions were 
placed upon their activities in an attempt to obviate the problem. 

Those restrictions—and I am not attempting to be technical, I will 
be glad to give them to you exactly—are for the purpose of seeing that 
floor traders do not compete unfairly with a public order. If a public 
order hits the bid, the floor trader must step back. He cannot take 
all of it, even if the public does not want to. The rule was relaxed 
slightly to permit floor traders greater freedom of latitude so long as 
they were operating below the previous day’s close. 

So they were given a little more latitude, relatively recently, than 
they had before. 
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The reason that the exchanges assigned for urging us not to do away 
with the floor traders is that they do perform a valuable service in 
some cases—in many cases, [ am sure. They are present, they are 
ready to make a market sometimes when the specialists, simply 
because of limitations of finances, and so forth, cannot. And if, at a 
particular time, selling pressure hits the market in a particular security 
apart from a market trend, just on some security, for some reason, the 
predominance of orders is to sell—there is no particular reason, except 
many people all over the country decide to sell—there is potential 
buying power that will come in. And floor traders are, in effect, told, 
‘Now, come on, here, you are supposed to be performing some usefu! 
function here. Here is stock that is coming in and at the moment 
there are no orders. Now, come on, make a bid on this.”” And 
they make bids. 

And the floor traders will sell later, and they do tend, I think—and 
the exchanges certainly urge that they do—to iron out these wide 
fluctuations. 

On the other hand, there is inherent in their being on the floor 
ability to follow trends somewhat more quickly than the public can, 
and for those reasons, it has been necessary to surround them we 
think with these restrictive rules which, in my judgment, do away 
with most, if not all, of the potential harm to the public that comes 
from their operations. 

I think the whole floor-trader question is somewhat more debatable 
‘ than the specialist question, but I think it is obvious, from the position 
I have taken, I have never bad it demonstrated to me that the problem 
was so grave, or that these safeguards were so ineffective that on 
balance floor traders were not, as restricted, a helpful market factor. 

Chairman He.tter. From your answer, is it fair for me to deduce 
that floor traders do have an advantage over regular investors? 

Commissioner McEntire. They do, except as these rules restrict 
them. They have an advantage from the standpoint of standing 
there and of seeing what is going on on the floor of the exchange from 
minute to minute, and they probably can sense a market trend faster 
than you could or I could at our offices, going about our own business, 
where we do not know anything about it unless we happen to see it in 
the newspapers or get a call from our broker or our broker’s customer 
man that something is going on. Yes; they have that advantage from 
making it their business. I do not know as they have got any par- 
ticular advantage over somebody sitting in a board room watching a 
tape. If they have any advantage over him it is a very narrow one. 

Chairman Hetuer. Do the exchanges regulate these floor traders? 

Commissioner McEntire. Yes; floor traders are required to report 
to them. 

Chairman Heuer. In what way do they do that? 

Commissioner McEntire. Under the exchange rules, which, again, 
were put in at the behest of the Commission, the exchanges require 
daily reports from the floor traders on their transactions, and they 
can watch and do watch and do police them quite well, I think. 

Chairman Hetuter. I do not recall whether we asked this question, 
but I will do it at the risk of being repetitious: Commissioner, what 
position, if any, has the Commission taken respecting the segregation 
of broker-dealer functions? 
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Commissioner McEntire. We have taken a position—I say ‘‘We 
have’’; the Commission in 1936 took a position—and, as near as I 
know, it has not been changed. Certainly it has not been since I 
have been there. 

Chairman Hetier. What was that position? 

Commissioner McEntire. The position was that, while there were 
certain conflicts inherent in the dual function and dual capacities in 
broker-dealer functions, safeguarding rules could and should be 
adopted, and have been adopted, which minimize that conflict to the 
point that it is not necessary, in the public interest, to make the 
segregation absolute. 

Chairman Hetier. Thank you very much, Commissioner. Again 
you have been very illuminating, and we have enjoyed having you 
with us today. 

Commissioner McEntire. Thank you, Mr. Chairman. 

Chairman Heiier. And we will meet with you again tomorrow at 
2 p. m., with your kind permission. 

(Whereupon, at 4:20 p. m., the committee recessed to reconvene 
at 2 p. m., Wednesday, February 6, 1952.) 
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House or REPRESENTATIVES, 
SUBCOMMITTEE OF THE COMMITTEE ON 
INTERSTATE AND ForEIGN COMMERCE, 
Washington, D. C. 

The subcommittee met at 2 p. m., pursuant to notice, in room 414, 
Old House Office Building, Hon. Louis B. Heller (chairman of the 
subcommittee) presiding. 

Present: Representatives Heller, McGuire, and Hall. 

Present also: Herbert Burstein, consultant counsel to the subcom- 
mittee; and Sam G. Spal, professional staff member of the Committee 
on Interstate and Foreign Commerce. 

Chairman HE.LuEr. The committee will be in order. 


TESTIMONY OF RICHARD B. McENTIRE, COMMISSIONER, AC- 
COMPANIED BY ARDEN ANDRESEN, OFFICE OF GENERAL 
COUNSEL, SECURITIES AND EXCHANGE COMMISSION—Resumed 


Chairman Hetuier. Now, let us discuss the proxy regulations, Mr. 
Commissioner. As I understand it, the failure of the present proxy 
regulation to insure the so-called corporate democracy, to which you 
releven in your testimony yesterday, results from the absence in the 
law of the power to compel corporations to solicit proxies; is that 
correct? 

Commissioner McEntire. That is one of the reasons. I do not 
want to be overly technical about it, Mr. Chairman, but I could not 
characterize the present situation as failure to get corporate democ- 
racy. I think great strides have been made. 

I think if the Commission was authorized by statute to require the 
proxy solicitation as an annual affair there would probably be more 
democracy than we have today. I did express, however, as I recall, 
rey katy ts about whether or not that should be made a hard and 
ast rule. 

I think the fact that a sizable segment of American corporations are 
outside the reach of the Securities Rechenes Act is really a much more 
serious problem. 

Chairman Hetter. In other words, there are substantial numbers 
of corporations holding substantial assets and controlled by minority 
stockholders which do not solicit proxies under the present rules and 
they cannot be required to solicit proxies; is that correct? 

Commissioner McEntire. That is correct. 

Chairman Heiter. And you would suggest that the law be 
amended so that they be permitted to do so? 
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Commissioner McEntire. I do not know that we have ever made 
any recommendations in that regard. It would seem to me that some 
authority to require, maybe not annual solicitations but at least 
solicitations at reasonable intervals, would be a valuable thing, and 
in most cases I should think annual solicitation would be desirable. 

My only doubt is whether or not we ought to-have a hard and fast 
rule that every corporation should solicit proxies every year. 

Chairman He.uer. Well, presently, if less than a quorum of stock- 
holders attends the annual meeting, the meeting adjourns, and the 
old minority directors continue to hold over; do they not? 

Commissioner McEntire. That is generally the situation. Of 
course, it will vary in accordance with the corporate laws of the 
various States. The laws of the individual State of incorporation or 
charter would control; but, in the main, I think your statement is 
correct. 

Chairman Heuer. This condition then exists year after year, since 
there is no present means for compelling large corporations whose 
securities are widely distributed and held a large number of stock- 
holders to solicit proxies upon an anunal basis; is that correct? 

Commissioner McEntire. That is correct. There is no such au- 
thority, and that condition does exist in many companies. 

Chairman Heuer. Accordingly, full disclosure and what will 
transpire at the annual meetings may be avoided by failure to solicit 
the proxies and to set out the information required under the proxy 
regulations. 

Commissioner McEntire. That is correct; there are such situations 
and, my impression is, quite a number of them. 

Chairman Hxeuuer. Now, I understand that both the New York 
Stock Exchange and the New York Curb Exchange require that, even 
if no proxies are solicited, annual reports must be sent to all stock- 
holders to inform the stockholders of what has occurred; but that does 
not give them the right to vote if the company does not solicit proxies. 

Commissioner McEntire. The New York Stock Exchange does 
have such a requirement. 

Paragraphs 13 and 14 of part II of the listing agreement of the New 

York Curb Exchange, listing form L, require that each corporation 
making scplcotnn tas listing will publish at least once each year and 
submit to its stockholders, and file with the exchange, at least 10 days 
in advance of the annual meeting and not later than 3 months after 
the close of the last preceding fiscal year of the corporation a balance 
sheet and a surplus and income statement. Such financial statements 
are required to be audited by independent public accountants. This 
requirement applies to 434 stocks fully listed and registered as of 
June 30, 1951. 
’. This requirement does not apply to the remaining 331 stocks which 
are admitted to unlisted trading privileges. However, a substantial 
number of their issuers report by reason of (1) listing on other stock 
exchanges, (2) registrations under various acts administered by the 
Commission (in addition to the 1934 act), and (3) requirements of 
other Government and State regulatory bodies. All of them publish 
reports, ranging from fragmentary to complete, and digests of them 
are available in the standard financial manuals such as Moody and 
Standard & Poor. 
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Chairman Hetuer. Now, under the proxy rule, one who is solicited 
for a proxy must be given the opportunity to specify at some point in 
the proxy form the action which is desires to be taken on each matter 
or on euch group of related matters as a whole. Is that substantially 
correct 

Commissioner McEntire. That is correct. 

Chairman Heuur. Before we proceed on the question that I just 
asked, I would like, Mr. Commissioner, to say that I am just curious 
about this proposition. 

Would it not be possible for the Commission under section 19 of 
the Exchange Act to compel exchanges to adopt rules requiring the 
mailing to stockholders of information respecting actions to be taken 
at an annual meeting even though the Commission cannot compel 
the solicitation of proxies? 

Commissioner McEntire. That would be a question of statutory 
interpretation. 

My offhand guess is that we probably could; yes, although, frankly, 
I have never given it any study and I have never analyzed the pro- 
posal in detail. 

I explained, I think, the whole section 19 procedure is a rather 
cumbersome and unusual type of regulatory authority; and, as I 
think I said yesterday, we must proceed cautiously in such situations. 

As to the question you asked, my curbstone judgment would be that 
we might, although I suspect we would have quite a time; I mean, 
a hotly contested and perhaps tenuous order to sustain, if it were 
attacked. 

Chairman Heiter. Has not that problem been litigated yet? 
Has there not been an adjudication of it? 

Commissioner McEntrre. I think none of the 19 (b) cases we have 
had has ever been appealed. 

Chairman Heiter. Would it be fair to say what constitutes a 
group of related matters is largely determined by the management 
soliciting the proxies? 

Commissioner McEntire. In the first instance, they certainly 
would like to and attempt to do so to a degree, and I think to a reason- 
ably sufficient degree; the staff of the Commission is able to parse out 
those situations, and insist as far as it is possible with our knowledge 
of the situation that they be spelled out with sufficient particularity. 

I think that is an area where you could have instances of abuses, 
but it has not come to my attention that it has, in the over-all situation, 
presented a particularly difficult problem. 

On the other hand, in cases where proxies are solicited, not subject 
to the provisions of the act, not subject to the supervision of the Com- 
mission, and not subject to anything except the whims of the corporate 
management which solicits, there is, as our studies have shown, 
grouping of everything under a miscellaneous heading, and indefinite 
nomenclature, so that the stockholder is simply not informed. 

That is one reason we have urged the amendment that we have. 

Chairman Hetier. Do you still urge that amendment? 

Commissioner McEntire. Yes, sir; we do. 

Chairman Heiter. Would it be fair to say that frequently matters 
which appear to have a relationship in theory operate as separate 
and distinct transactions? 
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Commissioner McEntire. Oh, yes. That is frequently true. 

Chairman Hetuier. Have you complaints of that kind 

Commissioner McEntire. No; not very many, Mr. Chairman. 

Let me say that proxy solicitation is by no means an unmixed 
blessing either for a corporation or for the stockholders. It is not 
a panacea for everything. The bulk of the troubles we have under 
proxy solicitations is in many cases from very earnest and devoted 
people, people who sometimes are what the average layman might 
consider cranks. We have a constant barrage of attempts to interject 
im eorprene affairs everything, including a Gallup poll on morals and 
ethics. 

I will give you an example of the kind of thing that takes up our 
time. I do not want to encumber the record unduly with it, but we 
have recently had a request of a stockholder—who I am sure is very 
sincere—to urge an investment company of which he is a member, 
submitting proxies for stockholder action, to sell all stocks of com- 

anies which are in any way connected with the liquor business, 
ecause he is an ardent dry. 

We have requests relating to “civil rights,’’ segregated seating on 
busses, for example, from persons trying to get stockholder action 
recommending to the board of directors they do this, that, or the 
other about segregation on busses in the South. 

We have requests from stockholders who insist that a woman 
ought to be on the board of directors of a cigar company, because it 
is asserted, feminine advice is needed to help overcome women’s 
dislike of cigar smoke. 

I mention these examples not because I do not believe in corporate 
democracy, notwithstanding the fact that many times some im- 
practical demands are made; but I do want to mention the type of 
problem we encounter in administering the act frequently arises from 
attempts to include these extreme stockholder proposals and others 
that may or may not have a thing in the world to do with the serious 
business of running the corporation. 

Perhaps, in the light of these explanations, you will see why I have 
not been willing in some of my previous answers to accept solicitation 
of proxies as an absolute panacea for all the complaints about cor- 
porate affairs. 

Chairman Hetier. Mr. Commissioner, does the Commission 
require that proxy solicitation materials be submitted to the Com- 
mission in advance? 

Commissioner McEntire. Yes; to the Commission; to the Com- 
mission’s staff. 

Chairman Hetuer. Is that a present requirement? 

Commissioner McEntire. Yes. They are submitted in advance. 
that is, the original solicitation by management or the original filing 
by groups opposed to management. They are screened by the staff. 
Suggestions are made as to what should be done or what should be 
changed; discussions are had with them. 

Chairman Heuer. Is that done where there are no contests? 

Commissioner McEntire. That is done where there are either 
contests or there are no contests. 

Chairman Heuer. I| see. 

Commissioner McEntire. Then follow-up literature has to be 
submitted just a day in advance of mailing, because in proxy contests 
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our experience has been that they get quite heated toward the dead- 
line, and we screen them very quickly. 

You understand, of course, we have no power to tell a person that 
they cannot send out anything. We do have the power to go to court 
to seek an injunction for violation of the proxy rules. 

If in the Cansinbesioa's judgment the violation is a serious one, we 
tell them that we cannot agree that the proxies shall go out. We can, 
and we do, on occasions, go to court to seek to enjoin the solicitation 
of proxies or the use of proxies that have been obtained in violation 
of the proxy rules. 

Mr. Bennett. Mr. Chairman, may I ask a question? 

Chairman Hexuer. Mr. Bennett. 

Mr. Bennett. In every case where a company sends out proxy 
statements, are they required to get approval of the SEC? 

Commissioner McEntire. They are required to file them with the 
SEC. We do not approve them as such. We screen them and we 
discuss them with them; that is, where the company is a listed com- 
pany and hence subject to the proxy rules of the Commission as 
provided in section 14 of the 1934 act. 

There are many companies that are not subject to the act and which 
we have nothing to do with. 

Mr. Bennett. A company like General Motors or one of the larger 
companies that sends out annual reports, and sends out proxies. 

Commissioner McEntire. That material is always filed with us. 

Mr. Bennett. What they do is to file it and go ahead and send it 
out? 

Commissioner McEntire. No; they file it 10 days before they mail 
it out. That is covered by rule X-14A-6. 

Mr. Bennett. Do you have any authority to stop a company from 
issuing the proxy statement as to its manner or form? 

Suppose you get it on file and you look it over and 

Commissioner McEntire. And we do not like it. 

Mr. Bennett. And you do not like it, what can you do about it? 

Commissioner McEntire. If we find it is in violation of the pro- 
visions or the rules which are very detailed as to fairness and give 
everybody a reasonable chance to express their opinion, or if we find 
anything wrong, not only with the proxy, but with the material sent 
with it, we can go to the appropriate United States district court, 
and seek an injunction against the use of that material. 

Mr. Bennett. With a proxy which sets up, as many companies 
have done for the last few years, pensions and retirement provisions 
for the officials of the company, some material is sent out, with the 
proxy, that indicates the nature of the pension plan. Do you look 
at the statements that the company files in connection with the proxy 
statement upon which the stockholder will vote, as to whether it is an 
accurate statement of facts, whether it actually accurately presents 
the picture the stockholder is going to be called upon to cast his vote? 

Commissioner McEntire. Well, the answer to that is yes and no. 

We look at the four corners of the instrument itself. We do not 
go out and conduct any audit of the company’s affairs or go beyond 
the instrument, or the additional material about that company which 
- filed or its annual reports which are on file with us and materials of 
that sort. 
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The staff members who process the proxy statements are the same 
people that handle the registration statements of these companies 
and we have, as I am sure as has been explained to the committee, or 
will be, one particular up of the staff, subject to controls and 
directly responsive to the Commission, through a director which 
handles General Motors’ filings, for example. e section, made up 
of a section chief, a couple o attorneys, and some security analysts 
and accountants, a small working task force, handle General 
Motors’ filings. "They have a certain familiarity with General Mo- 
tors and with the various groups of companies they deal with. 

So, they do not examine it cold. I do not want to give the impres- 
sion that they pick up a piece of paper and look at what is on it and 
that that is the extent of their examination. 

However, we do not go outside of the materials submitted and other 
materials that we have in the Commission files to check the material. 

As to matters of fact, most of the proxy statements contain state- 
ments of opinion that are hard to check. ‘The difficulties are not ques- 
tions, often, of misstatements, but questions of emphasis and ques- 
tions of opinion. 

Mr. Bennett. What if the proxy that the stockholder is voting on 
is on a plan to change the form of the securities of the corporation— 
say conversion of bonds to preferred stock, and vice versa—what kind 
of a study would you make? What authority do you have in that 
kind of a situation? 

Commissiorer McEntire. Nothing more than what I have sug- 
gested heretofore in the other contexts. 

We would certainly be sensitive to dissenters’ rights or the rights of 
appraisal stockholders might have. We would probably require, if 
it were not already voluntarily done, that notice of those rights be 
included in the material furnished. 

Mr. Bennerv. If a minority stockholder wrote in, after he got one 
of these proxies and complained that they were changing the form of 
securities, and told the Commission that in his judgment the proposal 
set forth by the company did not accurately state the facts, what 
would you do in a case like that? 

Commissioner McEntire. If it was apparent from what he fur- 
nished us that there was a very serious question about that, we would, 
I presume, investigate the matter and if we found that the statements 
were false, we would probably institute court proceedings to restrain 
the use of proxies that had been obtained on the basis of false infor- 
mation; but from the standpoint of exercising any judgment about the 
wisdom or lack thereof of the proposal, that is completely beyond our 
competency ; outside our field. 

Mr. Bennett. That is all, Mr. Chairman. 

Chairman Heuer. Mr. Commissioner, yesterday you testified that 
you believed that there ought to be no elimination or prohibition of 
ffoor trading in stocks. 

Commissioner McEntire. I said, I believe, there should be no 
absolute prohibition of it; yes, that is right. 

Chairman Heuer. Are you familiar with the report made by the 
Trading and Exchange Division issued on January 15, 1945? 

Commissioner McEntire. I am. 
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Chairman Hetier. Would you be good enough to look at page 44 
of that report, the first paragraph commencing with: 


We recommend the prohibition of floor trading in stocks— 


and so forth. 

Commissioner McEntire. Yes, sir. 

Chairman Heuer. Now, did you favor the adoption of the rule 
proposed by the Division in the 1945 report? 

Commissioner McEntire. That proposal was discussed before I 
got to the Commission. You see, I did not take office until about a 

ear and a half after that. However, there was still some discussion 
of it at the time I got there, so I do not want to be understood asseeking 
to evade the question on that basis. 

Chairman He.tier. Would you give us the benefit of your opinion 
with respect to that rule? 

Commissioner McEntire. The staff of the Division of Trading and 
Exchanges was quite adamant on the floor trading problem and did 
recommend, as indicated in the portion of their report from which 
you just quoted, that they thought absolute prohibition was the only 
solution to the problem. 

The Commission thought otherwise, acceding, I think to the repre- 
sentations made by the various exchanges that rules could be formu- 
lated which would curb the undesirable activities of floor traders and 
still preserve for the market place the advantages which they saw in 
the floor trading mechanism. 

I think you may recall, Mr. Chairman, that in an answer yesterday 
to a related question, I said that I thought the value of floor traders 
was a more debatable point than the value of specialists whose value I 
accept as being reasonably well established. I think floor traders do 
some good and it must be borne in mind that there are fewer floor 
traders now. 

The problem of floor trading has been minimized greatly since the 
1945 report, because there has been a very marked reduction in their 
number; restrictions have been placed on their activities; and ex- 
change supervision has been stepped up to a considerable degree, as 
the result, partially, I think, of this investigation and of the view that 
the staff took. 

I do not want to speak for the staff of the Division. I assume they 
will be here and can speak for themselves. But at the present time I 
believe that the staff members who spend their time working on these 
matters are relatively satisfied that the evils which they saw so plainly 
7 years ago, have been so minimized that they do not consider it a 
major problem at the present time. 

I can envision the time might come when it would again rise as a 
problem, although it is a bit hard to see how it could under the rules 
we and the exchanges have now. 

If that time came, I would favor doing away with them, because I 
do not think that their contribution is important enough that we ought 
to allow any material damage to be suffered by the public to keep 
them in business. 

On the other hand, I do think they add to the liquidity and to the 
orderliness of the market, and if circumscribed and kept in proper 
balance, by these rules, if potential abuses are restrained, then I think 
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there ‘eg no real public interest to be served by eliminating them 
entirely. 

Chairman Hetzer. Then it is your present view that this rule 
should be continued? 

Commissioner McEntire. Yes, I think at the present time the 
rules are adequate and any and all studies that I have made and 
anything that has come to my attention has confirmed that judgment 
in the present situation. 

I do, however, think it is a thing that the Commission ought to be 
vigilant about. We ought to continue to recognize the inherent 
et stg of unrestrained floor trading and what it might do, and 

think that from time to time we ought to keep checking on it as 
indeed we do by our continued surveillance of the markets. By the 
checks that we make on market activities, if any serious difficulty 
arises, or if floor trading or anything else becomes a major problem 
and contributes to a disorderly market or is adverse to the public 
interest, I think we can act in a reasonably short time. 

Mr. Bennett. Mr. Chairman, may I ask the gentleman a question? 

Chairman Heuer. Mr. Bennett. 

Mr. Bennett. The Commission did not follow the recommenda- 
tions of this Division? 

Commissioner McEntire. No, sir; it did not. 

Mr. Bennett. In this report? 

Commissioner McEntire. No. 

Mr. Bennett. Now, on page 45 of the report, in the last paragraph, 
the statement is made: 

In recommending that the Commission prohibit floor trading at this time, we 
are impelled by a sense of the particular urgency of the times. The rapid suc- 
cession of events which will precede and accompany the Nation’s transition from 
war to peace may occasion frequent public reappraisals of the value of securities. 
In such a period, floor trading is likely to have its maximum effect upon prices, 
for such trading thrives on instability and breeds instability in turn. uring the 
transition from war to peace, floor trading should not be permitted to contribute 
to the instability of stock prices lest those unstable prices add one more obstacle 
to the orderly functioning of our economy. 

Do you believe that the fears that were expressed here have been 
borne out by what happened in 1945 and in subsequent years; or is 
that a fair question? 

Commissioner McEntire. That is a fair question. 

I am not trying in any sense to dodge it. at the staff was talkin 
about in describing floor trading as they did in the language whic 
you quoted, Mr. Congressman, was the relatively uninhibited, un- 
proscribed trading that was done at various times in the past but 
could not be done today. 

If you are talking about turning floor traders loose on the floor of 
the exchange to buy or to sell without restraint or without restriction, 
so that they can do everything, hit any bid, make any offer they want 
to, in any amount they want, I would say that that statement 1s true; 
but such is not the case. 

I described yesterday to the committee, when you were not able to 
be in the room, in some detail, the kind of restrictions and kind of rules 
that now govern floor traders. In the first place, they must stand 
back and give way to the public. They cannot take all of an offering. 
That is, they cannot hit a bid and take it. They are restricted as to 
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the amount that they can take. They cannot buy to accentuate an 
upward trend, if that price is above the previous day’s close. 

There are all sorts of restrictions on them now. The restrictions 
were put in after this report. 

Mr. Bennett. The restrictions were put in after this report? 

Commissioner McEntire. Yes; all of them were; and what the 
Commission actually did, was to tell the exchanges, “‘ Now, straighten 
this thing up.” “We do not want to ban them entirely, but the 
have got to behave. We cannot have the public suffer as a result 
of the unrestrained activities of these fellows.” 

Chairman HELLER. Commissioner, you may have answered this 
question, but I am just a bit hazy on when floor trading becomes a 
major problem. Would you briefly explain that to us? 

ommissioner McEntire. I would say—and this is only my own 
definition, that floor trading becomes a major problem any time it 
accentuates trends; that is, when the activities of the floor traders 
tends to drive prices up or drive prices down; whenever it creates an 
appearance of activity that lures the public into the market. 

As long as floor trading does not do any of those things, I do not 
think it becomes a problem and as long as it tends, as I explained, I 
think yesterday, to help level out the peaks and valleys to take some 
of the supply when there is no public buy orders, but a lot of public 
sell orders, when it makes stock available when everybody wants to 
buy and nobody wants to sell; and tends to level off, to maintain 
an orderly market, then I think it is perfectly all right: but anytime 
that it gets to a point where it affects the direction of the market, 
or to create an appearance of activity which brings the public in, then 
I think it is improper. 

Chairman Hetuer. And those circumstances are watched closely 
by the Trading and Exchange Division? 

Commissioner McEntire. Yes. 

Chairman Hetuier. Does this Division render reports to the 
Commission from time to time as to these activities? 

Commissioner McEntire. What they do is maintain a constant 
surveillance of the market. Taking regular looks at about, I think, 
eighty-five hundred stocks that are listed and making periodical 
checks, what we call flying quizzes when any unusual activity appears. 

The Division keeps the Commission informed on a day-to-day and 
almost minute-to-minute basis, if something unusual is occurring in 
the market as a whole or as to any particular stock. 

The Division does not come in, sit down and review all of their 
activities and say, ‘“‘We found nothing,” but wherever they find 
something, or even when they strongly suspect someting, they imme- 
diately come in and say, “We are locking into this. We have got 
folks over on the floor of the exchange now to check this,”’ within a 
matter of minutes of the time it happens. 

Then, of course, we also have access to the reports of the floor 
traders. The floor traders now report every transaction they make to 
the exchange. There is no floor trader who is not reporting every- 
thing that he did, and the minute he did it. So, we can reconstruct 
how his activities fitted into the general market picture anytime we 
want to. 
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Chairman He.urr. Mr. Commissioner, are you familiar with the 
report on the feasibility and advisability of the complete segregation 
of the functions of dealer and broker issued in 1936? 

Commissioner McEntire. Iam. I say I am familiar. I know of 
it. Ihave it here. I have read it. 

Chairman Heuer. In that report the Commission indicated that 
it had sufficient power to deal with problems arising out of the lack 
of segregation of dealers and brokers and concluded that complete 
segregation was not necessary or desirable; is that correct? 

Commissioner McEntr1re. That is correct. 

Chairman Hetuer. Mr. Commissioner, are you of the opinion or 
do you know whether your brother Commissioners are of the opinion 
that the findings and the conclusions contained in that report are 
still valid? 

Commissioner McEntrre. So far as I know, that is the opinion of 
all involved. I have never heard any contrary opinion expressed 
by any member of the Commission. Of course, we have discussed 
the problems that arise from the conflict in the two functions; but 
the general sentiment is to the effect that the safeguards that we have 
attempted to throw up, following this 1936 report, the Commission 
as then constituted, attempted to throw up, have been adequate to 
deal with the problem. 

Chairman Hetuier. Mr. Commissioner, I would like you to dis- 
cuss what many people seem to regard as one of the most important 
programs incorporated into the Exchange Act. I refer to the pro- 
hibition against manipulation. As I understand, section 9 (a) speci- 
fies a variety of prohibitions designed to eliminate the type of manipu- 
lation which occurred before the enactment of the law; is that a fair 
statement? 

Commissioner McEntire. Yes; I think that is a fair statement. 

Chairman Hetuer. That section prohibits the use of the mails and 
other instrumentalities of interstate commerce for the purpose of 
creating a false or misleading appearance of active trading in any 
security registered on a national exchange. Is that also a fair state- 
ment? 

Commissioner McEntire. Yes, sir. 

Chairman HeEtuer. I take it that that section prohibits wash sales, 
touting sales and stocks, the circulation of fraudulent literature and 
circulars, and the use of dummy accounts. 

Commissioner McEntire. That is correct. 

Chairman Hetuer. Section 9 is correlated with section 15 (c) 
which prohibits deceptive and fraudulent devices in over-the-counter 
markets and with section 17 (a) of the Securities Act, that is, sections 
9, 15 (ce), and 17 (a)? 

Commissioner McEntire. Yes, I think that certainly is the basic 
objective of each section or the same problem sought to be attacked 
by each; that they deal with related problems. 

Chairman Hetier. Have the number of wash sales against which 
the Commission has had occasion to act been rather limited? 

Commissioner McEntire. Yes; we do not have very many wash 
sales any more. 

Chairman Hetxier. Would you say that the evils of matched orders 
have been eliminated? 
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Commissioner McEntire. Yes, as a general thing. As a matter of 
fact, I can only recall of one real case of wash sales and matched orders 
we have had on an exchange in the last 4 or 5 years. 

Chairman Heiuer. What case is that? 

Commissioner McEntire. | cannot give you the name of it. It 
was on the San Francisco Mining Exchange in a penny mine stock. 

Chairman Hetuer. Do you recall what the outcome of that case 
was? 

Commissioner McEntire. I think that fellow was prosecuted, con- 
victed and went to jail. 

We had another case I recall where a fellow said he actually was 
not matching orders, that he was only kiting securities and supporting 
the market because he was so heavily committed that if the market 
fell he would be broke. We revoked his registration. An appeal was 
taken and the Commission was sustained. Those cases have happened 
within relatively recent years. 

Chairman Heuer. In these cases of matched orders, is the Com- 
mission required to prove an intention to manipulate the market? 

Commissioner McEntire. We have defined wash sales and matched 
orders which are virtually the same thing. 

Manipulative devices are prohibited under the section 9 (a) (1). 
The statute assumes that manipulative devices are used for the pur- 
pose of creating a false and misleading appearance of active trading. 
Actual proof is unnecessary because the doctrine of res ipsa loquitur 
applies. If you are caught placing an order to buy and an order to sell 
through two different brokers at a fixed price, that is, orders that will 
match up, the statute assumes that is for no good purpose. I am 
sure we are on sound ground. We do not have to show what is going 
on in the man’s mind because what is going on is obvious. 

Chairman Heturer. Have you any recommendations for corrective 
legislation to meet the vroblems created by judicial construction of 
section 9 (a)? 

Commissioner McEntire. There is one case that comes to mind 
that was somewhat troublesome. -I think it is the Wright case where 
the court defined a matched order as one in substantially the same 
amount as another order. For example, if you put in an order to sell 
700 shares and an order to buy 500 shares at the same price, that was 
not a matched order because it was not the same amount. 

Frankly, I think that is an unfortunate, judicial interpretation. 
I do not know whether there are any others. I have not thought of 
that particular problem. If any other incidents of that kind occur to 
me, 1 would like to have the right to put them into the record. Cer- 
tainly I would say in that case that maybe a little clearer judicial defi- 
nition would be helpful. 

Chairman Hetuer. Would that decision in your opinion require 
corrective legislation at this time? 

Commissioner McEntire. It would be convenient to have it cor- 
rected. I do not say it is indispensable to have it corrected. If we 
were discussing an amendment program and the Congress was giving 
its attention to the subject matter, I would think it would be helpful 
to have that included, and I would so recommend. 

Chairman Her.ier. Commissioner, in your opinion does section 
9 (a) reach stand-off orders? Let me put it this way: If a large block 
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of stock is sold to a dealer, the dealer may exact an agreement from 
the vendors they will withhold the sale of the security for some fixed 
time. Does that not create an artificial shortage of supply? 

Commissioner McEntire. That would be a question of fact. If 
there was a relatively small floating supply and that which has been 
sold had been a part of that floating supply, it might, yes. 

Chairman He.tier. What remedy does the Commission have 
against this kind of activity? Does section 9 (a) cover it? 

Commissioner McEntire. My snap judgment on it is that it prob- 
ably does not. The only remedy that would come to my mind im- 
mediately, Mr. Chairman, would be that we might apply a disclosure 
sanction. If a sizable block was being withheld from the market, an 
artificial withholding, we might require that the market be informed 
of the fact that for X period of time the supply was not sufficient; that 
it would be artificially restricted. The market would undoubtedly 
appraise the security in the light of that factor. ; 

t seems to me your question includes many different situations. | 
could see how you could have a stand-off agreement that might be 
violative of section 9 (a). 

On the other hand, some withholding agreements would not. I am 
not trying to evade your inquiry. I am not certain how to character- 
ize the particular agreement. 

Chairman Heuer. If the Commission does not have that power 
now, would you in your opinion recommend that it be given that 

ower? 

Commissioner McEntrtre. If we do not have power to deal with 
such a situation, certainly I think we ought to have it. I think it 
would be important. I do not have in mind any recent instances 
where that matter has presented a major problem to us. As we 
progress in the administration of this act we not only learn a great 
deal, but we find that the persons who want to take advantage of the 
law oye a great deal, too. Every day they seem to get more sophisti- 
cated. 

Chairman Hetusr. Section 9 (a) (4) prohibits the circulation of 
false statements regarding any security. What standards are em- 
ployed by the Commission to distinguish between a false statement 
and an opinion by a broker or investment counsel or even an issuer 
that would subsequently prove to be erroneous? 

Commissioner McEntire. That can only be handled, as I see it, 
Mr. Chairman, and is handled on a case-to-case basis. I think the only 
way I can really explain that would be to take representative situa- 
tions that we have had. I think you are simply forced to look at all 
the facts surrounding the transaction, analyzing the transaction as 
best you can from the witnesses you have; that is, what you are told 
after investigation of all the parties, and then simply conclude on the 
basis of the best judgment you have which it is. That is not always 
an easy task. 

It is a question of fact as I see it and has to be determined as such. 

Chairman Hetier. Under its own circumstances as each case 
comes up. 

Commissioner McEntire. I believe so. Some of them may fall 
into a pattern, but it still is essentially a factual determination. 

Chairman Hetier. Would it be correct to say that the major 
controversy with respect to section 9 (a) revolves around dealing with 
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in contravention of the rules and the regulations of the 
Securities and Exchange Commission? 

Commissioner McEntirz. I think that is a correct statement, yes. 

Chairman Hetier. You are familiar with the legislative history of 
this section? 

Commissioner McEntire. At least in general, yes. 

Chairman Heuer. I understand there was a proposal at one time 
to completely abolish pegging, fixing, or stabilizing prices, but the 
Senate committee ultimately recommended that its regulation be 
reserved exclusively to the Commission. 

Commissioner McEntire. I think that is correct. 

Chairman Heiter. The Commission has adopted rules and regu- 
lations relating to stabilization activities. 

Commissioner McEntT RE. Yes, sir. 

Chairman Hetuer. The regulation states that stabilization pur- 
chases may not be made at a price above the price of the last sale on 
the exchange and at such a price only when the highest price of the 
security on the date of such stabilization purchase exceeds the last 
sale price by one-half of 1 percent of the highest price or one-quarter 
of a point, whichever is higher. 

Commissioner McEntire. The formula is contained in our rules. 
As a matter of fact, that is pretty much dead letter these days because 
offerings of either new securities or substantial blocks of securities 
previously issued are practically no longer made on the market. 

Chairman Heiter. How are they made? 

Commissioner McEntire. At a fixed and determined price. 

Chairman Heuier. In other words, stabilization now does not 
require that the price be held at a particular quotation? 

Commissioner McEntire. In stabilizing you cannot advance the 
price. Stabilization is only for the purpose of preventing or retarding 
a price decline. 

Chairman Heuer. There is no fixed time limit for the carrying 
on of stabilization transactions? 

Commissioner McEntire. No time limit as such in the rules. Of 
course, the rules require that all stabilization be announced in ad- 
vance, or rather that stabilization may at least occur, how many 
shares, and the maximum number of shares to be bought in the 
stabilization effort. 

Then the stabilizing activities have to be currently reported to the 
Commission on a daily basis. While there is nothing in the rule that 
I know of that says you can stabilize for X hours or X days, the 
Commission is kept currently advised of all stabilization activity. 

If in our judgment it exceeds reasonable stabilization, we will be 
in omg to say, ‘‘Wait a minute. This has gone far enough or 
too far.”’ 

Chairman Heuer. How is this stabilization brought to the atten- 
tion of the public? 

Commissioner McEntire. To start with, it is in the registration 
statement and in the prospectus. It appears on the first page of the 
prospectus and by that I mean the cover, in big type. At the time 
they print the prospectus they may not know for certain they will 
stabilize. But the prospectus says, “The right to stabilize is reserved.” 


pegging, fixing, or stabilizing the prices of securities registered on an 
comange gula 
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Chairman He.uer. Commissioner, does not stabilization present 
the possibility of getting results equivalent to manipulation, even 
though the stabilization activities do not amount to manipulation as 
defined in section 9 (a) (2)? 

Commissioner McEntire. Stabilization introduces an artificial ele- 
ment into the market. To the extent it does so, it may affect the 
price. 

Chairman Hetuer. The theory is that it is economically desirable. 

Commissioner McEntire. The theory of it is this: That an issue of 
new securities, particularly if it is a sizable issue has the effect of 
artificially depressing the price. 

There is what is called an overhang. Something overhanging the 
market will have a depressing effect for the obvious reason that the 
supply of available securities to be bought will greatly exceed the 
normal demand. When this supply does greatly exceed the demand, 
it is of course obvious that the price tends to drop. 

It has been represented to us many, many times, and it has been 
the traditional way of the securities industry in marketing new stocks 
to offer an artificial prop to the market during the period that dis- 
tribution is being made. So that this artificially large supply or 
temporarily out-of-balance supply can be distributed without having 
an abnormal disruption of the market price for the securities. 

The securities industry says in order to make these distributions 
they either have to do one of two things: They have to be free to 
stabilize, that is, prevent or at least retard a price decline; or they would 
have to charge a great deal more for their services so they would be 
able to absorb the loss that would be inherent in the distribution if 
the market price went down as a result of this overhang. 

There is, we believe, more than an element of truth in this plea. 
We think that its premise is correct. In order to make it feasible to 
get these distributions off at a price that an issuer can afford to pay, 
we do allow this artificial element in the market, telling the investing 
public at the same time that it is there, that they cannot accept this 
as a free and open and uninterrupted flow of buy and sell orders; that 
something has been added; that there is a peg put in to hold it, or at 
least to keep it from going down too much. 

That is the theory upon which it is done. The antidote for the evil 
effects of it is publicity, disclosure. 

Chairman Heuuer. Full disclosure. 

Commissioner McEntire. Yes. That is the theory behind stabili- 
zation. 

Chairman Heuer. Taking your explanation in which you referred 
to stabilization resulting in an artificial market, are not subsequent 
stabilization transactions or activities designed to maintain that price 
essentially equivalent to manipulation as defined in section 9 (a) (2)? 

Commissioner McEntire. With this exception that is correct: 
It is not for the purpose of raising or depressing the price. It is for 
the purpose of holding the price level. I have no hesitancy at all, 
if this is the sense of the question, to say that without the express 
approval of the Commission given by virtue of the authority vested 
in it stabilization would be manipulation. 

It is a degree of a permitted manipulation. I do not think it has 
evil effects, but since it is an artificial element introduced into the 
market, it is a manipulation in terms of the definition. 
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Chairman Hetirer. Under the circumstances should it be per- 
mitted to remain that way? 

Commissioner McEntire. I think so, because I think if we did 
not have it, you would really have chaos in trying to market new 
issues. 

Chairman Hetier. Rule X-9A6-3 requires that notice of intention 
to stabilize a security be given to the SEC and one copy be sent to 
the exchange where the stabilization transactions are to be effected. 

Commissioner McEntire. Might I point out again, Mr. Chairman, 
that rule covers offerings at the market. 

Chairman Hetuer. Is this notice of intention to stabilize made 
public? 

Commissioner McEntire. I do not know because we have not 
received any under this rule for a long time. That is not the way 
securities are being offered now. Certainly it will be a public record. 

Chairman Hetier. How would it be made public? 

Commissioner McEntire. As a matter of practice it goes into the 
file, but the newspapers or the financial papers are all around scanning 
these filings every day. Not now because we do not have these 
today, but the press is in our shop every day looking over the filings 
so they can keep people generally informed. 

Chairman Hetier. I understand that reports of stabilization 
operations must be made to the Commission on the first business day 
following the date on which stabilization takes place. 

Commissioner McEntire. Yes, sir. 

Chairman Heuer. Are these reports made public? 

Commissioner McEntire. Yes. 

Chairman Hetier. You had better check that. My information 
is different. 

Commissioner McEntire. I will be glad to check it, Mr. Chairman. 
As a matter of fact, in practice any time anybody gets ready to 
stabilize, they actually call us on the telephone, call our staff members, 
and say, ‘‘Now, we are preparing to market an issue and when the 
market opens we are going to put in a stabilizing bid. We intend 
to put it at such and such a figure.” 

So they keep us informed not only by the reports but generally 
speaking by telephone communication all the time. 

Frankly, Mr. Chairman, maybe I am not alert to the problem, but 
it has not come to my attention that there-has been any stabilizing 
that the investing public, at least the informed financial community, 
has not been aware of. 

Chairman Hetier. Assuming that my thought on the matter is 
correct, that neither the notice of intention to stabilize nor the reports 
are made public, how does the investor know there has been stabiliza- 
tion since an investor may learn that the prices have been stabilized 
for the first time after he completes his purchase? 

Commissioner McEnvire. My attention has been called to our 
rules and regulations. The reports filed pursuant to the rule are not 
available to the public until the stabilization has been completed. 
The notice of intention to stabilize is made public, and it is made 
public well before it is done. 

Generally speaking, everybody knows the price of a security can 
be stabilized if there is notice of intention to do it well in advanee of 
the offering. 

23578—52—pt. 1——24 
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Fn seen ¥s Heuer. How about the investor? When does he learn 
then? 

Commissioner McEntire. As a matter of practice he finds out 
about it through informed business channels, either in the paper or in 
the notice of filing which states that it is expected the registration 
statement will become effective about such and such a time and the 
right to stabilize has been reserved. Generally speaking, I think 
everybody in the financial community knows that. More than that, 
they expect it in most situations. 

On the other hand, I suppose someone who may have a considerable 
portion of this stock or a good block of it, would know there is a 
stabilizing bid in, can throw any size offering into the market and the 
underwriter will have to take it. For that reason the stabilizers 
limit the amount they will take to some figure related to the total 
offering. 

Chairman Hetier. Commissioner, am I correct in assuming from 
your testimony that legal stabilization is intended not to mark prices 
up but to retard price declines? 

Commissioner McEntire. That is correct. 

Chairman He.uer. If a public offering is made by a group of 
underwriters and the majority of the underwriting syndicate goes 
into the market and makes a syndicate bid at a price, say, of $200 a 
share, would the rule which we have been discussing permit the 
syndicate to stabilize at $201 a share? 

Commissioner McEntire. I am not certain, Mr. Chairman, that 
I got your stated facts. The $200 figure was what, the offering price? 

Chairman Heuser. Yes. The $200 would be the offering price. 

Commissioner McEntire. If that is the offering price, the stabilized 
price would be what the independent market was before the stabilizers 
had anything to do with it. If the market had been $210 a share, 
then he would be allowed to stabilize at $210, $209.75, $209, or 
anything under that. 

Chairman Heuer. Under the circumstances you have just de- 
scribed, would not stabilization result in fact in maintaining the price 
of a security? 

Commissioner McEntire. That is correct; maintaining the price 
for a limited period prior to and during the offer. 

As a practical matter, Mr. Chairman, you would never have such a 
wide variation as the $210 and $200. You are dealing with a situa- 
tion where you are talking about eights and quarters and at most 
halves. I took those figures in my previous answer just because they 
were the ones that you used, but I do not think they are realistic 
because there are other complicating factors that would enter into 
the syndicate’s operations, which would make it impractical to do 
that. 

Chairman He.uer. Gentlemen, it is 4:45. I think we ought to 
conclude for the day. May I say to you, Commissioner McEntire, 
this has been another delightful and instructive session. We appre- 
ciate getting your testimony. We hope that you will be back again 
with us in the not-too-distant future and give us some more benefits 
of your great fund of knowledge in this most technical and difficult 
subject. 

rel EE McEntire. Thank you, Mr. Chairman. 

(Whereupon, at 4:45 p. m., the hearing was recessed to reconvene 
at 1 p. m., Thursday, February 7, 1952.) 
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Hovse or REPRESENTATIVES, 
SUBCOMMITTEE OF THE COMMITTEE ON 
INTERSTATE AND Fore1IGN COMMERCE, 
Washington, D. C. 
The subcommittee met at 2 p. m., pursuant to notice, in room 1334, 
New House Office Building, Hon. Louis B. Heller (chairman of the 
subcommittee) presiding. 
Chairman HELLER. The committee will please be in order. 


TESTIMONY OF PAUL R. ROWEN, COMMISSIONER, AND HARRY 
HELLER, ASSISTANT DIRECTOR, DIVISION OF CORPORATE 
FINANCE, SECURITIES AND EXCHANGE COMMISSION—-Resumed 


Chairman Hetuer. Mr. Heller, I notice that you have not been 
sworn, although you have been testifying, and I am going to ask you 
at this point if you would be good enough to raise your night hand. 

Mr. Harry Heuer. Yes, Mr. Chairman. 

Chairman Heuurer. And swear that the testimony which you have 
been giving has been the truth and the testimony which you will 
give will be the truth, the whole truth, and nothing but the truth, 
so help you God. 

Mr. Harry Heuer. It has and will be, sir. 

Chairman He.ier. Commissioner, at some point in your testi- 
mony, I believe I asked you whether the act permitted underwriting 
by investment trust companies and investment trusts. I recall that 
your answer was in the affirmative. Is that correct? 

Commissioner Rowen. Yes, sir. 

Chairman Hetuer. Now, do you think ‘that investment trusts or 
companies should be permitted to engage in underwriting?, 

Commissioner Rowen. I line have not an opinion. I do 
recognize that the Congress back in 1940 specificaily addressed itself 
to that cuestion when it inserted section 12. 

Mr. Harry Hewuer. Let me see if I can answer that question, 
Mr. Chairman. 

Underwriting is permitted, providing the company’s policies so 
provide. In other words, the stockholder understands when he buys 
that stock that the company will underwrite to a certain degree, if 
it is so declared in its registration statement and that the management 
must get the stockholders’ consent to do any further underwriting. 

There is another provision 

Chairman Heuer. I know it is permitted—we agree on that. We 
know about the section, but, what I would like to know is whether or 
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not in view of the fact that these investment companies presumably 
are institutions in which people deposit savings for investment and 
are somewhat similar in that respect to a bank; and since banks are 
not permitted to engage in underwriting, would it not be your opinion 
that the same principle should apply to investment trusts? 

Mr. Harry Hetter. First, I want to correct your impression that 
management investment companies are like banks. They are not. 
In no sense do they ever promise any investor in any investment 
fund registered under the provisions of the 1940 act. or the 1933 act, 
to return any required amount ofmoney to that man. They are 
putting his money, at a risk, in stocks and in bonds, and what they 
promise is a certain degree of management ability to shift those bonds 
and stocks, depending upon their view of the economic conditions, 
They are investing an investor’s surplus funds over and above what 
the investor needs for protection such as insurance savings accounts 
and things of that sort. An interest in an investment company is 
intended as an investment fund over and above those things. Under- 
writing is a part and parcel of their business and to the degree that it 
is used wisely, it is good for the economy and supplies capital to in- 
dustry and gives the investors an opportunity to invest their surplus 
funds in industry. I say that that is a good thing and should be en- 
couraged. I do not think that the investor understands that he is 
going into a savings bank when he buys any of these stocks of these 
funds. 

Chairman He tter. Is there not a temptation to subordinate sound 
investment to higher profits available to underwriting if the invest- 
ment company is permitted to engage in underwriting? 

Mr. Harry Hewtier. They can only engage in underwriting if 
they are authorized to do underwriting. The fact that they are an 
investment trust does not necessarily mean that they can also engage 
in underwriting. They cannot engage in underwriting if it is contrary 
to their investment policies. 

The statute provides that they have to state their policies as to 
underwriting securities, and having stated them they have to abide 
by them. In fact, in most cases, they do not underwrite at all. I 
think that statistics show that 95 percent of the open-end companies 
do not underwrite at all, and so state in their statement of policies. 

The closed-end companies do underwrite to a degree. In that respect, 
as a matter of fact, the statute provides with respect to the diversified 
companies—which have to be 75 percent diversified and 25 percent 
permissible nondiversified—that underwriting activities are limited 
to the 25 percent. 

So, in the case of the diversified companies, they have a limitation 
as to underwriting to 25 percent of their assets by the statute’s terms. 

I do want to eradicate the idea that these investment trusts are 
like savings banks, and therefore offer the safety and the same ad- 
vantages as banks. 

Chairman Hetuter. You draw that distinction, do you not? 

Mr. Harry Het.er. Yes, sir. 

Chairman Heiter. Mr. Commissioner, I have some statistics 
here on investment companies registered under the act and I would 
like to ask some questions about them. 

Let me first give you these statistics. 
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On June 30, 1944, there were 371 registered companies with assets 
estimated to be worth $2 billion. 

Now, on June 30, 1949, there were 358 registered companies, with 
$3,700,000,000 in assets. 

On June 30, 1951, there were 368 registered companies with $6 
billion in assets. 

Incidentally, that is almost equal to the amount of money which 
was invested in investment companies up to 1929. 

Now, bearing these statistics in mind, I should like to ask these 
questions: 

Can you say whether the bulk of the investment companies’ 
assets are held by a limited number of investment companies? 

Commissioner Rowen. I can, sir. 

Chairman Hetier. And, what is that number? 

Commissioner Rowen. I have brought with me today the classifi- 
cation of 216 management investment companies (open- and closed- 
end) by asset size group and by percentage relationship of each size 
group to the total, and that hineiheation is as of September 30, 1951. 

May I offer this in evidence, Mr. Chairman? 

Chairman Hetuier. Yes, you may. 

(The tables referred to are as follows:) 


Classification of 216 management investment companies (open and closed-end) by 
asset size group and by percentage relationship of each size group to the total, as 
of Sept. 30, 1951! 

















. Number of| Total assets of | Percent of 
Asset size companies | these companies total assets 
Under $1 million... ._..._....- Salon ee Oe, So SE ee 45| $20,013,012 0.3 
ee ee on seas atbbbehibbncisaabenniee 24 | 35, 531, 147 .6 
$2 million to $5 million____-_-- V Sthek dds Scien tbh caimiicbonal 37 | 120, 076, 833 1.9 
I 25 | 195, 114, 341 3.1 
$10 million to $20 million..............-..---.--.-------.------ 31 | 442, 689, 477 7.1 
Ss Ue a cdckininoabnetel 25 | 765, 652, 789 12.3 
SE aS eee 17 1, 197, 508, 261 | 19.2 
a ir ecennsiignmetonate 8 1, 081, 489, 090 17.3 
$200 million and over_-...............- LA RR ES, BRORS s Kaede 4] 2, 383, 064, 621 | 38.2 
Ns bib Gdns edo ghalh diiresnitbtites Wh = dulamsicetelibe halities sa 216 | 6,2 241, "139, 571 | 100. 0 
| | 
i ‘Total represents all companies reporting quarterly to the SEC as of the last daisiasiet total. 
Christiana Securities Co., as of Dec. 31, 1950 
(IE SEE Go EE a eT Oe eee SE ee 1, 108 
REET IN SBR a EL I SS a A 
Market on common, Feb. 8, 1951: 
ERR Teh! gM OE Ey ad 61 ean sg oe ee a a pits rte $5, 990 
UNS, foics She dN Eo baa s kee bits abbtb od hd nn Diet cobb aenle $6, 000 
Delaware Realty & Investment Co., as of Dec. 31, 1950 
IOS gE ETRE Es RS EE Les a ae 107 
Christiana Securities Co.—Securities held in portfolio as of June 30, 1951, market 
value 

12,199,200 shares of du Pont representing approximately 99 
percent of the registrant’s assets______.______________------ $1, 122, 326, 400 
170,000 shares of General Motors__.____.__----.-.------ PLY 7, 883, 750 
7,210 shares of Wilmington Trust Co______._..__._._.-_----- 958, 930 


7,460 shares of the News-Journal Co____________-.- de aaa 1, 250, 000 
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Delaware Realty & Investment Co.—Securities held in portfolio as of Dec. $1, 1950, 
market value 


43,500 shares of Christiana Securities: Co. 7 percent cumulative 

preferred stock 
49,000 shares of Christiana Securities Co. common 
16,256 shares of du Pont $4.50 cumulative preferred 
1,217,920 shares of du Pont common 
100,000 of Hereules Powder Co. common 

Chairman Heiter. Would you give, Commissioner, at this point, 
the source of these statistics? 

Commissioner Rowen. These statistics which I have offered in 
evidence were prepared by our Trading and Exchange division as 
such statistics seemed to have suggested themselves in the light of 
earlier conversations that I had on the subject of my testimony. 

The total that appears upon this schedule represents all companies 
reporting quarterly to the Securities and Exchange Commission as of 
the last complete total, and you will notice that the schedule demon- 
strates that four companies with total assets of $2,383,064,621, 
represents 38.2 percent of the total assets of all investment companies, 
and the peat goes on to disclose that eight companies whose 
assets are between the brackets of $100,000,000 and $200,000,000 
have total assets amounting to $1,081,489,090, and that they re- 
present 17.3 percent of the total assets. 

It is noteworthy that about 29 companies represent over two-thirds 
of the total assets of all such companies. 

Chairman Her.ier. Commissioner, how do you arrive at the 
assets? 

Commissioner Rowen. As they are to be found in the financial 
statements filed with the Commission, of each company. 

Chairman Heuter. Is it market value? 

Mr. Harry Hewuer. These are taken from the quarterly reports 
required to be filed with the SEC and show the total assets at market 
on June 30, 1951. 

Chairman Heuer. Do you have any statistics on book value? 

Mr. Harry Heuer. We could get that, but it would involve a 
long process of going through the companies’ reports. 

Chairman Hetter. I see. All right. 

Commissioner, do you wish to continue with your statement? 

Commissioner Rowen. I believe I have read from this table of 
statistics sufficiently. 

Chairman Hetier. Commissioner, where you have assets other 
than securities, how do you arrive at your figures? 

Commissioner Rowen. The statute requires that the assets be 
valued by the board of directors. 

Chairman Hetter. I see. 

Commissioner Rowrn. And stated to be at their fair value. 

Before I leave the subject of the chart, of the statistical table that 
I earlier introduced, may I say that the largest company, the largest 
investment company in America today appears to be the Christiana 
Securities Co., and has 1,108 preferred stockholders; 3,789 common- 
stock holders. The market value for the common on February 8, 
1951, was $5,990 bid and $6,000 asked. 

That company had in its portfolio 12,199,200 shares of du Pont 
and that number of shares represented approximately 99 percent of 
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the registrant’s assets, with an equivalent market value of $1,122,- 
326,400. 

It also had 170,000 shares of General Motors with a market value 
of $7,883,750. 

Seven thousand two hundred and ten shares of Wilmington Trust 
Co. with a market value of $958,930 and seven thousand four hundred 
and sixty shares of the News Journal Co. with a market value of 
$1,250,000. 

(After discussion off the record.) 

Chairman Hretier. Commissioner, for the most part, are the com- 
panies which control the bulk of these assets closed or open-end? 

Commissioner Rowren. Without being too certain of the conclusion 
that I am about to state, I would say that, with the exception of 
Christiana Securities and Delaware Realty, both of which are closed- 
end companies and which are the two largest of the investment 
companies—with the exception of those two, most of the largest 
companies are open-end companies. 

Chairman Heuer. As I understand, there are minimum capital 
requirements in order for an investment company to secure the benefits 
of the act. 

Commissioner Rowen. Yes, sir. 

Chairman Hetuier. Assume that a company does not have $100,000 
in net worth, may it offer its securities for sale? 

Commissioner Rowen. If, within 90 days, the investment company 
that proposes to offer securities to the public has not had paid in the 
referred-to $100,000, it must return that which has been paid in. 

Chairman Hetuer. In other words, they must buy back the securi- 
ties; is that what you mean? 

Mr. Harry Hewier. This is what the statute provides—unless 
they get within 90 days final subscriptions from not more than 25 
persons for an aggregate of $100,000, then they cannot proceed, and 
they have to cancel the whole thing and withdraw the registration 
statement, under the act. 

Chairman Hetuer. And give the money back to them? 

Mr. Harry Hetuer. As a practical matter, they do not take any 
money. 

Chairman Heuer. Suppose that they do not reach $100,000 within 
the time limit; what steps are taken to protect the investor? 

Mr. Harry Hetier. Well, what happens is, when they register 
under the 1933 act, they put in an undertaking to the effect that if 
they do not get the $100,000 from not more than 25 people within 
90 days, they withdraw the registration statement and, at this point, 
no investor has made any investment, and if they haven’t gotten these 
firm commitments, then the registration statement is withdrawn and 
no securities can be legally offered. 

Chairman Heiter. Have there been any such cases? 

Mr. Harry Hewier. Withdrawals? 

Chairman Heiser. Yes. 

Mr. Harry Hetter. No. 

Mr. Heller, if I might explain off the record? 

(After informal discussion off the record:) 

Chairman Hetuer. Mr. Heller, why don’t you make that explana- 
tion on the record? I think you should. 
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Mr. Harry Heuer. Mr. Chairman, you used the phrase “capital 
requirement.” Do you mean to suggest that the statute or the Com- 
mission regards $100,000 as a satisfactory amount to operate an in- 
vestment company? If so, I would like to correct that. I do not 
think anybody intended that provision for that purpose. 

The sole purpose of section 14 is to insure a degree of responsibility 
on the part of those sponsoring investment companies so that they will 
have enough financial responsibility, that is, that they can either 
themselves or induce not more than 25 people to put up $100,000. 
That is the sole purpose of the section. 

Chairman Heuuer. As I understand once the $100,000 is raised, 
they are permitted to function ds an investment company. 

Mr. Harry Heuer. That is right. 

Chairman Hetver. Under the circumstances, and in view of your 
statement, would you then suggest that the statute be changed to 
increase the $100,000 sum? 

Mr. Harry Hetter. | think in practice that much more than 
$100,000 is raised. By the time the registration statements become 
effective, in most cases that we have seen much more than $100,000 
had already been raised. 

Chairman Hetier. Would you make a statement to us as to the 
sum in excess of $100,000 that you think is necessary? 

Mr. Harry Hever. Well, | think that a good deal can be said 
for doing that, yes. 

Chairman Heiter. What sum would you, Commissioner Rowen, or 
Mr. Heller, suggest? 

Mr. Harry He ier. I would like to think about it, really. Off- 
hand I would say at least $1,000,000, as a minimum requirement. 

Chairman Heuer. And that would be, of course, subject to any 
further correction you wish to make? 

Mr. Harry Heuer. Yes. 

(The following answer was submitted by Commissioner Rowen:) 

I have considered carefully the request for suggestions as to possible amend- 
ment of section 14 (a) of the act to require a larger initial net worth as a condition 
peer to a publie offering of securities by registered investment companies. 

have also discussed this matter with my fellow Commissioners and with members 
of the staff most immediately concerned with the every day administration of 
the Commission’s functions and duties under the act. It is our opinion that the 
present requirement of a minimum net worth of $100,000 serves to effectuate the 
congressional purpose as evidenced by the legislative history, to require a degree 
of responsibility on the part of promoters of investment companies prior to seeking 
public funds. We have noted no abuses in this area. It is relevant to recall 
that the amount of $100,000 was adopted essentially as a compromise between 
the views of those who urged that a requirement of as much as $100,000 was too 
great and might well serve to keep from the public security markets the honest 
but more modest investment company, organized by local people in the smaller 
communities of the United States, and the views of those who urged a requirement 
for a substantially higher amount. 

Chairman Heiter. Now, Commissioner, are the companies which 
control the bulk of the assets diversified companies? 

Commissioner Rowen. May I answer that question, Mr. Chair- 
man, by saying that in the four largest investment companies, the 
top two are specialized and the bottom two are diversified. 

I have included in that list Christiana Securities, which is the top, 
and Delaware Realty Co. which is the second; Investors Mutual, 
which is an open-end and is the third; and Massachusetts Investors 
Trust, which is the fourth. The latter two are open-end, diversified. 
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Mr. Harry Heuer. In my opinion, of the $8 billion of total assets, 
registered management investment companies, a majority at least 
would be diversified. 

Chairman Het._erR. Commissioner, in your opinion, has the appre- 
ciation in the market price of investment companies’ securities risen 
more or less than the average rise in the market price since 1946? 

Commissioner Rowen. In my opinion, it has followed pretty well 
the Dow-Jones industrial’s appreciation. 

Mr. Harry Hetwer. | think that is right. I think by and large 
they tend to parallel, or be slightly above the Dow Jones industrial 
or the Standard & Poor’s indices. 

Chairman Heuer. Is there any evidence that a handful of invest- 
ment companies, with large assets, exercise control over the policies 
of companies whose securities they hold? 

Commissioner Rowen. I think the answer to that is “ No.” 

Chairman Hetier. Would it be fair to say that for the most part 
open-end companies are also diversified? 

Commissioner Rowen. Yes, sir. 

Chairman He.uier. What can you tell us of the Atlas Co. and its 
relation to companies in which it invests? 

Commissioner Rowen. Using as an aid a prospectus, the most 
recent prospectus furnished by the Atlas Corp.—before I begin to 
discuss what it states, may I observe that Atlas is a company whose 
assets approximate $68,000,000? That will enable you to have some 
idea as to its size. 

It states in its prospectus that Atlas has power to engage, from its 
charter, in a broad range of activities; since its origin it has been the 
practice of Atlas, when suitable opportunity is offered, to invest 
substantial but varying portions of its capital in special situations, 
rather than to keep all or a major portion of such capital invested in 
a diversified portfolio of general market securities. 

Examples of such special situations are included. Among others 
are reorganizations, the financing of new capital issues and invest- 
ments in enterprises under circumstances which give promise of 
realization of ultimate profits by correction of temporary unfavorable 
conditions. 

Although the portfolio of Atlas may at times contain a somewhat 
diversified list of securities, the extent of such diversification varies 
greatly from time to time, as does the amount of capital invested at 
any time, in special situations. 

A rather large portion of the assets of Atlas has at times been 
invested in common stocks, Atlas also makes purchase, under appro- 
priate circumstances, of bonds, preferred stocks, and other senior 
securities. 

Atlas may at any time sell any of the securities owned by it and 
substitute cash or cash items therefor. 

Atlas principally concerns itself with capital gains, rather than 
income, by way of interest of dividends. It buys for appreciation 
and in connection with that policy it does control management and 
does put its own experts in situations it acquires, for a limited period 
of time until such time as it has gotten out of the given situation the 
profit that its management thinks can reasonably be taken out of it. 





372  sTUDY OF SECURITIES AND EXCHANGE COMMISSION 


Chairman Heuer. You have just talked about the controlling of 
management. Do these controls of these diversified enterprises, in 
your opinion, violate any of the statutes or rules? 

Commissioner Rowen. No, sir. 

Chairman Hetier. Mr. Commissioner, going back to the statute, 
may I have your views on certain provisions of the law? 

ould you say that the evils described in section 1 (b) of the act 
have been substantially overcome? 

Commissioner Rowen. I would say “Yes,’’ and by virtue of the 
specific provisions of the Investment Company Act. 

Chairman Hetuer. I understand that registration under the 1940 
act does not exempt an issuer from the registration requirements of 
the 1933 act. 

Commissioner Rowen. That is correct. 

Chairman Heuer. But, the registration statement and the pros- 
pectus, which an investment company must file under the 1933 act, 
are not like the usual prospectus and registration statement, but 
consist rather of current answers to questions selected from registra- 
tion statements required under the-1940 act. 

Commissioner Rowen. That is correct. 

Chairman Heiter. Would that mean that an investor who wanted 
to have complete information would have to check the 1940 act and 
the abbreviated registration statement and prospectus which, under 
the Investment Act of 1940, are filed as a requirement of the 1933 act? 

Commissioner Rowen. If I have a full grasp of your question, I 
would say that the Congress, in its wisdom, when it determined 
what the contents of the prospectus should be determined what was 
necessary to be stated to an investor who was about to make an 
investment. 

Mr. Harry Hever. May I say something on that? 

Chairman Heuer. Yes. 

Mr. Harry Hetter. In practice the situation is this: For com- 
pliance with the Securities Act, the form under the Securities Act 
states that you take the answers to certain items in your annual 
report, N—30A-1 and in B-1 the registration statement Form N- 
8B-1, under the Investment Company Act of 1940, and copy that 
in narrative form into a readable prospectus. 

Now, the implication of your question was whether the prospectus 
in itself would be enough to enable an investor to form a judgment as 
to the merits of the security? 

Chairman Hetuier. And you think it would be? 

Mr. Harry Heuer. I think it is; yes. We think it is. 

Chairman He.tuizer. You think that amounts to a complete dis- 
closure? 

Mr. Harry Heiser. We think it amounts to a disclosure sufficient 
for a prudent man to form an opinion as to what he is buying and as 
to the merits of the securities. 

Even under the 1933 act, we do not incorporate the entire registra- 
tion statement into a prospectus. 

Chairman HEe.uier. Would you say that that amounts to a com- 
plete disclosure, rather than just a disclosure? 

Mr. Harry Heuuer. It depends on what you mean by “complete.” 
If it means a disclosure sufficient for an investor to be informed as to 
the merits of the security; yes. 


’ 
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Chairman Heuer. That is what I mean. 

Mr. Harry Heuer. As to that; yes. Yes; that prospectus, in my 
judgment, would do that. - 

ema Heuer. Would you say that you have no recommenda- 
tions with respect to that at the present time? 

Mr. Harry Heuer. At the present time, Mr. Chairman, we are 
reworking Form S-5, with the idea of streamlining the form, because 
we think there is some information required to be included in the pros- 
pectus now that is not of any value and is merely duplication. 

Chairman Heuer. You do see that as a problem? 

ra Harry Heiter. That is correct; and we are now working on 
that. 

Commissioner Rowen. But, let me hasten to add that we can, 
within the authority that we already have, make the required correc- 
tions. 

Chairman HeuLer. Without any amendment? ; 

Commissioner Rowen. We feel there is no need for an amendment 
of any of the statutes involved. 

Chairman Hretier. Now, Commissioner, I know that investment 
companies send out a good deal of sales literature. I understand that 
open-end investment companies and their underwriters are required 
to file this literature with the SEC, whether it is circulated or used 
orally. 

Commissioner Rowren. That is correct. 

Chairman HeE.uer. But there is no requirement that the sales 
literature should be approved in advance? 

Commissioner Rowen. That is correct. 

Chairman Hetuter. Do you think that it would be desirable to re- 
quire advance approval of such sales literature? 

Mr. Rowen. At this particular time, during the phase that we are 
now in, in the administration of the 1940 act, I would say “No.” 

I believe that there has been a sufficient awareness on the part of 
investment companies and their underwriters of the philosophy of the 
1933 act and of the 1940 act so as to permit them not to deliberately 
fall into error, so to speak. 

I believe that they are conscientious in their attempts to mer- 
chandise, conscientious in their attempt to comply with the disclosure 
statute in merchandising their securities, and I believe that the 10 
days’ provision which relates to the time within which they must 
supply to the Commission the selling literature that they are employ- 

is adequate for the Commission to be aware of, currently, what is 
pe on in the industry, by way of sales methods. 

Chairman Heuer. In other words, you take the position that the 
literature of the open-end investment companies does not require that 
kind of treatment at this time? 

Commissioner Rowen. Yes, sir; and that particularly in view of a 
statement of policy which the Commission published during the past 
fiscal year which, in rather elaborate detail, indicates what is proper 
and what is improper, so far as selling literature is concerned. 

Chairman HEtutErR. When was that statement of policy written? 

Mr. Rowen. It was published by the Commission on August 14, 
1950. 

May we offer that statement in the record at this point? 

Chairman Heuer. Yes. 

(The statement referred to is as follows:) 
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SECURITIES AND ExcHANGE COMMISSION 
WASHINGTON, D. C. 


” 
STATEMENT OF PoOricy 


The Securities and Exchange Commission with the assistance of the National 
Association of Securities Dealers, Inc., has reviewed samples of advertising and 
supplemental sales literature used in the sale of investment company shares, 
much of which was not filed with this Commission. This review has revealed the 
existence of many practices in connection with the use, form and content of certain 
advertising and sales literature which, in the opinion of the Commission, may 
violate the Securities Act of 1933 and the Investment Company Act of 1940. 
The Commission, therefore, deems it necessary and appropriate to set forth a 
Statement of Policy so that issuers, underwriters and dealers may understand 
certain of the types of advertising and sales literature which the Commission 
considers may be violative of the statutory standards. It should be emphasized 
that the following Statement of Policy does not attempt to cover all possible 
abuses, and that literature which complies with this Statement may not be used 
if it is in fact misleading. Conversely, nothing in this Statement of Policy is 
intended to prevent the use of factual statements, fairly presented, concerning 
fundamental investment policies and objectives, investment restrictions or other 
characteristics of a particular investment company. 

‘Sales literature’ as used hereafter shall be deemed to include any communi- 
cation (whether in writing, by radio, or by television) used by an issuer, under- 
writer, or dealer to induce the purchase of shares of an investment company. 
Reports of issuers to the extent they are transmitted to shareholders and do not 
contain an express offer are not deemed to be “‘sales literature’ within the meaning 
of this definition but shall conform to this Statement of Policy. Communications 
between issuers, underwriters, and dealers are included in this definition of ‘sales 
literature’’ only if such communications are passed on either orally or in writing 
or are shown to prospective investors or are designed to be employed in either 
written or oral form in the sale of securities. 

For the purpose of interpreting this Statement of Policy a piece of sales literature 
shall be deemed materially misleading by reason of an implication, as contem- 
plated herein, if such sales literature includes (1) an untrue statement of a materia! 
fact or (2) omits to state a material fact necessary in order to make a statement 
made, in the light of the circumstances of its use, not misleading. 

It will be considered materially misleading hereafter for sales literature: 

(a) Return.—To represent or imply a percentage return on investment in the 
shares of investment companies, except in accordance with the following 
principles: 

Rates of return shall be expressed only as a ratio of dividends paid from net 
investment income and net accrued undivided earnings included in the price of 
capital shares issued and repurchased, in each case as required to be shown in 
the issuer’s prospectus (for one or more immediately preceding full fiscal years 
separately stated) to both (1) a stated price determined by computing an average 
of offering prices, taken at monthly intervals, for the same period or periods, and 
(2) a stated and dated offering price, current at the date of publication, and shall 
be accompanied by a statement to the effect thaf such return is based upon 
dividends paid in the period covered and is not a representation of future results. 
Either in the same text, or by reference int the same text to an historical table 
elsewhere in the same piece of literature, there must be shown the per-share asset 
value at the beginning and end of the period, or the increase or decrease (stated 
in percentage) in asset value. 

(b) (1) To combine into any one amount distributions from net investment 
income and distributions from any other source. 

(b) (2) To represent or imply an assurance that an investor will receive a 
stable, continuous, dependable, or liberal return or that he will receive any 
specified rate or rates of return. 

(ec) Safety of Capital—To represent or imply en assurance that an investor’s 
capital will increase or that purchase of investment company shares involves & 
preservation of original capital and a protection »gainst loss in value. To discuss 
accumulation of capital, preservation of capital, accumulation of an estate, pro- 
tection against loss of purchasing power, diversification of investments, financial 
independence or profit possibilities without pointing out or explaining the market 
risks inherently involved in the investment. 

(d) Government Regulation.—To make any reference to registration or regula- 
tion of any investment company under Federal or State authority without explain- 
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ing ee this does not involve supervision of management or investment practices 
or policies. 

e) Protection of Investors—To represent or imply that services of banking 
institutions as custodian of securities, transfer agent, or dividend disbursing 
agent, provide protection for investors against possible depreciation of assets or 
that such institutions maintain any supervisory function over management in 
such matters as purchase and sale of porfolio securities or payment of dividends 
or provide any trusteeship protection, or to fail to state the extent of the limited 
role of the custodian whenever the advantages of custodial services are discussed. 

(f) Redemption.—To State or discuss the redemption features of investment 
company shares without explaining in such statement that the value of the shares 
on redemption may be more or less than the investor’s cost, depending upon the 
market value of the portfolio securities at the time of redemption. 

(g) (1) Comparisons Generally.—To represent or imply that shares of an invest- 
ment company are similar to or as safe as government bonds, insurance annuities, 
savings accounts or life insurance, or have the fixed income, principal, or any other 
features of a debt security. 

(2) To represent or imply that the management of an investment company is 
under the same type of investment restrictions or is operated under limitations 
similar to or has fiduciary obligations such as those imposed by governmental 
authorities on savings banks and insurance companies, except to the extent that 
it is so restricted or limited by its statement of policy on file with this Commission. 

(h) Comparisons With Market Index on Other Security —To use any comparison 
of an investment company security with any other security or medium of invest- 
ment or any security index or average without pointing out: 

(1) that the particular security or index or average and period were selected; and 

(2) that the results disclosed should be considered in the light of the company’s 
investment policy and objectives, the characteristics and quality of the com- 
pany’s investments, and the period selected; and 

(3) any factor necessary to make the comparison fair. 

(i) To represent or imply that investment companies in general are direct 
sources Of new capital to industry or that a particular investment company is 
such a source unless the extent to which such investments are made is disclosed. 

(j) Performance Charts.—To use any chart designed to depict the record of an 
investment company Over a specific period of time which is contrary to the 
principles set forth in the Commission’s announcement of April 2, 1948, in Invest- 
ment Company Act Release No. 1160 and Securities Act Release No. 3281, as 
modified by a letter dated October 25, 1948, from the N. A. 8. D. to the S. E. C. 
and a letter dated November 4, 1948 from the 8. E. C. to the N. A. 8. D. 

(k) Management Claims.—To make any extravagant claims regarding manage- 
ment ability or competency. 

(1) To represent or imply that investment companies are operated as, or are 
similar to, ‘‘cooperatives’’. 

(m) To represent or imply that investment company shares generally have been 
selected by fiduciaries. 

(n) (1) Continuous Investment Programs.—To use the phrase ‘‘dollar averaging’’ 
or “averaging the dollar” (although the phrases “dollar cost averaging” or ‘‘cost 
averaging” are not objectionable) in referring to any plan of continuous investment 
in the shares of an investment company at stated intervals regardless of the price 
level of the shares; 

(2) To discuss such a plan of continuous investment in the shares of investment 
companies, without making clear: 

(i) that the investor will incur a loss under such a plan if he discontinues the 
plan when the market value of his accumulated shares is less than his cost; and 

(ii) that the investor is investing his funds primarily in securities subject to 
market fluctuations and that the method involves continuous investment in such 
shares at regular intervals regardless of price levels; and 

(iii) that the investor must take into account his financial ability to continue 
such a plan through periods of low price levels; and 

Gy) that such plans do not and cannot protect against loss in value in declining 
markets. 

(3) To use any table depicting the operation of a plan of continuous investment 
unless such table is based on the actual offering prices of the shares of the invest- 
ment company and includes the total cost and liquidating value of the investment 
at the end of each year or any shorter period shown in the table. 

(0) Sales Charges.—To fail to include in any sales literature which does not 
state the amount or rate of the sales charge (excepting letters to shareholders, 
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and business letters to persons which have been preceded or accompanied by an 
effective prospectus, and communications between issuers, underwriters, and 
dealers which deal only with routine business matters and which do not purport 
to describe the characteristics of an investment company) the following statement 
in & separate paragraph in type as large as that used generally in the body of the 


piece: 

“There is a sales charge to the investor included in the offering price of the 
shares of this company (or name of company). For details thereof and other 
material information, see the prospectus.” 

(p) To fail to include in any sales literature which is designed to encourage 
investors to switch from one investment company to another, or from one class 
of security of an investment company to another class, the substance of the 
following statement in a separate paragraph in type as large as that used generally 
in the body of the piece: 

“Switching from the securities of one investment company to another, or from 
one class of security of an investment company to another, involves a sales charge 
on each such transaction, for details of which see the prospectus. The prospective 
eo should measure these costs against the claimed advantage of the 
switch.” 

(q) Industry Performance against Company Performance.—To represent or imply 
that the performance of any particular company may be measured by or com- 
pared with or related to the Vpn of a particular industry unless the extent 
and scope of the portfolio of the particular company is such that its performance 
will generally approximate that of the industry. 

(r) Reprints —To employ material in whole or in part from published articles 
or documents descriptive of or relating to investment companies unless such 
material, or the literature including such material, complies with this Statement 
of Policy and in addition such material is not taken out of context in a manner 
which alters its intended meaning. 


August 11, 1950. 
Commissioner Rowen. May I also introduce the release that accom- 


panied the Statement of Policy? 
Chairman Hetuzr. Yes; without objection, that may be introduced. 
(The release referred to is as follows:) 


SECURITIES AND ExcHANGE COMMISSION 
WASHINGTON, D. C. 


Securities Act or 1933—Re.ease No, 3385 
INVESTMENT Company Act or 1940—ReLEAsE No. 1503 


The Securities and Exchange Commission today made public a Statement of 
policy with respect to the use, form, and content of sales literature and advertising 
employed by dealers and underwriters in the sale of investment company securities. 

his statement of policy was prepared with the cooperation of the National 
Association of Securities Dealers, Inc., after an exhaustive review of some 5,000 
samples of advertising and sales literature. Dealers and underwriters engaged in 
promoting the sale of investment company rhares voluntarily submitted the 
material for the joint examination and appraisal. 

The Commission emphasized that this statement of policy is directed not only 
at advertising and sales literature relating to specific investment company securi- 
ties, but also at institutional advertising and sales literature relating to the 
industry or to investment company securities generally. 

The question of future Commission policy with regard to the use of general 
institutional literature is still under study, the Commission said. A decision on 
this important question wi'l be forthcoming in the future, after further conferences 
with the industry. : 

The NASD has advised the Commission that it will assist in carrying out this 
statement of policy as a measure of self-regulation. It is contemplated, therefore, 
that the NASD, in line with recommendations of the Commission, will interpret 
its Rules of Fair Practice to conform to the statement of policy. 


Chairman Heiter. Commissioner, what inspired the drafting of this 
release? I see it is numbered 3385—and there are two releases here. 
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eu aes Rowen. There is one release, which contains the 
exhibit. 

Chairman Heuer. Well, let us refer to it, then, as the release of 
August 14, 1950. 

ommissioner Rowen. Yes, sir. 

Chairman Heiter. What inspired it? 

Commissioner Rowen. The inspiration for it was the obvious 
desirability of promulgation of the Commission’s thinking on the 
subject of selling literature that should be employed in the sales of 
investment companies’ securities, apart from the prospectus. 

May I go into further amplification of that question, Mr. Chairman? 

Chairman Heuuer. Yes. 

Commissioner Rowen. On August 11, 1950 the Commission pub- 
lished its statement of policy regarding sales literature employed by 
investment companies defining certain practices it regarded as possibly 
violative of the 1933 and 1940 acts. The National Association of 
Securities Dealers voluntarily cooperated in the review of sales liter- 
ature which resulted in this statement as part of its policy of estab- 
lishing fair and ethical standards of conduct. 

The association also volunteered to police the subsequent use of 
sales literature by the companies subject to supervision by the Com- 
mission. In view of the desirability of self-regulation expressed by 
Congress in the Maloney Act and the lack of adequate Commission 
personnel to properly supervise this mass of literature, as well as the 
fact that the National Association of Securities Dealers could require 
submission to it of such literature prior to its use, whereas under the 
1940 act companies need only submit sales literature to the Com- 
mission within 10 days after its use, the Securities and Exchange Com- 
mission agreed to a program whereby investment companies would 

resent their advertising material to a committee established by the 
‘ational Association of Securities Dealers. 

This committee is responsible in the first instance for determining 
the propriety of such material, subject, of course, to an informal 
review by the staff of the Commission. To date this practice has been 
markedly successful. During the past year, that is the fiscal year, 
the Commission received, in accordance with the provision in the 1940 
act as it requires the filing with it of sales literature, 2,596 such pieces, 

May | at this point point out that the program involves the examina- 
tion by the National Association of Securities Dealers of this sales 
literature. The program provides that dealers who are members of 
the National Association of Securities Dealers file with the National 
Association of Securities Dealers the material that they use, in the sale 
of investment company securities. 

It is to be noted that the 1940 act has no such impact upon dealers 
engaged in the sale of investment company securities, so that to that 
extent there is a screening being given to more material in the sales 
of investment company securities by virtue of this arrangment with 
the National Association of Securities Dealers than would be ac- 
complished by the Commission merely examining the selling literature 
that is filed with it in accordance with the 1940 act. 

Chairman Heuer. In this statement which you have introduced 
in evidence dated August 14, 1950, you indicate that sales literature 
for institutional companies will be looked into also. Then 1 see a 
— statement that the general institutional literature is still under 
study. 
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Has that study been completed? 

Commissioner Rowen. No, Mr. Chairman. I wonder if we are in 
agreement as to the idea behind the phraseology ‘‘institutional litera- 
ture’? Do you have an idea of just what is referred to? 

Chairman Heuer. Well, you refer to it right here. I assume it is 
the insurance companies that buy up issues and then send out litera- 
ture. 

Commissioner Rowen. No, sir. That is perhaps sort of a loose 
phrase, but it contemplates that literature that is prepared on the 
subject of the investment company industry as it is an institution. It 
re broadly with the subject of investment company securities as 
distinguished from any given company. 

May I give you by way of an example that certain investment com- 
panies as a sort of door opener, as sort of an introduction to the subject 
of the sales of their particular company, have been broadcasting and 
disseminating reprints from articles that have been written by emin- 
ent authorities on the subject of investment companies. 

Within a year, for example, there appeared in one of the current 
weeklies, either Collier’s or the Saturday Evening Post, a treatise, an 
article on the subject of investment companies as it was prepared by 
a well-known economist. Certain investment companies secured re- 
prints of that article which did not deal with any one company, caused 
reprints to be made and then disseminated them in a rather general 
fashion as ar introduction to the subject of their particular security 
they would like to sell to those to whom they had, in the first instance, 
sent this piece of reprinted literature from one of the magazines. 

The author of one of the articles in question was Beardsley Rum]. 
He published his views on the broad subject. One of the current 
weekly periodicals carries it. 

Chairman Hetuier. If an investment company would circulate 
the article to which you just referred, that would be institutional ad- 
vertising? 

Commissioner Rowen. That is correct. 

Chairman Heuer. Suppose the literature does not meet with the 
approval of the Commission. What, if anything, does the Commis- 
sion do? 

Commissioner Rowen. As a practical matter, when the Commis- 
sion, through its staff, arrives at the judgment that a given piece of 
literature is violative of its statement of policy, it does advise the 
company of its views and suggests there be an immediate cessation 
of the use of that material. ' 

Chairman Heiter. What powers does the Commission have to 
enforce its recommendation in the event there is no cessation? 

Commissioner Rowen. Section 17 of the Securities Act which is 
the fraud provision. 

Chairman Hetuer. How often has that been employed? 

Commissioner Rowren. With respect to this selling literature? 

Chairman Heiier. Yes. I mean approximately how often has it 
been performed since the statute was enacted. 

Mr. Harry Heiter. With respect to investment companies only? 

Chairman Heuer. Yes. 

Mr. Harry Heuer. I would say rather infrequently. The last 
cases I recall were cases back in the late thirties or early forties with 
respect to advertising, among other things. 
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Chairman Hetier. How often has it been employed since the 
issuance of the statement of August 14, 1950? 

Commissioner Rowen. At no time so far as my memory serves me, 
has there been the need for enjoining the use of any selling literature 
since then. 

Chairman Hetuier. Coming back to the registration under the 1940 
act, I take it that the registration must disclose the classification of 
the company and the character of its investment. 

Commissioner Rowen. That is correct. 

Chairman Heuer. It must also contain a declaration of funda- 
mental policy? 

Commissioner Rowen. Yes, sir. 

Chairman Heiter. Would it be correct to state that any change in 
fundamental policy requires the majority of the stockholders’ consent? 

Commissioner Rowen. Yes, sir. 

Chairman Heiter. But a company may limit its policy statement 
so as to reserve a considerable amount of freedom to management? 

Commissioner Rowen. Yes, sir. 

Chairman Hetuer. And thereby avoid resorting to stockholders 
for approval? 

Commissioner Rowen. Yes, sir. 

Chairman Heuer. Has that been the practice, in your opinion? 

Commissioner Rowen. Mr. Heller, who is familiar with the 
administration of the statute since its promulgation, can answer that. 

Mr. Harry Hetier. The statute provides in section 8 (b) that the 
company must declare its policy, whether it is diversified or not, open 
or closed. 

Then it must declare itself with respect to certain specified invest- 
ment policies and in respect of other fundamental policies which it 
wishes to adopt. The statute says there may be a reservation of 
freedom of action by the management. But to the extent practicable, 
the limitations on that freedom of action must be indicated. We 
have taken the position, and it is the general counsel’s position, that 
a statement, for example that “it is not a policy to concentrate 
investments in particular industries accompanied by a reservation of 
freedom of action to do so”’ is illegal because in such a case the reser- 
vation of freedom of action is meaningless. 

We say that it is practical to limit that freedom of action. For 
example, we will accept a statement that reserves freedom of action to 
concentrate up to 25 percent of their assets in a particular industry 
of type of investment. If they, thereafter, want to change that, they 
have to get a vote of stockholders. We have read the statute to mean 
that there must be a precise limitation on the reservation. 

In practice we have gotten such limitation. 

Chairman Hetuer. In addition to the statute declaration which 
you have just discussed and the view which the Commission has 
taken, has the Commission adopted any rule prescribing the form of 
such policy statements, or is that just the view which you have taken? 

Mr. Harry Heuer. Except the opinion of the general counsel 
which is quite long and which indicates the type of policy statements, 
we regard as valid and invalid. There are examples given in the 
opinion. 

Chairman Heuer. Is that a rule or an order? 
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Mr. Harry Heuer. I would say it would have the effect of a Com- 
mission interpretation which would amount to a rule in practice. | 
want to point out that most open-end companies have very simply 
stated as their policies that they will not do certain things. "There 
are no reservations of freedom of action at all. 

Chairman Heuer. Since you are familiar with the administration 
of this, do you think that the Commission order specifies the items 
which should be an inherent part of a policy declaration? 

Mr. Harry Heimer. The statute specifies, in section 8 (b), certain 
items which are required to be stated and which you cannot deviate 
from. In practice if there are other policies concerning what they 
intend to do, we would say they are fundamental and should be 
declared. They are going out to investors. It is a definite policy. 
We have told them in our opinion those are fundamental and, there- 
fore, must be included as such in the 1940 act registration statement 
and cannot be changed without a vote of stockholders. 

Chairman Heuver. If securities are not listed on the exchange, 
there is no need to comply with the 1934 act. 

Commissioner Rowen. That is correct, not fully listed. 

Chairman Hetuier. And if the investment company securities were 
listed on an exchange prior to 1933, there would be no requirement 
to comply with the registration requirements of the 1933 and 1934 
acts? 

Commissioner Rowen. I do not think that is correct. In 1934 
the fully-listed investment company listed on a securities exchange, 
a national securities exchange, in order to comply with the 1934 act 
would have been required to list in accordance with the statute at 
the outset of the 1934 act. 

Chairman Heuer. You said that they would be required to list 
under the 1934 act? 

Commissioner Rowren. I think I should have used the term 
“registered.”’ 

Chairman Hetuer. Precisely what do you mean by that? 

Commissioner Rowrmn. The 1934 act has sections in it that deal 
with the subject of registration of securities that then were listed on 
the national securities exchanges. For example, there is a section 
12 (a) of the 1934 act which deals with the registration requirements 
for securities. 

Chairman He.tier. Commissioner, there are certain exemptions 
under the act which I would like to have your views on. Would you 
propose, from your experience, the elimination of any of the exemp- 
tions provided in section 3? 

Commissioner Rowen. The precise answer to your question is that 
I personally would not enlarge on the groupings of exemptions under 
section 3. However, since I am not authorized to speak for the 
Commission, I would like to consult with the Commission if the com- 
mittee were presently to rely upon my personal opinion. 

Chairman Hetier. Would you rather give us your views after you 
have talked to the Commission? 

Commissioner Rowen. I think perhaps that would be the more 
practical and time-saving way. 

Chairman Heiter. Would you do so and submit your answer, and 
it will be regarded as your answer at this point in the record. 

Commissioner Rowen. | will. 

(The information referred to is as follows:) 
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After discussion with my fellow Commissioners I wish to report to this com- 
mittee that they are in accord with my view that there would appear to be no 
necessity for eliminating any of the exceptions from the definition of an invest- 
ment company now contained in section 3 (c) of the act. The exceptions relate 
to investment companies in which there is no public interest or to other precisely 
defined types of companies which are not essentially investment companies, many 
of which are subject to other forms of governmental supervision or control. 


Chairman Heiser. Section 6 permits the SEC to exempt companies 
which fall within the definition of an investment company as set forth 
in section 3; is that correct? 

Commissioner Rowen. Yes, sir. 

Chairman Heiter. Would you know how many exemptions of this 
kind have been granted? 

Commissioner Rowen. I would have to search the Commission’s 
records. I have no personal knowledge of the number of companies 
that were exempted by virtue of 6 (c) from the provisions of section 3. 

Chairman Hetuer. Then you will supply the answer? 

Commissioner Rowen. Yes, sir. 

(The information referred to is as follows:) 


NuMBER OF COMPANIES EXEMPTED BY VIRTUE OF 6 (Cc) From PROVISIONS OF 
Section 3 or Act 


In 1941, three companies were exempted under section 6 (c) from all of the 
provisions of the act. One of these companies was essentially a receptacle for the 
surplus funds of a noninvestment company. Provision was also made for the 
termination of the exemption in the event of a public offering by the company of 
its securities. The second of these companies was wholly owned by the New York 
agency of a foreign bank. Virtually all of the securities of the third company 
were held by a company not subject to the act. 

In 1942, two such exemptions were granted. The first related to three affiliated 
companies which had been organized to protect the interests of certain Swedish 
nationals during the war emergency. In 1948 and 1951, two other companies 
wholly owned by these companies were also exempted. The second order related 
to a company having three stockholders, one of which was a corporation, not 
subject to the act, which held 90 gerry of the outstanding stock. The other 
two stockholders had agreed to sell their stock in the exempted company to the 
corporate stockholder prior to offering their shares to others. 

In 1946, the Commission exempted a company which had been organized for 
educational purposes for the benefit of advanced economic students of Smith 
College and whose securities had been issued to selected members of the teaching 
and student. bodies of that institution. 

In 1947, three companies were exempted. The first of these companies was 
essentially not an investment company. Its purpose was to aid the economic 
development of Palestine and its assets were primarily employed for that purpose. 
The second of such orders related to a company organized to purchase the stock of 
an industrial company for the purpose of ultimate resale on an installment basis 
to officers and employees of such company. The third company exempted was 
one which bad been organized in an attempt to promote industrial harmony and 
cooperative thinking among employees of an industrial company and for chari- 
table and educational purposes. The industrial company contributed a substan- 
‘tial block of its stock and cash. Shares were issued to employees upon the basis 
of length of service at $10 per share and, upon retirement of employees, were to be 
offered to the company at the same price for the purpose of resale to other em- 
ployees. At all times cash and Government securities were maintained to cover 
the redemption value of employees’ shares. 

In 1948, one company was exempted subject to the requirement of the filing of 
reports. The stock of this company was wholly owned by a Canadian corpora- 
tion. 

In 1950, one company was exempted subject to the requirement to file certain 
reports with the Commission. This company was organized to take over the 
poss of a relatively small group of foreign nationals as a matter of convenience 
to them. 

In granting exemptions of the character described above, it is the Commission’s 
practice in all cases to reserve the right to revoke or suspend the order of exemption 
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and, in connection therewith, to require, where information would not otherwise 
be available, the furnishing to the Commission periodically of certain information 
concerning the exempted company. 

Chairman Heuer. Are you familiar with the standards that guide 
the Commission in granting exemptions? 

Commissioner Rowen. I am familiar with the various provisions 
of the statute which contain within themselves the specific standards 
that should guide the Commission in connection with exemptions 
from the operation of the specific provision of the statute, and I am 
familiar with the standards of the general section dealing with the 
subject of exemptions, namely 6 (c). 

Chairman Heiter. What standards have been used? 

Commissioner Rowen. Section 6 (c) permits us to exempt any 
transaction from any provision of the act, or any rule or regulation 
thereunder, if and to the extent that such exemption is necessary or 
appropriate to the public interest and consistent with the protection 
a ae and the purposes fairly intended by the policies and pro- 
visions of this title. 

Section 6 (c) was inserted in the act to take care of the exceptional 
situations and transactions which, while they might not be permitted 
under the statutory terms of other sections, might still be regarded as 
consistent with the protection of investors and the puropses fairly 
intended by the policy and provisions of the act. 

Section 6 (c) contains no limitation or qualification as to the sec- 
tions of the act from which an exemption may be granted, or as to the 
types of prohibited transactions which might be exempted. Nor is 
there anything in the legislative history of that section which indi- 
cates a congressional intent that its application be so limited. The 
exemption may of course be granted only where it satisfies the condi- 
tions stated in section 6. And we recognize our responsibility to 
exercise with circumspection the broad power conferred. 

Under section 6 (c) we may issue an order of exemption if we find 
that the standards set out in the act have been met. We have 
frequently held that this broad power must not be so freely applied 
that the se objectives of the act are thwarted. The propriety of 
granting the relief sought depends upon the purposes of the section 
from which an exemption is requested, the evils against which it is 
directed and the ends which it seeks to accomplish. 

Finally, there is in section 6 (c) no requirement that we confine our 
exemptive power under that section to transactions which are pro- 
posed to take place in the future. The fact that a transaction has 
already been consummated in good faith is no bar to the exercise of 
an exempted power if the exemption would otherwise be in the public 
interest and consistent with the protection of investors and with the 
policy and provisions of the act. 

Chairman Heuer. In other words, Commissioner, it rests in the 
unlimited discretion of the Commission; is that correct? 

Commissioner Rowen. That is correct, subject to the standards 
that are to be found in section 6, of course. 

Chairman He.ier. What has been the experience of the Commis- 
sion with companies that have been exempted? Has it resulted in 
losses to investors? 

Commissioner Rowen. The answer is ‘‘No,”’ that I have no memory 
of any loss having been suffered by investors as a result of the Com- 
mission having granted an exemption under section 6 (c). 





STUDY OF SECURITIES AND EXCHANGE COMMISSION 383 


Chairman Hetuer. Commissioner, I take it, an open-end company 
like other investment companies, files a registration statement dis- 
closing the total amount of shares of stock to be issued to the public. 
However, a certain amount may be offered at one point and another 
amount at a later date. 

How is the public advised of changes in the condition of the com- 
pany at different times when different blocks of securities are offered 
for public sale? In other words, what is done to bring the registration 
statement and the prospectus up to date when succeeding blocks of 
securities are sold? 

Commissioner Rowen. I think your understanding ought to be 
corrected. When you say that an investment company registers a 
certain amount of securities and then undertakes to offer part of such 
registered securities to the public and later offers the balance, it is my 
understanding that the investment company offers all the securities, 
which presently it has registered. 

Chairman Heiter. Can a certain amount be offered at one time 
and then another amount at some subsequent date? 

Commissioner Rowen. Not of any given block of securities which 
are registered at any one time. 

To put it another way: If X number of securities are presently 
registered, the investment company then undertakes to offer all of 
that block, X in number, to the public. 

Chairman Hetuer. Suppose they offer a hundred thousand shares 
and they sell 50,000 shares. Are they required to register the remain- 
ing 50,000? 

Commissioner Rowen. Before I answer that question, may I point 
out the provisions of section 6 (a)? Section 6 (a) of the 1933 act 
provides, in part, that a registration statement shall be deemed 
= only as to the securities specified therein as proposed to be 
offered. 

We interpret that to mean that all of the securities that are registered 
are being presently offered and that they can only register presently 
those securities which they believe they can sell within a reasonable 
time. 

Chairman Hetier. Commissioner, is there any time limit during 
which these securities must be sold? 

Commissioner Rowen. Eighteen months, that is an administrative 
technique that is used. It takes the form of requiring a registrant 
to make an undertaking to deregister those securities which they 
have not sold within 18 months. 

Chairman Heuer. So deregistering takes place after the 18-month 
period has expired? 

Commissioner Rowen. Yes, sir. 

Chairman He.ier. Suppose, Commissioner, there is a sale im- 
mediately of 50,000 shares, and then for the next 3 months there is 
no sale whatsoever. Subsequently there is another sale of 50,000 
shares of the 100,000 which has been registered. 

Does the Commission require a new prospectus to be filed during 
that hiatus of a 3-month period? 

Commissioner Rowen. No, sir. 

Chairman Heuer. In which, of course, the financial condition 
may be different. 

Commissioner Rowen. At this point section 17, which is the fraud 
provision of the 1933 act, comes into play so that if there is a change 
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of condition which makes the statements made otherwise misleading, 
there is the need by virtue of the compulsion of section 17 for the 
issuer to come in and amend so as not to make fraudulent the selling 
literature he then is providing in the sale of the security. 

The practical requirement comes from the compulsion of the civil 
responsibility under section 11 and section 12. 

Chairman Heuuer. Generally speaking, the act and the SEC rules 
prohibit purchase or sale of property and securities among invest- 
ment companies and their affiliates. That is designed to prevent 
intracompany transactions, pyramiding, and the like; is that correct? 

Commissioner Rowen. Yes, sir. May I qualify my answer? 

Chairman Heuer. Yes. 

Commissioner Rowen. That is designed to eliminate damage that 
might be done to the public security holder of the investment com- 
pany in question and also to avoid pyramiding. 

Chairman Heuer. But the Securities and Exchange Commission 
may exempt purchases or sales of property or securities among invest- 
ment companies and their affiliates? 

Commissioner Rowen. That is correct. 

Chairman He.tier. How many such exemptions have been granted? 

Commissioner Rowen. During the past fiscal year, 19 applications 
for exemptions from the provisions of section 17 (a) were granted and 
two were withdrawn. Twelve were granted from the provisions of 
section 17 (d) and one was granted from the provisions of section 
17 (e). 

May I go back and describe those provisions, or are you sufficiently 
familiar with them? 

Chairman Heuuer. I think we can develop that in a few moments. 
If we do not, you can go back and describe them. 

Commissioner, specifically and briefly, what standards are em- 
ployed to determine whether an exemption shall be granted? 

Commissioner Rowren. Under section 17? 

Chairman Heuer. I assume it is under section 17. 

Commissioner Rowen. Section 17, which has been referred to as 
the seli-dealing section, was intended to prevent the abuses by 
insiders—primarily of unfair sales to and purchases of securities and 
other property from, and improper loans from investment companies 
by officers, directors, and similar persons affiliated with such com- 
panies—which were shown to exist by the report of this Commission 
to the Congress by the testimony at the congressional hearings. 

Section 17 (a) in general seeks to — a repetition of these 
abuses by prohibiting affiliates from selling their own property to the 
investment company or a company controlled by such investment 
company, from buying for themselves property of such companies, or 
from borrowing money or other property from such companies. _ 

Section 17 (b), however, requires the Commission, upon applica- 
tion, to issue an order exempting a proposed transaction from sub- 
section (a) if evidence establishes that the terms of the proposed 
transaction are reasonable and fair and do not involve overreaching 
and the proposed transactions are consistent with the policy of each 
investment company concerned and with the general purposes of the 
act. 

May I note at this point this particular provision of the statute 
requires the Commission to grant the exemption if the standards 
are met. 
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Chairman Hetuer. Is that not put to the discretion of the Com- 
mission? 

Commissioner Rowen. I would say not in the light of the language 
of section 17 (b). 

Chairman Heuer. In that case it is mandatory? 

Commissioner Rowen. Yes, sir. 

This is responsive to the last question: The section of the statute 
in part states that the Commission shall grant such application and 
issue such order of exemption if evidence establishes that, et cetera. 
So I would say that the Commission interprets that as a mandatory 
requirement on it to grant the exemption. 

I have not finished the original question. 

Chairman Heuer. Let me get this clear in my mind. Has the 
statutory statement which you just made, been implemented by any 
rule or rules of the Commission? 

Commissioner Rowen. There are some rules of a limited character. 

Chairman Hetuier. Do you want to finish that statement in con- 
nection with the standards? 

Commissioner Rowen. These provisions of the act evidence an 
intent to prevent the described abuses not by prohibiting absolutely 
all self-dealing by insiders and affiliated persons, but by subjecting 
such transactions to the scrutiny of the Commission to insure that 
they are fair and reasonable, involve no overreaching and are con- 
sistent with the stated policy of the investment companies and the 
purposes of the act. 

I again point out that where an affiliated person acts as principal 
in selling property to or buying property from an investment com- 
pany, section 17 (b) makes it mandatory that we relieve such appli- 
cant from the prohibition of section 17 (a) if the standards of section 
17 (b) are satisfied. 

It may be stated that the purpose of section 17 is to insure that 
arm’s length bargaining exists in transactions between investment 
companies and their affiliates and insiders. 

Chairman He .ter. I think you testified that there had been 19 
cases in which exemptions had been granted during the fiscal year. 
Could you state what has been the Commission’s experience in these 
cases where exemptions have been granted? In other words, has it 
worked out well or badly? 

Commissioner Rowen. I would say by and large the Commission 
is content with the results achieved following the granting of exemp- 
tions from section 17. 

Chairman Hetuer. Would you be in a position at the present time 
to make any recommendation in connection with it? 

Commissioner Rowen. My answer to this question I think should 
be the same as it was with respect to the question dealing with possible 
views for changes relating to the exemptions under section 3. 

(The following answer was later submitted:) 

The question regarding possible amendment of section 17 (b) of the act has 
been fully considered by me and by my fellow Commissioners. It is our con- 
sidered view that these provisions of section 17 (b) have worked well in practice 
and have resulted in substantial benefits to investors. It should be noted that 
section 17 (a) reaches many transactions which are normally within the area of 
legitimate business activities of investment companies. The purpose of section 17 


is not to prohibit those transactions outright but merely to subject to prior scrutiny 
of the Commission transactions in which affiliates may have a direct or indirect 
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interest. Thus section 17 (b) requires the Commission to grant an exemption 
where the evidence adduced demonstrates that the proposed transaction accords 
with the statutory standards. We believe that the congressional pu has 
been achieved in the actual operation of the section and that no amendment or 
revision of the section is necessary. 

Chairman Heuier. Have there been any complaints of any kind 
from investors or anybody else with regard to these exemptions? 

Commissioner Rowen. There have been a few complaints. 

Chairman Heuuer. How are those complaints handled? 

Commissioner Rowren. Those complaints are received by the staff 
and considered by the staff. Depending upon the nature of the com- 

laint, if it appears to be a complaint that is baseless and groundless, 
it is not brought to the attention of the Commission. 

Mr. Heller, who has experience so far as administration under the 
act is concerned, perhaps might better answer that as his experience 
is far greater and longer than mine. 

Mr. Harry Heuusr. The general practice is that an application is 
filed by the company, which is a public record. Anybody can look at 
it. The application is sworn to by a responsible officer of the appli- 
cant. By arule that application can be placed in evidence as though 
it constituted sworn testimony. Every statement in the application 
is as though it were under oath. When it comes to us we analyze it. 
It is given a careful examination by the staff. We have a conference 
with our engineers, lawyers, and analysts and go through it, particu- 
larly if the question is one of evaluation. 

If claimed values are based on an appraisal, we test that and see 
whether it is reasonable or accurate. If a stockholder protests during 
the period that we are examining, we take his protest under advise- 
ment and look at it and see whether it makes sense and whether we 
need more information. We get the information from the company. 
— we get it, we get it as an additional sworn statement again under 
oath. 

If we are satisfied we are in a position to do so, we make a recom- 
mendation on the application to the Commission, telling them the 
facts and the basis in the record for our view on it. 

Then the Commission notices it for opportunity to request a hearing. 
We inform the complaining investors that they can request a hearing, 
appear, and adduce testimony or examine witnesses; or that they can 
submit any relevant information or views to the Commission for its 
consideration. If the notice period passes and no one has asked for 
a hearing, the Commission itself can order a hearing or grant the 
application on the record. That is a brief summary of the pro- 
cedure. 

Sometimes we get complaints after the application has been dis- 
posed of. If the complaint appears to have merit or information 
in it, or evidence we had not known or considered, we might give con- 
sideration to reopening the matter for reconsideration. In actual 
practice the bulk of the complaints we get are aimless squawks that 
the stockholders have not been treated well, without any evidence at 
all as against the sworn testimony of the company’s officials and our 
analysis of the matter. 

e think we are somewhat more expert than the ordinary investor. 
We generally write the man a long letter in which we give him very 
carefully our reasons for arriving at the conclusions we did and the 
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facts we based our conclusions on. Generally that ends the whole 
thing. ‘Those complaints are very rare. 

Chairman HELLER. Hence the hearings must be rare. 

Mr. Harry Heuer. An open hearing is infrequent. We have 
them when we determine we would like to contest it or where we 
believe a hearing necessary to develop fully the necessary facts or 
where other interested persons request a hearing. 

Commissioner Rowen. There was one relevant observation that 
ought to be made to complete the last answer, and that is that section 
43 (a) and this deals with court reviews of orders, provides that any 
person or party aggrieved by an order issued by the Commission, and 
that would include an order under section 17, under this title may 
attain a review of such order in the Circuit Court of Appeals of the 
United States, et cetera. 

Chairman He_ier. Commissioner, open-end companies are exempt 
from the insider trading provisions of section 16. Would you recom- 
mend that this exemption be eliminated by corrective legislation? 

Commissioner Rowen. I think again as it involves a possible 
change in the statute I would like to consult with my fellow Com- 
missioners before I answer that question. 

Chairman Hetuer. When you do so, we will consider your answer 
at this point in the record. 

(The information referred to is as follows:) 

I have consulted my fellow Commissioners with respect to possible amendment 
of section 30 (f) of the act so as to subject to the provisions of section 16 of the 
Securities Exchange Act of 1934 officers, directors and 10 percent stockholders of 
open-end investment companies, as well as closed-end investment companies 
which are now subject to those provisions. 

The Commission’s experience in administration of the act has shown that 
transactions in the issuer’s securities by insiders of open-end investment companies 
have been insignificant and have not involved short term in and out trading. 
The Commission believes that it could adequately deal with any problems which 
may in the future arise in this area by virtue of other provisions of the act. It is 
the Commission’s view, therefore, that it is unnecessary to recommend an amend- 
ment to this section at this time. 

Chairman Hetuier. May the Commission grant exemptions from 
the limitations and qualifications prescribed in section 12 (e)? 

Commissioner Rowen. Yes, sir. 

Chairman Heuer. Has it granted such exemption? 

Commissioner Rowen. I believe it has in one instance in connection 
with the application of American Research & Development Corp. 

Chairman Heuuer. In that company did the capital come from 
investment companies? 

Commissioner Rowen. Part of it came from investment companies; 
part of it came from institutional investors insurance companies, and 
part more recently from the public, as well as from individuals 
originally. 

Chairman Hetuer. What has been the experience of the Com- 
mission with this kind of exemption? 

Commissioner Rowen. There has only been, to my knowledge, one 
such exemption. For myself, I would say that is the one exception, 
the one glaring exception to the failure on the part of the industry to 
do something that the Congress relied on at the time this act was 
promulgated back in 1940. 

Back in 1940 the legislative history deals with the intention of 
investment companies to invest in venture capital situations. This is 
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the only instance that I am aware of where investment companies have 
invested in venture capital situations. 

Chairman Heiuier. Would you favor relaxing the standards which 
now limit investments by investment companies in other investment 
companies or affiliates? 

Commissioner Rowen. To answer your question, I would say “No,” 
that I prefer the exemptive route as being perhaps the most desirable 
route to permit the Commission in given situations to examine in and 
then in the light of the standards of the statute to grant an exemption 
or not. 

Chairman Hetuer. Commissioner, you referred a moment ago to 
“one glaring exception.”” Could you please describe that more 
specifically and tell us what you had in mind? 

Commissioner Rowen. I had in mind the thought that Congress 
had in mind the idea that investment companies would invest in 
venture capital situations when this law was enacted. To date there 
has only been one instance I am aware of where investment companies 
have invested in venture capital companies. 

I think the use of the term “glaring instance” was perhaps an im- 
proper selection of words. 

Chairman Heiter. Commissioner, would you recommend to the 
Congress the enactment of the statute which would require or compel 
investment companies to invest in venture capital? 

Commissioner Rowzn. No. I think the investors themselves 
ought, in every instance, to have the opportunity of buying into the 
kind of an enterprise they want to buy into. 

Section 12 (e) contemplates the permission for investment com- 
panies to make such an investment. I think it would be a mistake to 
require companies to make such investment. 

hairman Heuer. In other words, while the statute might con- 
template it, and it is hoped that the companies do so, you would not 
suggest that the statute should compel them to do so. Is that the 
correct way to put it? 

Commissioner Rowen. Yes. 

a Heuer. Suppose we adjourn until tomorrow at 2 
o’clock. 

(Whereupon, at 4:30 p. m., Tuesday, February 12, 1952, the hearing 
was recessed util 2 p. m., Wednesday, February 13, 1952.) 
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House or REPRESENTATIVES, 
SUBCOMMITTEE OF THE COMMITTEE ON 
INTERSTATE AND ForEIGN COMMERCE, 
Washington, D. C. 
The subcommittee met at 2 p. m., pursuant to recess, in room 1334, 
New House Office Building, Hon. Louis B. Heller (chairman of the 
subcommittee) presiding. 
Mr. Heuer. The committee will please be in order. 


TESTIMONY OF BALDWIN B. BANE, DIRECTOR, DIVISION OF 
CORPORATION FINANCE, SECURITIES AND EXCHANGE COM- 


MISSION 


Mr. Heuer. Mr. Bane, would you be good enough to rise? 

You solemnly swear that the testimony which you will give to this 
committee will be the truth, the whole truth, and nothing but the 
truth, so help you God? 

Mr. Bane. I do. 

Mr. Hetuer. Will you be seated and give the reporter your full 
name? 

Mr. Bane. Baldwin B. Bane, 1630 Rhode Island Avenue NW., 
Washington, D. C. 

Mr. Heuuer. Mr. Bane, you are the Director of the Division of 
Corporation Finance of the Securities and Exchange Commission? 

Mr. Bane. Yes, sir. 

Mr. Heuter. I have your statement, dated January 15, 1952. For 
the purpose of this examination, Mr. Bane, do you adopt this state- 
ment as your direct testimony? 

Mr. Bane. Yes, sir. 

Mr. Heuer. This statement will be made a part of the record at 
this point. 

(The statement referred to is as follows:) 


Tue Division or CoRPORATION FINANCE 


The Division of Corporation Finance is the largest of the operating divisions 
of the Commission. Its major functions and responsibilities are: 

1. The examination of, and action on, all registration statements, prospectuses, 
oil and gas offering sheets, and related material filed with the Commission under 
the Securities Act of 1933 including the review of conditional exemption filings 
(letters of notification) filed in the several regional offices pursuant to regulations 
promulgated under section 3 (b) of the act. 

2. The examination of, and action on, applications under the Securities Ex- 
change Act of 1934 for registration of securities on national securities exchanges, 
annual and periodic reports filed for the purpose of keeping current the information 
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contained in original applications and in certain registration statements filed 
under the Securities Act. 

3. The examination of, and action on, applications for qualification of inden- 
tures, and reports of obligors and indenture trustees filed under the Trust Inden- 
ture Act of 1939 and the examination of indentures not qualified under, but 
required to conform generally to the provisions of that act in connection with 
administration of the Public Utility Holding Company Act of 1935. 

4. The examination of, and action on, registration statements; annual, periodic, 
and supplemental reports and sales literature filed under the Investment Company 
Act of 1940. 

8. The examination of, and action on, reports of security ownership and trans- 
action filed by officers, directors, and principal stockholders filed under the 
Securities Exchange Act of 1934, the Investment Company Act of 1940, and the 
Public Utility Holding Company Act of 1935. 

6. The examination of, and action on, proxy soliciting material filed pursuant 
to rules and regulations promulgated under the Securities Exchange Act, the 
Investment Company Act and, except for those pertaining to plans of reorganiza- 
tion, under the Public Utility Holding Company Act of 1935. 

7. The examination of, and action on, applications for the confidential treat- 
ment of contracts or portions thereof filed under the Securities Act and of infor- 
mation contained in documents filed under the Securities Exchange Act and the 
Investment Company Act. The Division also performs certain censorship duties, 
in the interest of national security and after consultation with the Government 
agency concerned, with respect to material filed under the foregoing. 

8. The drafting of forms, rules, regulations, and procedures necessary in the 
administration of the above acts for adoption by the Commission. 

9. The preparation of advisory reports in respect of the fairness of plans of reor- 
ganization involving registered investment companies at the request of the man- 
agements or security holders of such comparies or, if the plan is in issue in any 
court proceedings, upon submission by the court. The Division is also charged 
with certain duties in connection with bankruptcy proceedings of face amount 
certificate companies. 

10. Under sectior 361 (c) of the Internal Revenue Code (added by the Revenue 
Act of 1951), the analysis and investigation of the activities, for at least the 
previous 10 years, of certain investment companies seeking certification by the 
Commission to the Secretary of the Treasury that such companies are, very 
generally stated, ‘‘venture capital’? companies. 

11. The conduct, under the Securities Act, of formal examination proceedings 
and of hearings befofe hearing officers and the Commission of refusal order and 
stop order proceedings; under the Securities Exchange Act, of hearings in suspen- 
sion proceedings and upon requests for confidential,treatment; under the Trust 
Indenture Act, of hearings in formal examination proceedings and in refusal order 
and stop order cases and, upon application of others, in connection with applica- 
tions for exemptions or declaratory orders; under the Investment Company Act, 
of hearings in stop order proceedings, proceedings for the suspension, termination 
or revocation of registration and, upon application by interested parties, in 
proceedings for exemption or declaratory orders under approximately 40 different 
subsections of the statute. In contested cases the Division is responsible for the 
conduct of the proceeding and the briefing and argument of the issues before the 
hearing officer and the Commission. In uncontested cases the Division prepares 
draft findings, opinions, decisions and orders for adoption by the Commission. 
In addition, the Division conducts field investigations of a formal and informal 
character under all of the foregoirg acts by engineers, lawyers, accountants and 
analysts in connection with documents filed with it and administrative proceed- 
ings initiated by the Commission or others, and as a consequence of complaints 
filed with the Commission. 

12. Rendition of interpretative and other advice to registrants, applicants, 
their attorneys, accountants and other representatives and to the public gen- 
erally regarding the application of the statutes and of the rules, regulations, forms 
and procedures promulgated or adopted thereunder. The Division reviews and 
coordinates the work of the Commission’s regional offices with respect to the 
rendition of interpretative and other advice. 

13. Assistance to the Office of the Chief Accountant in the preparation and 
conduct of disciplinary proceedings under rule II (e) of the Commission’s Rules 
of Practice. 

14. Assistance to the Office of the General Counsel in civil, criminal and appel- 
late litigation, litigation in which the Commission appears amicus curiae, and in 
general problems under the acts and regarding proposed legislation. 
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15. The Division collates and tabvlates statistical and other data for Commis- 
sion publication and furnishes statistical material to the regional offices of the 
Commission and to other governmental agencies. 

The staff of the Division is organized so as to permit the most expeditious 
accomplishment of the statutory objectives with the least possible interfererce 
with legitimate business. Proper consideration of the registration statements, 
annual and current reports, proxy statements, trust indentures, applications for 
advisory reports upon complex plans of reorganization and for various types of 
exemption and other relief filed by companies and persons engaged in every field 
of industrial, commercial and financial activity requires the skills of attorneys, 
engineers, corporation and security analysts and economists. The administrative 
problems of meshing the work performance of experts in widely different fields 
are further complicated by the fact that the acts set up rather tight time schedules 
for processing registration statements, applications, trust indentures, et cetera. 
It has also always been the policy of the Division to accommodate its work, so 
far as possible, to the private time schedules of those engaged in the issue and 
sale of securities. 

At the outset it was determined that a conventional organization based upon 
division of personnel according to professional skills into separate bureaus would be 
unsuitable because it would tend to impede coordination, delay operations and 
create a serious problem as to centralizing responsibility. In order to bring into play 
in the most effective manner the varied skills of the different experts required to 
process the documents and petitions filed and to provide for expeditious review 
by senior officers, the Division is organized on a functional basis. 

Responsibility for the conduct of all of the activities of the Division rests in 
the Director. His office includes an Associate Director, specialists with respect to 
certain phases of the Divisiou’s work, and a record and statistics section which 
assigns all incoming material, maintains a central record system and collates and 
tabulates statistical and other data. Directly under the office of the Director 
are the Assistant Directors and the Assistant Chief Accountant for the Division. 
The latter is responsible for the coordination and review of all accounting matters 
arising in the course of the Division’s work. 

The bulk of the staff is divided essentially into 12 examining sections, each, 
headed by a chief and when fully manned should also include two attorneys, an 
accountant, seven examiners, clerical and stenographic help. Due to budgetary 
limitations, these sections are seriously undermanned at this time. In addition 
to the 12 examining sections, there are 4 technical sections—an engineering sec- 
tion; an oil and gas section, which includes a petroleum geologist, and which 
receives and processes filings pursuant to regulations B and B-T; the regulation A 
section, which is primarily concerned with other types of offerings under the limited 
exemption afforded by section 3 (b) of the act; and an ownership revorts section 
which processes ownership reports filed under the Securities Exchange Act, the 
Public Utility Holding Company Act, and the Investment Company Act. 

The 12 examining sections, with assistance from the technical sections, are 
initially responsible for the examination and initial action upon registration 
statements, prospectuses, offering sheets, proxy statements, annual and other 
periodical reports, applications for qualification of indentures, requests for confi- 
dential treatment, applications under the acts for administrative orders or deter- 
minations. Members of the staff also represent the Division in administrative 
proceedings arising in connection with the work of the Division and in collaboration 
with the office of the general counsel in the district and appellate courts. 

Of the five Assistant Directors, one is responsible for the initial review of legal 
interpretative matters. The other four are responsible for the review of work of 
the examining and technical sections under all of the acts. The flow of the work 
through the Division is so organized as to require each Assistant Director to review 
work of each of the examining sections. Uniformity is thus accomplished. The 
Director, with the assistance of the Associate Director, formulates the policies 
under which the Division operates. He has also instituted the practice of holding 
weekly staff meetings with the senior officers and other key personnel of the Di- 
vision at which questions regarding application of policies are considered, sugges- 
tions for revision or modification are made, and unique problems are thoroughly 
canvassed, making possible the high degree of coordination and efficiency 
attained by the Division. 

All matters arising under the Division’s jurisdiction, regardless of the statute 
involved, with respect to a particular company or an affiliate are assigned to one 
Section and one Assistant Director, permitting the registrant or a member of the 
public to consult at all times and at every level of authority with persons con- 
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versant with the background of the company and its particular problems. This 
form of organization not only has made for centralized responsibility but has 
enabled the Division to carry out its duties efficiently and with great dispatch. 

Limitations of space prevent any detailed discussion of the many techniques 
and procedures employed by the Division in resolving the mvriad legal, account- 
ing, engineering and analytical problems which daily confront it. Perhaps the two 
most important factors which have contributed to the success of the Division’s 
work are its form of organization and the widespread use of the “letter of com- 
ment” technique. In the earlier report submited to this subcommittee we re- 
ferred to the reports upon the very exhaustive investigations conducted by the 
Attorney General’s Committee in 1941 and by the Hoover-Acheson Committee 
in 1948. See pages 9-13 of the September 28, 1951, report. 

Neither the Securities Act nor the Securities Fxchange Act made provision for 
the admiristrative processing of registration statements and applications. The 
statutes expressly provided for formal proceedings to test the accuracy and ade- 
quacy of the filings required to be made in connection with the public sale and 
listing for exchange trading of securities. It was determined, however, that 
resort to formal proceedings in the normal case would involve unnecessary delavs 
which would be obviated by more informal procedures. In conseauence of the 
desire to create the least possible hindrance to the functioring of the securities 
merkets without sacrifice of the statutory aims, the letter of comment or letter of 
deficiency technique was devised. 

Reference is made to pages 11-13 of the September 28, 1951, report for a fuller 
statement of the development of this technique. As we there note, apart from the 
favorable comment received in consequence of detailed studies of the Commis- 
sion’s operations by independent groups outside the Commission, the Congress 
expressly incorporated the procedure in the Investment Company Act of 1940. 
This techrique has also, in essence, been incorporated as a requirement in ap- 
propriate situations under the Administrative Procedure Act. 

It is necessery to point out, however, that the accomplishments of the Division 
would be impossible except for the high degree of coordination and centralization 
of responsibility over the work of highly trained experts in the many fields of law, 
engineering, business, and finance which contribute toa typical registration state- 
ment or application. The Division has been fortunate in maintaining through the 
years a core of such experts and in trairing newer men. Desrite budgetary 
limitstiors which have caused mounting backlogs of uncompleted work, the 
Division has endeavored to complete first the work which by statute or for reasons 
of rublic irterest require the most immediate attention. 

The Commission is perhaps ore of the greatest reprsitories of information con- 
cerning the business and financial communities in the United States. This wealth 
of information is constantly supplemented by resort to the information available 
to other governmental agencies and to experts in specialized fields employed 
elsewhere in the Government and, where necessary, to persons in private life. 

Field investigations in particular cases or with respect to general problems are 
also employed. It must be remembered, however, that while the Division at- 
tempts, within the time schedules severely prescribed by statute, to make as 
complete an analysis as is feasible, the Commission does not pass upon the 
accuracy of the statements contained in the registration statements filed with it. 
In fact it is an offense to represent otherwise. The Division attempts, however, 
to obtain as fair disclosure of the pertinent and relevant facts as is possible to 
permit the exercise by an investor of an informed judgment, and to enable the 
Commission to admirister the regulatory provisions of the acts. 

The Division also is constantly engaged in the process of revision of its rules, 
regulations, forms, and procedures in an effort to simplify the process of registra- 
tion in the light of the ever-changing economic scene and its own experience with 
the operation of the forms and rules. Recently the Commission adopted a revised 
form S—1 which further simplified the registration process and which is intended to 
achieve a simple and short form of prospectus. Other forms have been revised or 
are in process of revision. 

Another aspect of the Division’s work in this are lies in its efforts to simplify 
the procedures involved in those situations where by statute the Commission can 
act only after notice and opportunity for hearing to all persons who may be inter- 
ested or affected. Rules have been adopted providing for the noticing of the 
pendency of a matter subject to formal hearing procedure and extending an invita- 
tion to request a hearing. In this way the Division, in many cases where no real 
controversy exists or where, after many prefiling conferences the issues have been 
resolved by concessions or amendments, has obviated the expense and delay 
necessarily involved in formal hearings and briefings and argument. 
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Finally, mention should be made of the work of the Division in collaboration 
with the representative organizations of the industries subject to regulation. For 
example, after a considerable study of sales literature, employed in the sale of 
shares of open-end investment companies, with the assistance and collaboration 
of the National Association of Securities Dealers the Commission issued a state- 
ment of policy outlining its views in some detail with respect to such literature. 
The NASD has undertaken the initial enforcement of this statement among its 
members as a measure of self-regulation. 

In this and other general problems, the Division is in frequent consultation with 
industry organizations with the aim of obtaining a clearer understanding of the 
Commission’s work toward achieving the congressional intent as expressed in the 
acts. 

Mr. Heuer. Mr. Bane, when did you first become connected with 
the SEC? 

Mr. Bane. Well, do you mean on its payroll, or when I first began 
working with it? 

Mr. He.tuer. When you first began working with it. 

Mr. Bane. There is a little peculiar situation there. I was with 
the Federal Trade Commission before I came with the Securities 
and Exchange Commission. During the latter part of the time that 
I was with the Federal Trade Commission, I was what they called 
Chief of the Securities Division, which was the Division set up by the 
Federal Trade Commission to administer the Securities Act of 1933, 
the first of this so-called securities legislation passed, the administra- 
tion of which was, at that time, put under the Federal Trade Com- 
mission. 

When the 1934 act, the Securities Exchange Act of 1934, was passed, 
it created this new Commission, the Securities and Exchange Com- 
mission, I think that became effective in July. That act provided 
that the administration of the Securities Act, which was before it, 
the 1933 act, which was administered by the Federal Trade Com- 
mission, should be transferred to the new Commission, the Securities 
and Exchange Commission, which was done in September of 1934. 
But the new Commission was organized, as I remember, in July of 
1934. 

Now, I remained during the period from July 1934 with the Federal 
Trade Commission, as Chief of the Securities Division which was to 
be transferred over—personnel and functions—to the Securities and 
Exchange Commission, and I think—I am quite sure I remained on 
the payroll of the Federal Trade Commission during that time and 
went over to the new Commission at the date of transfer, which was 
about September 1. 

Mr. Heuer. 1934? 

Mr. Bane. 1934; but during that period from July to September 
1934, when we were transferred over to the new Commission, I was 
working both as Chief of the Securities Division of the then Federal 
Trade Commission, because it had not been transferred, and I also was 
working with and had accepted a position to transfer over to the new 
Commission; but I first came on their payroll, I think about the Ist 
of September 1934. 

Mr. Hetier. How long were you connected with the Federal 
Trade Commission? 

Mr. Bane. I came with the Federal Trade Commission, I think, 
in September 1919. 

Mr. Heuer. In what capacity? 
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Mr. Bane. As attorney-examiner, I think that was the title they 
used at that time. 

Mr. Hetuer. Was your service continuous from 1919 to the time 
that you became connected with the Commission? 

Mr. Bane. Yes, sir. You refer to ‘the Commission,” you mean 
the Securities and Exchange Commission? 

Mr. Heuuer. That is what I am referring to. 

Mr. Bane. Yes, sir. 

Mr. Heuer. I suppose between 1919 and the time you formally 
terminated your services with the Federal Trade Commission, you 
acted in various capacities? 

Mr. Bane. With the Federal Trade Commission? 

Mr. Heuer. Yes. 

Mr. Bane. Mostly as counsel and attorney, trying cases; doing 
investigatory work, and interpretative work, and so forth. 

Mr. Hetuer. Do you recall approximately when you became Chief 
of the Securities Division of the Federal Trade Commission? 

Mr. Bans. Approximately the act was, I think, signed in May 
1933, and I was Acting Chief of the thing before I was formally sworn 
in. Iwas Acting Chief from the time they began to get any inquiries 
under the act, which was shortly after its signing in May. I think I 
was formally sworn in as Chief of the Division, some time in July or 
August 1933. 

Mr. HEuuErR. Since 1934 up to the present time you have been the 
Director of the Division of Corporation Finance? 

Mr. Bane. No; that is not exactly correct, sir. 

Mr. Heuuer. Will you correct me? 

Mr. Bang. When I first came with the Securities and Exchange 
Commission I came as what they called something that sounded like 
it dealt with afuneral. I think that the title they gave me was “‘Execu- 
tive Administrator” and in that position- I was supposed to—well, I 
suppose the best word is “assist’’ in organizing and setting up the 
new Commission. 

The Division that came over from the Federal Trade Commission, 
the Securities Division, to the new Commission, the Securities and 
Exchange Commission, became known as the Registration Division 
and was doing largely the same work that the Securities Division of 
the Federal Trade Commission had done—largely; not entirely. 

I remained as Executive Director, or Executive Administrator, for 
about a year or less, until the new Commission was set up. 

The man who was head of the Registration Division then resigned, 
or was getting ready to resign—and this Executive Administrator 
job had been worked out—and I was then put in charge of the Regis- 
tration Division, which Division has grown, has had additional author- 
ity added to it as additional acts were passed, and is today the Division 
known as the Division of Corporation Finance. I have forgotten just 
when they made the change in that name. 

Is that clear, sir? 

Mr. Heuer. Yes, it is. 

How many other Directors of the Division of Corporation Finance 
besides yourself has the Commission had since 1934? ’ 

Mr. Bane. They have not had any, of that Division, under that 
name. They had one man, Donald Montgomery, who was head of 
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it in the beginning for less than a year, when it was then known as the 
Registration Division, for about a year or less. 

Mr. Heuer. So, with the exception of 1 year, you have been the 
head of that Division since 1934; is that correct? 

Mr. Bane. That is correct, sir. 

Mr. Heuer. Prior to becoming a part of the Federal Trade Com- 
mission, did you have any previous connection in Federal Govern- 
ment work? 

Mr. Bane. No; except in the Army, if you call that Federal work. 

Mr. Heuer. And are you an attorney? 

Mr. Bane. Yes, sir. 

Mr. Heiter. Where were you admitted? 

Mr. Bane. Virginia. 

Mr. Heuer. And did you practice as an attorney up to the time 
that you became connected with the Commission? 

Mr. Bane. Practically none, sir. I came out of the university 
and went into the Army almost immediately. 

Mr. Heutuer. I see. 

Mr. Bane. And then, very shortly after I came out of the Army, 
I went with the Federal Trade Commission. 

Mr. Heuer. Thank you, sir. 

Mr. Bane, I have read your statement, and I gather that a sub- 
stantial part of the activities of your Division is devoted to the study, 
analysis, and follow up of filings, such as registration statements, 
prospectuses, and periodical reports made under the act of 1933 and 
the act of 1934, and the Investment Act of 1940? 

Mr.-Bane. If you had added to that the Trust Indenture Act of 
1939, it is correct, and encompasses it all. 

Mr. Heuuer. I will be very glad to add that. 

In that connection, I wonder whether you could tell us if your 
Division is up to date in its examination of periodic reports, par- 
ticularly those under the 1933 and 1934 acts? 

Mr. Bane. No, sir. Well, I should say—I am reminded by one 
of my associates that that is a little too inclusive. 

I think we are up to date with the filings under the 1933 act. We 
are behind on periodic reports including the annual reports under the 
1934 act. 

Mr. Hetuier. How far behind are you in the 1934 act? 

Mr. Bane. Well, that is a pretty difficult question, Mr. Chairman, 
‘to answer categorically. 

We have filings under the 1934 act of annual report, periodical 
reports, current reports. Those reports include financial data, and 
in addition, other data about the companies’ operations and business 
and organization and so forth. Those reports have no time limit on 
them and they are reports largely filed to maintain more or less cur- 
rent information on file with reference to those securities listed or 
registered on national securities exchanges, plus some companies 
that have outstanding in the hands of the public a certain amount 
of securities sold under the Securities Act of 1933 and are subject to 
section 15 (d) of the 1934 act. 

We have been unable for quite a while to keep currently up to date 
on those filings. 

Mr. Hevier. What are you referring to now? 
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Mr. Bane. I am referring to the 10—K’s, the K reports, let us put 
it that way—the K reports which are the annual reports filed by 
companies with securities listed on national securities exchanges. 

Mr. Hettier. Let us just stay with the annual reports first. 

Mr. Bane. All right. 

Mr. Heuer. You refer to those as K reports. 

Mr. Bane. That is correct. 

Mr. Heuer. How far behind are you with these annual reports? 

Mr. Bane. To give you a definite answer at this time would be 
impossible. Some are further behind than others, of course. We 
found out, during the war, because of our reduced personnel, that we 
could not keep up to date as we wanted to, could not keep current— 
I mean have them examined within several months after they were 
filed—-we could not keep up with those reports and still keep up with 
and get out the work which we call or desienate, for want of a better 
term, time-limit work; that is, work which by the statute or the rules 
of the Commission, has a time limit against it. 

A registration statement, under the 1933 act, for instance, becomes 
effective in 20 days and registrants often want to shorten that limit; 
proxy statements by rule, must be examined within 10 days, and so 
forth. 

We naturally devote first our time and personnel—we have had a 
very great reduction in personnel —to that time-limit work. 

As a result, the no-time-limit work, which embraces these K reports, 
began to pile up. 

e then undertook to get out that part of that work which we con- 
ceived to be, from an investor’s standpoint, most important: the 
financial data, and we began to concentrate as much as we could on 
the examination of that financial data, in order to see that it was cor- 
rect and kept up to date, to the neglect of other data. 

So, we are, | might say, in some respects, pretty current on the 
financial data contained in the K reports, while we might be as much 
as a year or more behind on the other data required in the reports. 

Mr. Heiter. Would you specifically give us a list of other reports 
filed with your offlce which are behind filing to some extent, beginning 
with the annual reports. 

Mr. Bane. You are confining yourself, as I understand it now, to 
the 1934 act; is that correct? 

Mr. Heuer. Yes; to the 1934 act, because my understanding is 
that you are up to date with the 1933 act. Is that correct? 

Mr. Bane. That is correct; practically up to date under the 1933 
act. 

Mr. Heuer. I would like, for the record, to say that I used the 
expression ‘filing of reports’ when I meant to use the expression 
“checking of reports.’’ I think you understood me. 

Mr. Bane. I did, Mr. Chairman. Might I say that I do not like 
that word “checking’’; we do not do that. It is not a checking job. 
A checking job generally implies more of a routine type of job. This 
is an analytical job; an analysis. 

Mr. HELLER. Suppose we use the word “analysis,”’ then. 

Mr. Bane. That is correct. 

Mr. Heuer. Thank you very much for your contribution. 
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Mr. Bane. Do you want me to name the form of report that would 
cover what we are largely behind on under the 1934 act? Is that 
what you wish? 

Mr. Heuer. Yes. 

Mr. Bane. It would be, for instance, Form 10—K. 

Mr. Heuer. And, as you mention them, would you also describe 
what those forms represent? 

Mr. Bane. The 10—-K form is the general annual report form. 
That is more or less what you want? 

Mr.-Heuter. Yes. 

Mr. Bang. The 12-K form is for companies making annual reports 
under section 20 of the Interstate Commerce Act, as amended, or 
under section 219 of the Communications Act of 1934, or under 
section 220 of the Motor Carrier Act of 1935. 

Form 12—AK is for companies in receivership or bankruptcy at the 
close of fiscal year and making annual reports under section 20 of the 
Interstate Commerce Act, as amended, or under section 219 of the 
Communications Act of 1934, or under section 220 of the Motor 
Carrier Act of 1935. 

Form 14-K is for certificates of deposit issued by a committee. 

Form 16—K is for voting trust certificates and underlying securities. 

Form 18~—K is for foreign governments and political subdivisions 
thereof. 

Form 19-K is for issuers of American certificates against foreign 
issues and the underlying securities. 

Form 20-K is for foreign private issuers registering securities other 
than bonds. 

Form 21-—K is for foreign private issuers registering bonds. 

Form 1-MD—we had a Form 1—MD which was a general form 
under section 15 (d) of the 1934 act relating to securities not listed 
on an exchange—has now been combined with Form 10-K. 

Form 2-MD is for investment trusts having securities registered on 
Form C-1. 

Form 3—-MD is for voting trust certificates for reports pursuant to 
the same section of the act; and Form 4—MD, under the same section 
of the act, relates to certificates of deposit. 

Now, I might add that I am not certain, Mr. Chairman, that we 
have actually pending, as of now, any unexamined reports under 
each of those particular forms, because, as you will well realize, the 
number of filings—filings for certificates of deposit, for instance, or 
voting trusts, or foreign governments—are much less in number than 
the filings under ftenarel Sete 10-K. Unless I look at it in detail, 
I can’t tell. But those are the forms under which the backlog is 
generally built up; and by far the greater majority, or most of them, 
would be the 10—-K forms. 

Does that answer your question, sir? That is as I understand it. 

Mr. Heuuier. May I make this suggestion to you, so that our record 
is clear. Could you prepare for this committee a statement which 
will be incorporated as a part of your answer to the question that 
I just propounded, stating how far behind the Commission is in the 
making of the surveys and analyses of the forms which you have just 
described and outlined, and also giving us the reasons why they have 
not been kept up to date? 

Mr. Bane. I can give you the reasons. 
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First, let me add, I think we are somewhat behind, and possibly 
— not, but should have included Form 9—K, and I shall include 
that. 

Mr. Hetier. Will you include that in your answer? 

Mr. Bane. That is for quarterly reports; yes, sir. 

Mr. Heuuer. All right. \ 

Mr. Bane. I can give you the reason for it right now. I will give 
it to you. Of course, you realize, Mr. Chairman, this involves a 
breakdown, because we are further behind on some parts than others. 

Mr. Hetier. You may suit yourself. If you want to give the 
reasons now and give the breakdown later, you may do so. 

Mr. Bang. I will give it both times if you want it. 

Mr. Hewuer. Very well. 

Mr. Bans. The reason we are now behind is lack of personnel. 
That is the chief and very nearly the only reason—lack of personnel. 
We just do not have manpower to take care of these filings against 
which there is a time limit running and at the same time keep reason- 
ably current on these filings against which there is no time limit and 
which naturally have to be put aside to take care of the time-limit 
a We just do not have enough personnel to go back and pick 
that up. 

We have a great many reports as to which a backlog was built up 
during the war. We just decided we could not keep up; that we 
would pick up from there and keep on. 

Mr. Heiter. How much staff do you have at the present time 
and how much of a staff do you need? 

Mr. Bang. Well, we have a staff limited to 175, including stenog- 
raphers, clerks, and everyone. 

Mr. Heiter. How much staff does your Division actually require 
in order to keep up to date? . 

Mr. Bane. We have 12 examining groups or sections. Those 
sections each should contain a section chief. two attorneys, one 
accountant, seven securities analysts, three clerks. That is 14; and 
14 times 12 is 168. We should have about 236; around 235 to 240 
persons. At one time we had that or more. 

Mr. Heuer. And you are working with how many now? 

Mr. Bane. 175. 

Mr. Hetuer. Are you also able to answer the second part of that 
question now? 

Mr. Bane. That is, how far we are behind? 

Mr. Hewuer. Yes; in those various forms. 

Mr. Bane. No; I could only tell you that we are behind, much Jess 
behind in some, very close to current in some parts of the filings, such 
as the financial data. We are further behind as to other data. I can 
give you a weighted average. I can give you the number of staff 
tending that——— 

Mr. Hetter (interposing). No. Would you take this suggestion, 
and would you give us a prepared statement to answer the second 
part of our query? 

Mr. Bane. All right, sir. You understand that is going to be 
broken down? 

Mr. Heuer. Yes; you can break it down. 

Mr. Bane. All right. 

(The information called for is as follows:) 
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THe Backioc or PenpinG Reports as oF DecemBeER 31, 1951 
1, ANNUAL REPORTS CONTAINING FINANCIAL STATEMENTS 


Since the financial statements required by Form 10-K and by Form N-30A-1 
are required to comply with the Commission’s accounting regulation S—X, our 
records combine these two types of reports insofar as the financial examination 
is concerned. The following count for annual reports includes the annual reports 
under sections 13 and 15 (d) of the Exchange Act and under section 30 (a) of the 
Investment Company Act (with duplications eliminated). The ratio is about 
five-sixths 10-K’s and one-sixth N-30A-—1’s. 


Annual reports pending as of Dec. 31, 1951, as to— 
Both financial and nonfinancial examinations___-- - __- 


Nonfinancial only (these have been examined as to financials) 


Total annual reports pending at Dec. 31, 1951 


1 The financial statements contained in these reports are as of— 


Total pending as to financial 


2 The reports pending as to nonfinancial only have not been classified as to fiscal-year ends. However, 
since there were 2,959 annua] reports filed during the calendar year of 1951, the 3,845 pending as of Dec. 31, 
1951, as to nonfinancial exaimination would indicate that at least 886 had been on file more than 1 year, 


2. CURRENT REPORTS ON FORM 8-K 


The number of current reports pending at December 31, 1951, was approxi- 
mately equivalent to the number of such reports filed during the last 6 months of 
1951, as follows: 


Number pending at Dec. 31, 1951 
Number filed from July 1, 1951, to Dec. 31, 1951 


3. QUARTERLY REPORTS ON FORM 9-K 


The number of quarterly reports pending at December 31, 1951, was approxi- 
mately equivalent to the number of such reports filed during the iast 6 months of 
1951, as follows: 


Number pending at Dec. 31, 1951 
Number filed from July 1, 1951, to Dec. 31, 1951__- 

Mr. Hetuer. Now, I think it would be helpful to the committee, 
Mr. Bane, if you would describe briefly the step-by-step procedure 
followed in a typical registration under the 1933 act. 

Mr. Bane. A registration statement comes in to the Commission. 
It comes first to what we call a Receiving Section. That Receiving 
Section receives the statement, checks it for form; checks it to see 
whether it has been properly signed, and to see whether the proper fee 
has been paid, because there is a fee charged in connection with filing 
under the 1933 act; and unless that fee is checked and the correct or 
sufficient fee paid, you do not have a filing. That is according to 
section 6 of the act. Many times it is difficult to determine correctly 
what that fee is. It is quite a difficult job when there is an offering 
involving an exchange in property, or an exchange of securities to be 
offered for outstanding securities for either of which there may be no 
current market, and so forth. It is a technical job, and we have to 
maintain highly trained, well-trained, personnel to do that, because a 
fellow might think that he has a filing when he does not really have one 
under the statute. It is received, and a record made of it; carded as 
to what it is, what company it is, what is involved, the securities 
involved, the underwriting, and so forth. 





400 STUDY OF SECURITIES AND EXCHANGE COMMISSION 


That section also distributes the work under the 1933 act, distributes 
yond a to one of these 12 groups into which the Division is mainly 

ivided. 

The statement is then, after proper binding, sent to that group and 
that group is headed by what we call a section or group chief. That 
group to some extent is a self-contained unit. When it gets into that 
group it becomes the responsibility of that group chief to have that 
statement properly analyzed and examined. He assigns it to one of 
his security analysts or examiners. That security analyst examines 
and analyzes the statement to see that it conforms to the require- 
ments of the form on which it is filed; that is, as to furnishing the 
information required by that torm; that it clearly presents such 
information; that it clearly presents the condition of the company, 
the past record of the company, and the details as to the security 
which is proposed to be offered to the public. . 

In that examination and analysis, of course, accounting questions 
arise which are taken up with an accountant in the group, each group 
having an accountant. 

In these examinations there arise legal and engineering questions 
of various types, which are taken up with the attorney in the group, 
and where appropriate, a division engineer, and out of the work of this 
group there comes a memorandum or sometimes a draft of the letter 
of deficiencies and comments on that particular statement, which is 
then taken up with the section chief and discussed by the chief with 
the security analyst, the accountant, the attorney, and engineer. 

Now, at the same time that this statement is assigned to a group 
it is also assigned to one of the Assistant Directors for supervision 
and review. 

Out of this examination comes, if there is anything found wrong, a 
prepared or suggested letter of deficiency which goes up to the Assist- 
ant Director of the Division to whom it was assigned, who goes over 
that memorandum and letter of deficiency. He may add to it, he 
may strike from it, or he may modify it. 

Unless there is some unusual question or situation, the Assistant 
Director will then sign the letter as revised and it goes out to the 
To pointing out what appear to be deficiencies or error in the 

ing. 

If there are any unusual questions in it, then they very probably 
will be raised before that time either with the Associate Director or 
with me and have probably been cleared up. 

That letter than goes out to the registrant. Then it is in the hands 
of the registrant. The registrant goes over that letter, as a result of 
which he may just simply file an amendment in an effort to correct it. 
He may ask for a poutaannse or he may write a letter accompanying 
the filing of an amendment and explaining that what appears te be a 
deficiency or deficiencies were not deficiencies, for such and such 
reasons. . 

When he files an amendment, the amendment goes through the 
same process of examination. If the amendment corrects the defi- 
ciency, then the statement comes back up to the Assistant Director 
with what is called a clearance memorandum, recommending that the 
statement be allowed to become effective. 

Now, the statement would become effective under the statute, 20 
days from the filing of that last amendment, unless the registrant asks 
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for acceleration which practically all of them do. The statement is 
brought to the Director for consideration of the request for accelera- 
tion in the light of the standards of the act whether the information 
furnished originally and by amendment has been on file long enough 
for the information to have been fairly disseminated and publicly 
known. The staff makes a recommendation, and generally there is 
very little if any question or difference between the Assistant Director 
and the group, and the Director, because any question would generally 
have been threshed out earlier during the course of the examinations. 

Then that letter or menorandum of clearance, after passing through 
the Director or the Associate Director, goes over to the Commission. 
The Commission, if it agrees with the recommendation, permits the 
statement to become effective, an order declaring it effective is issued, 
= the registrant is rotified by telegram and then sent a eopy of the 
order. 

Mr. Heiter. Just for the record, that was a question that was 
posed to Mr. McDonald, and he indicated that you would answer the 
question, and you have. 

Mr. Bane. Have I answered it? 

Mr. Heuer. Yes; thank you. : 

Mr. Bane. I hope I have impressed on you the importance and the 
real significance of those two jobs that I mentioned there, the group 
chiefs and the Assistant Director’s jobs, because we are so set up and 
have so delegated the authority to date that, in the absence of some- 
thing that is unusual, those men who are in contact with all types of 
industry and all types of business organizations can handle the many 
problems, excepting the unusual situations which come to me. 

Mr. Heuer. Mr. Bane, we have had some testimony here in con- 
nection with informal conferences which take place. 

Mr. Bane. Informal conferences? 

Mr. Hewuer. Informal conferences that take place. 

Mr. Bane. Yes, sir. 

Mr. Hetter. Will you please tell us something about those informal 
conferences? 

Mr. Bane. Well, we have those conferences, Mr. Chairman, we have 
those all along the line. 

I think probably I could give you the best instance of conferences, 
by starting with the use of an instance where the company does not 
know whether it would have to register or not. 

They would generally write a letter, and even in many cases where 
they write a letter, they will follow that up by coming in. 

A man comes in for a conference as to whether the company does or 
does not have to register. We consult with him; talk the problem 
over; probably try to analyze the problem and tell him whether the 
company does or does not have to register. 

After this is decided, for instance, if it is decided they do have to 
register, we furnish them with the form upon which they should 
register. 

In a great many instances after they go back and study that form 
and start preparing the statement a great many questions arise in 
their minds in connection with the preparation of the statement. 

They may either by conference or by correspondence, raise those 
questions, and we attempt to and do answer those questions for them. 
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I want to say that we do not attempt to give a prefiling examination 
to the full statement, because we just do not have enough staff to 
examine before filing and after filing too. 

We have conferences with them then on their particular questions, 
with reference to that particular filing. 

Then, after the statement is filed, and we have sent out a letter of 
comment or letter of deficiency, to which I have referred, frequently, 
not always, but most of the time, they will want to come down and 
discuss some of those things that we raise which seem to be deficiencies, 
and to explain them. 

Occasionally, what appears to be a deficiency turns out not to be a 
deficiency; does not need correction, because of something else they 
will furnish or some special information that they show to us. 

It frequently turns out that they may not have gone far enough or 
that they have gone too far which results in further modifications. 

Those conferences are held practically all down the line, and, of 
course, statements are amended or procedure is adopted and action is 
taken as a result of those conferences. 

Those conferences are held at practically all levels. They may 
start with an interpretative attorney or may start with a group on 
whether a particular item of the form is answered correctly or not. 
If there is any doubt about it the problem comes up through the 
Assistant Director, or on up through to the top of the Division and, if 
necessary, over to the Commission. 

Mr. Heuer. In other words, these conferences can go along 
through any of the steps which you have just described, at any point; 
is that correct? 

Mr. Bane. That is right. 

Mr. Hetuer. And may be a series of such conferences; is that right? 

Mr. Bane. That is right. 

Mr. Heuer. In other words, they may be held at the accounting 
level, or when the letter of deficiency is written; is that correct? 

Mr. Bane. That is correct, sir. 

Mr. Heuer. I seem to feel that the potential registrant can there- 
fore come in to the SEC and practically have the statement prepared 
by your staff. Would that be a fair statement to make? 

Mr. Banz. No. This would be fair: that he can get assistance of 
my staff, so far as the requirements of the act and the rules are con- 
cerned, in the preparation of any part of the statement. That is a 
correct statement. 

Mr. Heuer. Let us take the year 1950. Approximately what per- 
centage of your staff’s time would you say was devoted to these 
informal conferences with the registrants, the underwriters, the attor- 
neys, accountants? 

Mr. Bane. That is a pretty difficult question, Mr. Chairman. Of 
course, I should say the major part of those conferences are with 
reference to things that have already been filed and we have got to 
clear and get rid of, and some portion of it is, of course, preparatory 
to a filing. 

That is a pretty difficult question, and it is only a guess. 

Mr. Heuer. That is all it could be. 

Mr. Bane. A well-informed guess. I should say 30 or 40 percent, 
maybe more. 

Mr. Hetier. Thank you. 
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Mr. Bang (after conference). I think that is a little too high. I 
would say 20 to 25 percent. 

Mr. Hetuer. Now, Mr. Bane, there has been a considerable amount 
of criticism of the alleged high cost of registration. 

Would it be fair to say that the assistance rendered to a prospective 
issuer has reduced the costs of registration substantially? 

Mr. Bane. Well, that is another question 

Mr. Heuer. Let me state it this way: What is the approximate 
cost at the present time? 

Mr. Bane. I wish you would believe me when I say that I would 
never try to reword your question or try to evade it. I will never try 
to evade it. I will answer or tell you that I cannot. 

Now, that question is very nearly impossible to be answered, unless 
I know what you include in cost of registration. 

Mr. Heuter. That is correct. Iam going to withdraw that. 

Are you able to answer that first question, as to the criticism of the 
high cost of registration? 

Mr. Bane. That criticism of the high cost of registration has been 
something that has been with us since the beginning, and there again 
you come to the question of what you include in the cost of registration. 

You say, Have we saved them time? Well, we have saved them 
time in that maybe the lawyer would have to do more research on his 
own hook if he were not able to come to us and get some assistance. 

The same thing is true of the accountant. To estimate what the 
difference in the fee of the lawyer would have been, or the accountant 
would have been, if he had not been able to come to us—I do not 
think, Mr. Chairman, it would be very much. I do not think I can 
answer that question. I want to answer, if I can, but I just do not 
know how much we have saved them; how much additional fees they 
would have charged if thev had not been able to consult with us. I 
just do not know. 

Mr. Heuer. Very well. 

Mr. Bane, in your opinion, would it be feasible to set up a section 
within your Division to write prospectuses for, let us say, the small 
issuers, and that they be charged a fee for it? 

Mr. Bane. No, sir. I would like to tell you the reason why. 

Mr. Hewter. Yes; I would like to know why. 

Mr. Bane. We render every assistance we can today and at one 
time I had a man designated particularly to help what we call small 
business. 

Well, where small business begins and where it ends is a question. 
We are helping everybody. It is the same thing. 

The reason that p pom ie your question “No” is because I do not 
think that either the Federal Government, or any agency of the 
Federal Government ought to take that responsibility, for the writin 
of prspectuses, or anything else upon which that man is going to sell. 
It is his responsibility. We criticize and suggest. . 

Inevitably, if you have an agency or a branch or a section of my 
Division engaged in doing that, they will be pointed to as being 
responsible for this, that, and the other, and so on. I think that one 
of the things that really influenced and gave a push to the enactment 
of this Federal legislation, particularly the 1933 act, was the fact that 
there was a widespread impression that the Government had given 
more or less encouragement or sanction to the South American bonds 
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which went sour. I am in hearty accord with the idea thet the 
Government, or any agency, should not assume responsibility for the 
merits of the security, for the accuracy of the statements tbat are 
made about it. We should make every effort to see that, insofar as 
we can, the representations are accurate, and not misleading, but that 
is different from taking the responsibility for those representations. 
I fear, if we set up such an agency or wi § a situation as you suggest 
it would be pretty hard to get away from that responsibility. 

Do I make myself clear? 

Mr. Heuer. Yes. In other words, you feel that the Government 
would be put in the position, impliedly, where it sort of becomes a 
guarantor of the soundness of stocks or bonds. 

= Bane. Or the accuracy of and completeness of the statements 
made. 

Mr. Hetuer. Is that correct, sir? 

Mr. Bane. Yes, sir. 

Mr. Heuer. Do I have your testimony correctly, then? 

Mr. Bane. You have, with the addition that I added to it. 

Mr. Hetuier. We would appreciate your opinion on a question 
which has been debated in this committee. 

If the method which was just suggested, and which you so skillfully 
set aside, were adopted, do you not think it would insure the highest 
degree of disclosure, assuming that a competent staff with specific 
standards were established by the SEC? 

Mr. Bane. I do not, Mr. Chairman, think it would insure much 
higher disclosure than we get now, and for this reason: When you 
come right down to the bottom of it, the adequacy and accuracy of 
the information furnished must be disclosed by those who know, not 
by someone who is told the facts by somebody else. 

Mr. Heuer. I see. 

Mr. Bane. And the man who knows, or the men who know, are 
those who are connected with the facts themselves. 

That section could and would have to write only what it was told 
by someone else. 

We now require information of the men who actually are in contact 
with the facts or know them. 

For that reason I doubt that it would be wise. 

Mr. Heuuer. Thank you. 

Mr. Bane, I have some questions here about sections 5, 6, and 8 
of the 1933 act, which I would like to ask you. 

Let us first take section 5: As I understand, a security may not be 
sold in interstate commerce or through the mails unless accompanied 
by or preceded by a prospectus that meets the requirements of 
section 10. Is that correct? 

Mr. Bane. No, sir. 

Mr. Heuer. In what way is it not correct? 

Mr. Bane. After a registration statement has become effective, 
security may be sold orally and the prospectus sent with the delivery 
of the security. 

Mr. Heuer. That clears up a very interesting point that has 
been before the committee. 

Now, Mr. Bane, if an oral sale is made, the prospectus need not be 
delivered; is that correct? 
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Mr. Bang. No; the prospectus must be delivered with the security 
or with the confirmation of the sale whichever is earlier. 

Mr. Heuuer. I see. 

Some place in our record, Mr. Bane, it has been said that in at 
least 80 percent of the cases the prospectus is delivered along with 
the security, and that notwithstanding that the sale may not be 
consummated unless the prospectus accompanies the security, the 
investors rarely, if ever, read the prospectus. Do you believe that 
statement is accurate? 

Mr. Bane. No, sir. 

Mr. Heuer. It has also been said that brokers in fact make a large 

roportion of sales without delivery of a prospectus. I wonder if you 
ae an opinion as to whether the requirement for delivery of the 
prospectus is generally observed, or breached. 

Mr. Bane. I have got to kind of reword that question, but if I 
don’t get exactly what you are after, you can stop me. 

Mr. Heuuzr. You can go ahead and reword it. 

Mr. Banz. I doubt very much whether there are any sales today 
made in which there is not at some time a prospectus delivered. 
There are a considerable portion of cases where the prospectus is de- 
livered after the sale is made, and the prospectus is delivered along 
with the confirmation or delivery of the security. That is particularly 
true with respect to what we call the so-called blue-chip security— 
securities of A. T. & T., United States Steel, General Electric, General 
Motors—the type of security that the industry refers to as “going 
out the window” as soon as the statement is effective. On the other 
hand, in the case of securities of companies less well known, the 
prospectus, I should say, most frequently is in the hands of the pur- 
chaser before he is committed to purchase. Whether the prospectus, 
however, is delivered before or after the commitment to purchase, 
we have some very good evidence of the fact that those prospectuses 
are read, whether delivered afterward or before. 

I sat in a conference only a few weeks ago, with a couple of men 
representing companies in the industry, and they said that they had 
men in their organizations whose full time was employed in answering 
questions from security holders, questions raised regarding informa- 
tion given in the prospectuses. Clearly, those statements could not 
have been made had not the prospectuses been read. That indicates 
someone is reading those prospectuses. 

Mr. Heiter. Where were those questions propounded? At what 
kind of a meeting? 

Mr. Bane. We were discussing problems of the industry in connec- 
tion with, compliance with these acts. We do that frequently. 

Mr. Heuer. I see. With representatives of industry? 

Mr. Bans. Representatives of industry were sitting in with me, 
and during the discussion these questions came up, and a couple of 
them said they employed a man full-time and had to use somebody 
else part-time to answer questions of investors, about statements in 
the prospectus. That clearly indicates somebody is reading them. 

Mr. eee Do you think that the prospectus is read by and is 
useful to the average investor? 

Mr. Bane. Yes, sir. 

Mr. Heuer. I am glad to have had that expression of opinion. 
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Mr. Bane. Of course, the question is, Who is the average investor? 
And after you once define the average investor, does every average 
investor read it? No. Then I have had said to me, Mr. Chairman, 
if you will allow me to volunteer, that if the man gets it only with 
the delivery of the security he never looks at it. Of course, there 
may not be many relatively, but I happen to know that some people 
have gotten the prospectus with delivery of the security, have read 
them, and have said, “The representation that you made to me and 
what I understood from what you told me orally are different things 
from what is portrayed in this prospectus, and I don’t want the 
security.” 

Today no reputable broker will force that man to take it. So the 
prospectus even if delivered after sale with the confirmation, serves 
a purpose in a great many instances. The investor does read it to 
you see whether he was told something which is not right. To tell 
you how widespread that is, or to give you its frequency in percentages, 
is something that I couldn’t do. But I know it does happen. 

I would like to add something else. Of course, this information in 
the prospectus and in the registration statement is widely used by the 
financial services, and so forth, and it is in that way gotten out to the 
average investor. You take a filing that relates to a concern in Nor- 
folk, Va. The local newspapers carry a great deal about it. The 
investors around there get a whole lot out of that. And that pro- 
spectus and the information filed with the Commission does very 
seriously and decidedly condition the market. 

Before you get to the next question, Mr. Chairman: We sit here, 
and thoughts come to us that did not come to us immediately. I 
recently had the president of a company that is continuously selling 
its securities, an investment company of course, say to me that the 
statements in the prospectuses act as a great restraint upon his sales- 
men in the statements they will make. He made the statement that 
the salesman is somewhat held down in his enthusiasm if he has to 
give a prospectus, because he is afraid that some of his customers will 
read it. 

I had a president of a company make that statement to me not so 
long ago. 

Mr. Heuer. Mr. Bane, I am going to read to you a statement 
made to us by Chairman McDonald on January 9. I would like to 
ask you if you would be kind enough to comment on it. 

Talking about the delivery of the prospectuses with the securities, 
Mr. McDonald stated as follows: 

No, sir. It is this way. 

Now, I think from this point on, it becomes important for the dis- 
cussion. 

The Congress in the statute required that a prospectus be given to each buyer, 
but a prospectus may accompany the delivery of the security. There is where the 
weakness comes. In other words, when a man is taking delivery of a security, 
the -security has already been purchased. The statute requires that the first 
writing be a prospectus; but there need not be any writing, and there might be 
an oral sale. 

Do you differ with this expression by Mr. McDonald? 

Mr. Bane. What part of it? 

Mr. Heuer. Any part of it. 
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Mr. Bane. I certainly think that he stated it correctly, that the 
sale can be oral. You can give a delivery of the prospectus with the 
delivery of the security for the first time. That is, I am assuming 
always that you have an effective registration statement. 

Mr. Hetuer. Yes; we always assume that. 

Mr. Bane. That is a correct statement, if that is what you mean, sir. 

Jat Heuer. You agree substantially in the statement which he 
made 

Mr. Bane. That you can sell securities, after the effectiveness of 
the statement, upon oral representations, and deliver the prospectus 
with the security afterward. I think that is what you are getting at, 
. I may volunteer, and I think that is what Mr. McDonald was talking 
about. 

Undoubtedly the utopian idea, and maybe the ideal, would be, to 
guarantee that before you even offer it, and certainly before you 
commit the purchaser in any way, the prospectus should be in the 
hands of the prospective purchaser. The framers of the act undoubt- 
edly would bave liked that. I happened to have talked to some of 
them shortly after the act was passed, and to some during the course 
of the legislation in the Congress, but I don’t want to claim any part 
in that, on the point. That is something utopian they would have 
liked to have accomplished. 

But I think, in recognition of the practicalities of the situation, it 
is pretty hard to keep a fellow from talking on the golf course, pretty 
hard to police a fellow picking up his telephone and calling. 

So it was felt that if you could get that information on file publicly 
and require in connection with any sales made, oral or otherwise, that 
he be given in writing this information in the form of the prospectus, 
while you might not have accomplished the ideal or utopian result, 
you had accomplished a very good result for the investor. He has 
something on file which serves to condition the market and there is 
put into the hands, even if done afterward, of the purchaser something 
against which he can check the representations that had been made 
to him before he bought, and upon which he can get rescission or 
assert the liabilities under sections 12 and 11 of the act. 

Also, it was felt the fact that that could be done would serve to a 
large extent to do what I think it has done—cut down the high pres- 
sure salesmanship of the twenties and before. 

I think the draftsmen of the act realized some of the practicalities 
and said they couldn’t reach that utopian situation and took this as 
the solution. Do I make myself clear? 

Mr. Heuer. Yes; you certainly do. I am familiar with the facts 
which you have just given us, 

May I also read a colloquy between Mr. McDonald and the Chair 
which took place on the same day, and ask you if you wish to express 
your opinion on it? I asked Mr. McDonald the following questions: 

Yet, the indications are that as much as 80 percent of all of the securities sold 
today are sold hy telephone or other oral conversations; is that not so? 

Mr. McDonaxp. | would say that that was a true statement. 

Mr. Heuer. So that a great number of investors do not get to see the pro- 
spectus until the sale has, for all practical purposes, been completed. Is that so? 

Mr. McDona.p. That is correct. And at the same time, when you think of 
that, you must also couple that with this knowledge, that even though the pro- 
spectus was not received by the recipient or the buyer until he received the delivery 
of his securities, nevertheless he has the prospectus on which to base any claim of 
misrepresentation. 
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What would you say as to that testimony? 

Mr. Bane. I am talking in terms of sates of offerings. I should 
say his percentage is extremely high. I should say that, in percentage 
of offerings, most of those wllietag don’t go out of the window. 

Mr. Heuer. Do not what? 

Mr. Bane. Don’t go out of the window, as they say in Wall Street. 
That in most offerings it is necessary to employ some form of writing, 
and the first form of writing that may be employed under this act is 
the prospectus. 

r. Heiter. Mr. Bane, in the course of hearings on the Securities 
Act, held in 1941, one witness referred to a case instituted by Equitable 
Life Insurance Co. of Iowa, alleging that the prospectus issued by a 
bond house eventually misled it and he argued that even expert 
investors are not aided by the prospectus; which at that time was 
required. 

Now, do you think that criticism is generally applicable to large 
investors, including institutional investors? 

Mr. Bane. Why, certainly not. And I am not sure it was right 
in that case. 

Mr. Heuer. You would say that was a bit exaggerated? 

Mr. Bane. I wouldn’t use such a small word as “bit.” 

Mr. Heuer. Mr. Bane, have you any opinion which you would 
care to state about the need for a large or a small prospectus? 

Mr. Bane. I think a prospectus under no circumstances should be 
any larger than is necessary to inform the investor of the salient facts 
that an ordinary prudent man would need to make an informed 
judgment as to whether he wanted or didn’t want to buy the security. 

Now, I don’t mean by that that you shouldn’t get other facts 
necessary to determine—and we do in the registration statement and 
exhibits—to determine the ultimate facts which should go into the 
prospectus. The size of the prospectus, with that ideal, would have 
to be determined by the complexity of the corporate organization, the 
complexity of its capitalization, the relative rights of security holders, 
and things of that nature. And if you are meaning to ask me, Mr. 
Chairman, whether I think some prospectuses have been longer than 
needed to be, my answer of course is “‘Yes.’”’ Some have been. 

The length of a prospectus, though, cannot be arbitrarily fixed by 
requiring that all prospectuses be 5 pages, 6 pages, or 20 pages. It 
depends upon the nature of the animal you are dealing with and what 
you are offering. ‘ 

Mr. Hetuer. And the circumstances. 

Mr. Bane. We in the Commission have consistently attempted to 
make these prospectuses as simple and as concise as we could. 

Some years ago—lI think it was while Dr. Stevenson was with us, if 
I remember rightly—we had an actual case of a prospectus that had 
been filed with us by a well-known organization, and we had one of 
the men who at that time served as head of a division take that 
prospectus and write the information up, all the information in the 
prospectus, in a third or less of the pages. 

Mr. Heu.er. I think it was 500 words, was it not? I think | 
read it. 

Mr. Bane. It was Harold Neff who did it. We published that, put 
it out in the form of a release. Now, we don’t want the job and 
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personally I don’t think any agency should have the job of writing 
these prospectuses for any issuer. 

Mr. He ter. I was just just going to ask you that. 

Mr. Bane. We do have the job of suggesting and urging a simpler 
prospectus. We have recently revised Form S-1 and have been 
working on the revision of other forms. 

One of the primary objectives of that revision was to see if we 
couldn’t obtain a simpler and more concise prospectus. And it 
certainly is true from a human nature standpoint that the smaller the 
space, the pages, to which you can condense or compress this essential 
information, the larger the number of people that will read it, the 

eater the tendency there is to read it. But you may be surprised, 
Mr. Chairman, to learn that more people read these prospectuses now 
because they are getting more securities conscious. They have come 
to know that you can get information out of them. Our corre- 
spondence indicates that a growing proportion of our population is 
becoming much more educated to what this thing is than they were in 
the beginning. 

Mr. Hetuer. Let me put this question to you, just so that we have 
it on the record. 

Do you believe that the Commission should have the right to 
rewrite or order the rewriting of prospectuses? 

Mr. Bane. If you take it on this basis, Mr. Chairman: In order to 
do that, I am sure the industry and those concerned with it would 
argue like the dickens—I could use a stronger word if it wouldn’t 
offend the committee—that they should be relieved of some liability 
if we did it. If the Commission were to take responsibility solely for 
saying that this is an accurate condensation of information furnished, 
without taking any responsibility whatsoever for the accuracy of that 
furnished information, then I think I could go along with it. That 
would be a pretty difficult job, because to summarize something isn’t 
the easiest t ing in the world always. You woujd have to have pretty 

eat skills. We might be able to go along that far. But personally, 
Mr. Chairman, I would be opposed to going any further. I have 
seen very few, if any, men that could sit behind a desk here in Wash- 
ington and have wisdom enough and knowledge enough to write 
prospectuses, for instance, and write them accurately from the factual 
standpoint, for the widespread industries of these United States. 

Mr. Hetier. Then do you not have the added situation, as you 
described in your earlier testimony, that if the SEC did write these 
prospectuses you would be putting the Government in business? 

Mr. Bane. That’s right. Added to that, even if you tried every 
hedging clause you could think of you would certainly be building up 
in the minds of the public that the Government approved the pros- 
pectus; which is something we tried to knock down. 

Despite the fact that many keep on saying, “Approved,”’ we are 
very careful to point out that we didn’t approve it. All we did was 
let it become effective. But when you tend to build up in their minds 
something of that kind and the thing goes sour, just look at the re- 
action you would get, and you would have an awful time then explain- 
ing you weren’t responsible. 

r. Heiter. And if that were so, the question of the defenses 
would become academic, would it not? 
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Mr. Bang. That is right. 

Mr. Heuer. Mr. Bane, when Mr. McDonald was present, we in- 
quired as to the principal differences between Form S~1 as revised in 
November 1951 and Form S—1 which had been in effect since January 
17,1949. And he said that he would refer that question to you for an 
answer. 

Would you be good enough to answer it? 

Mr. Bane. On which I sent you a memorandum, sir, with a detailed 
analysis, item by item, and an over-all one. I think I sent you a 
memorandum on that, an over-all covering memorandum, and a 
memorandum that covered them item by item in the old form and the 
new form. I can tell you generally, sir. 

Mr. Heuer. Do you have it now? 

Mr. Bane. I can furnish you with another copy of it, if you would 
like it, sir. 

(The material referred to appears on p. 36.) 

Mr. Hetuer. Do you care to elaborate on that statement? 

Mr. Bane. That memo covers it pretty well. It is a short covering 
memorandum pointing out the major differences. And then we go 
item by item, and each one is pointed out specifically. Do you want 
me to go on? 

Mr. Heuer. No; it is not necessary, as long as it is covered. 

Mr. Bane, is there now pending a proposal to amend S—1 again? 

Mr. Bane. As a whole? 

Mr. Heuer. As a whole, or any parts of it. 

Mr. Bane. We always have this problem, Mr. Chairman. 

Mr. He.uier. Let me put it this way. Can you tell us in what 
respect is Form S—1 again being considered for amendment, if you are 
able to answer that? 

Mr. Bane. Yes. I can answer. We are not now considering an 
over-all amendment of S~1 again, a more or less complete revision, 
like we made here recently in November. We are, however, as always, 
considering specific items that, as you begin to apply them in the new 
form, we find are producing results that we didn’t intend. We had 
one such thing that came up recently, and I think the answer the man 
gave to me was perfectly correct. 

He said: ‘This item that you have got in this form I don’t like. 
We are having to do this, that, and the other.”’ 

I said, ‘‘Well, I don’t think we intended that.” 

He said, ‘“That is what it is requiring me to do.”’ 

I said, ““You happen to be one of those we sent this form out to for 
comment before we adopted it. Did you comment on it and criti- 
cize it?” 

He said, “No. I didn’t recognize the difficulty until I began to 
apply it’’—which is, of course, a good answer. 

Now, that has already resulted in an amendment to two of the 
items, I think items 27 and 28, if I remember correctly. 

Now we have up a question on which we haven’t made a decision. 
Somebody is raising a question whether a requirement in, I think, 
paragraph D, of items 24 and 25, shouldn’t be amended—whether 
the language isn’t broader than we intended. We have those under 
consideration. But we have nothing up for another over-all amend- 
ment. We do have these specific questions as they arise, and we 
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always take them up if someone asks us, if someone shows us the 
language is inept, is not apt, and we will change it. 

Mr. Hetiter. May we suspend for 5 minutes, please? 

(Short recess.) 

Mr. Heuuier. Mr. Bane, when Chairman McDonald testified on 
January 9, 1952, we asked him whether it ever became necessary to 
request the registrant to supply information not called for in Form 
S-1; and again he suggested that we put that question to you. Would 
you care to answer that? 

Mr. Bane. Yes, sir. Quite frequently we will ask for information, 
if we learn the registrant has an engineering report, or an appraisal, 
just for example, of many things. Yes, we will ask him to furnish 
that material for our ialortaation and analysis of the registration 
statement, and not as a part of the statement. 

As a result of our examination of that material, we. may, after a 
review of the answers he has furnished in the registration statement, 
ask him to change or to add to or modify the information so furnished. 
We may ask him nothing. Or we may ask him to file that particular 
document as a part of the registration statement, because we think the 
information should be made public in connection with the registration 
statement. 

Mr. Heuer. Could you give us your best estimate of what percent- 
age of cases, since 1945, has information other than what has been 
called for in S-1 been required? 

Mr. Bane. Been required? Or requested, you mean? 

Mr. Heuuser. Put it that way; been requested. 

Mr. Bane. That is pretty hard, pretty difficult. And you are talk- 
ing, of course, about registration. 

Mtr. Heuer. That is correct; yes. 

Mr. Bane. That is no more than a guess. I have never had any 
such tabulation made out. I should say that I will ask Mr. Cohen 
and Mr. Barr, who deal with these things intimately from day to day, 
to check me, but it would probably be one out of four situations, 
25 percent. 

Mr. Counen. That sounds about right to me. 

Mr. Barr. It is not too far wrong. 

Mr. Bane. It is just a guess. 

Mr. Heuer. In that area. It may be 20 percent. 

Mr. Bane. In that area. 

Mr. Heuer. Between 20 and 25. 

I want to refer briefly to sections 11 and 12. 

Mr. Bane. Of the 1933 act? 

Mr. Heuxer. Yes. Only insofar as it bears on the matter of 
disclosure. 

As I read section 11, the test of civil liability is whether the state- 
ments made are true as of the effective date of the registration state- 
ment. 

Mr. Bane. Correct. 

Mr. Heuer. So that if a statement is true on that date, the per- 
sons enumerated in section 11 (a) cannot be held liable under sec- 
tion 11. 

Mr. Bane. That is correct. 

Mr. Heuer. Now, it is true, is it not, that no time limit is fixed 


for the sale of securities, except that the Commission, as an adminis- 
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trative matter, has prescribed an 18-month period before registration 
is required? 

Mr. Bane. Now, I would like to modify that, if I may, a little bit. 

Mr. Heiter. Would you, please? 

Mr. Bane. I refer first to the term “the Commission prescribed.” 
What has been done is the adoption of an administrative procedure. 
The philosophy of the act, the theory back of the act, was that the 
information furnished and the information given to the prospective 
investor should be relatively current as of the time he was asked to 
buy, as of the time of the offering. 

ection 10 (b) provides for a current prospectus with respect to an 
issue that is still being offered more than 13 months after the state- 
ment became effective. It was intended for an exceptional and un- 
usual thing, something that would be used, for instance, where an 
issue had Riesinis sticky. It wasn’t anticipated as necessary in the 
usual process of selling any security or any type of security which, 
when registered, was intended to be offered upon relatively current 
information, with your financial data and other information reason- 
ably current as of the time of the offer. 

This procedure that you are referring to largely applies to invest- 
ment companies An open-erd management investment company, as 
you know, is continually offering. There was quite an effort, J should 
say, on the part of some to come in and register an awfully large 
amount of securities which they knew they couldn’t sell within any 
reasonable time after the effective date, and after 13 months to con- 
tinue to offer those securities indefinitely on a section 10 (b) (1) pro- 
spectus, thus escaping the liabilities of section 11, and remaining sub- 
ject to liabilities largely determined by section 12, under which the 
iabilities are between the buyer and seller and do not include the 
other persons named in section 11 (a). 

In an effort to avoid that we held a conference with and discussion 
with the industry, and referred to the last sentence, I think it is, in 
section 6 (a), which says that the registration statement shall be 
effective only as to the securities specified therein as proposed to be 
offered—section 6 (a) in effect says you know you are not bona fide 
offering them when you know you cannot sell them. This is the 
philosophy of the act: You .ught not to register any more securities 
than you know you can offer and sell within a reasonable time after 
the effective date of the statement; after which you come in with a 
new registration statement and subject it to the liabilities of section 11. 

We worked out, largely in agreement with representatives of the 
industry, or some of the representatives—always somebody is kick- 
ing—two or three administrative procedures. One was that if you 
hadn’t sold all the registered securities in 18 months after the effective 
date, you would deregister the unsold securities and come in with a 
new registration statement. Another was that if you were continuing 
to offer any of the registered securities more than 13 months after the 
effective date, which is the period specified in section 10 (b), and you 
had to use the so-called 13 months or 10 (b) (1) prospectus, you would 
file that prospectus as a posteffective amendment, so as to bring the 
representations therein under section 11 rather than only under sec- 
br 12 where the liabilities to the purchaser are limited to the actual 
seller. 
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While there were some who kicked, the industry generally, recog- 
nizing the principles, agreed to these administrative procedures and, 
I should say, largely we have been following that in the division. 
Does that answer your question, Mr. Chairman? 

Mr. Heuer. It does. But what is the difference between an 
administrative procedure and an administrative rule? 

Mr. Banzg. I don’t imagine there 1s very much difference. I didn’t 
mean to draw any such distinction. It wasn’t my intention to do it. 
I will say the procedure isn’t formulated in any rule of the Commission, 
if that is what you mean. 

Mr. Heuier. Take this hypothetical case, if you will. An issuer 
registers a million dollars of securities. He sells $750,000 in the first 
8 months; none in the ninth month; the balance of $250,000 in the 
tenth and eleventh months; none in the twelfth month. 

Assume further that if events transpire between the effective date 
of the registration and the tenth month, which render the statement 
in the registration statement inaccurate or misleading, as of, say, 
the tenth month, it is our understanding that there may be no civil 
liability under section 11, since the facts were true as of the date of 
the registration statement; that is, as of the date of its effectiveness. 
Is that correct? 

Mr. Bang. I think that legally, technically, it is correct, sir. 

Mr. Heutuier. But anyone who sells the security, let us say, in the 
tenth month, along with the unamended prospectus, and without 
attaching a sticker, would be liable under section 12 and possibly 
under section 17. Is that correct? 

Mr. Bane. Correct. 

Mr. Heiter. Commissioner Rowen pointed out yesterday in his 
testimony, that in such a case a sticker would be attached to the 
prospectus. 

Mr. Bang. It might be that, sir, or it might be done in another way. 

Mr. Hetuer. Would you explain the other way? 

Mr. Bang. If this event is materia] and is something that is known 
to and has been brought te the attention of the issuer and the under- 
writer, who is continuing to sel) the securities, we will suggest in 
most instances that, instead of merely adding a sticker to and thus, 
as we call it, supplementing the prospectus and registration, a post- 
effective amendment reflecting such change be filed. 

Now, of course, we have no authority to proceed under section 
8 (d) against the statement as it became effective for not doing that. 
But most of them will do that. They will file such an amendment. 
Many, on the other band, merely supplement the prospectus, without 
putting it in under the dignity of a posteffective amendment, as 
Commissioner Rowen suggests. 

Mr. Hever. In other words, the affixation of the sticker would 
not reinstate the section 11 liability? 

Mr. Bane. Because it is not under sanction. It is not an amend- 
ment to the statement. It is a supplement to the statement. 

Mr. He.ter. This posteffective amendment which you talk of: is 
that the same as the supplemental document which you also discuss? 

Mr. Bane. No; it is different. The posteffective amendment be- 
comes a part of the registration statement as such and is signed with 
the same dignity as the registration statement itself and is subject to 
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liability under section 11. The supplement is not signed and is not 
subject to the liabilities of section 11. It is like any supplemental 
literature you might send out. 

Mr. Heuer. | get it now. So the Commission might require a 
supplemental document to be supplied along with the original pro- 
spectus, but the mere affixing of the sticker or the printing of the sup- 
plemental document would not reinstate section 11 liability; and if 
the sticker were affixed or the supplemental document mailed to the 
investors, the Commission could not issue a stop order. 

Without pressing the issue as to the authority of the Commission 
to demand the affixation of a sticker or the delivery of a supplemental! 
document, would it be your opinion that the affixation of the sticker, 
assuming that the Commission has the right to require it, is sufficient 
to protect investors? 

Mr. Bane. Well, it protects the investor in one form, of course, 
Mr. Chairman. It informs the investor of the change that has taken 
place in the facts as they were at the time the statement became effec- 
tive and what the facts are as of the time he is being offered the security. 
It doesn’t give him, of course, the protection that section 11 gives him, 
from the standpoint of civil liability, because the liability under sec- 
tion 12 is less, is different, and, I might say, less. It protects him be- 
cause he gets the full degree of information he would get if it were in 
the registration statement. As to the question of liability, I shou!d 
aay “No.” He gets less, from the standpoint of civil liability. 

Now, as to statements put in the form of a sticker, you also have 
section 17, if you will look at that, for the protection of the investor. 
Because that is the fraud statute. He can be sent to jail for not put- 
ting the sticker on, and if he puts it on and it contains fraudulent stuff, 
you might bring section 17 against him. 

Mr. Heuer. Mr. Bane, may we now take this hypothetical situa- 
tion: One has a thousand acres of oil land, believing that to be true 
on the effective date of registration. Suppose that 3 months later an 
accurate survey shows that there are only 750 acres. Under these 
circumstances, as I take it, the registration statement would have to 
be amended; is that correct? 

Mr. Bane. We would insist on it. 

Mr. Hetuer. And the prospectus likely would have to be amended 
to satisfy the requirements of section 11 (a)? 

Mr. Bane. That is right, sir. 

Mr. Hetuer. In such a case where the statement is amended, in 
your opinion is section 11 revived? 

Mr. Bane. Yes, sir. Everything that becomes a part of the regis- 
tration statement, which a posteffective amendment becomes, is in 
my opinion brought under the liabilities of section 11, as of the date it 
becomes a part. 

Mr. He .ter. If that is so, and I assume that is the way the Com- 
mission has ruled, that means that the Commission has the power to 
institute stop-order proceedings? 

Mr. Bane. On anything that is false. 

Mr. Hetter. Yes. 

Mr. Bane. In the amendment as of the date it became effective. 

Mr. Hetier. Thank you. 

Mr. Bane. Or on anything in the statement proper, we will say, as 
of the time it became effective. 
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Mr. Hetuter. If at any time you want to make any change in the 
record, you may just indicate your desire to do so. 

Mr. Bane. Well, none of us know it all, and sometimes these boys 
can give you awfully good suggestions. Mr. Cohen just stated to me 
that of course the Commission wouldn’t let a posteffective amend- 
ment containing material misstatements become effective under 
section 8 (c). 

Mr. Heiter. Would you agree, Mr, Bane, that at least from the 
standpoint of investors who buy 3 months after the effective date of 
registration, it makes very little difference if the facts stated in the 
registration statement were untrue as of the effective date, or if the 
facts which developed 3 months thereafter change the situation from 
that described in the registration statement? 

Mr. Bane. Make very little difference? 

Mr. Heuer. Yes. 

Mr. Bang. I should think it would make a great deal of difference 
to him, if I understand your question correctly. I may not be under- 
standing your question. 

Mr. Heiter. My question supposes that it would make very little 
difference to the investor. . 

Mr. Bang. I can’t see why it wouldn’t make a very decided differ- 
ence to him. It would make a very decided difference to him, if I 
understand your question correctly. 

Mr. Heuer. In which case, would the investor be better off? 

Mr. Bans. I don’t know, Mr. Chairman, that I am getting your 
question. You say that the statement becomes effective, and 3 months 
thereafter conditions change. 

Mr. Heuter. The situation changes; right. 

Mr. Bane. And then he is still offering the security? Is that what 
I am to assume? 

Mr. Hetter. That’s right. 

Mr. Bans. And he offers it to somebody without, changing or 
amending the registration statement or prospectus? 

Mr. Hetier. Yes. What would be the situation in that case? 

Mr. Bane. I should say that the man to whom he did offer it, if 
he didn’t tell him these different facts, might have a cause of action 
under section 12 (2), and depending upon the nature of it there might 
even be a section 17 action, if it was fraudulent. 

Mr. He.uer. That is the criminal section? 

Mr. Bane. Yes. In other words, selling him this security without 
disclosing the change even though the prospectus was right 3 months, 
they might be perpetrating a fraud, because this changed condition 
was not brought to his attention. And the second circuit, as I am 
reminded, has even said that the civil liability would apply under 
section 17, or that a civil action will rest upon the violation of section 
17. I am not clear as to whether I have answered your question. 

Mr. Hetuer. Let us see if we can put the queston this way: Should 
the issuer, in your opinion, be required to file a posteffective amend- 
ment at any time when the facts change, whether they were true at the 
beginning and later became different from the facts which were 
originally shown, or not? 

Mr. Bane. If they are facts peculiarly within his knowledge, in 
my opinion, yes. Now, there are facts in the registration statement 
that are not peculiarly within the issuer’s knowledge. They may be 
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peculiarly within the underwriter’s knowledge. I think even in that 
instance—— 

Mr. Hetter. But if it was within his knowledge, then your answer 
would be “Yes’’? 

Mr. Bane. Yes, sir. 

Mr. Hetier. Would it not be desirable in either case to require the 
issuer to file a post effective amendment, so that the civil liability 
provisions of section 11 would be preserved? 

Mr. Bang. That is one of the reasons that I answered your question 
immediately before in that way. 

Mr. Heiter. Your answer is “Yes.’’ In your opinion, is any cor- 
rective legislation necessary to achieve that? 

Mr. Bane. I will answer that in this way, Mr. Chairman: We have 
had pretty good success in persuading the issuers to file such infor- 
mation as a posteffective amendment. But we have had cases where 
the issuer said, ‘‘No, there is no definite requirement to file, I am only 
required to supplement to avoid the liability section; that is what | 
am going to do.’”’ We have no compelling language in the statute. 

Mr. Heiter. Now, you talked about the 13-month prospectuses. 
What steps are taken by your division, and what procedures are 
followed, to check on these 13- month prospectuses? 

Mr. Bane. We examine them, sir, in practically the same way that 
we do the prospectuses originally filed with the registration statement. 

Mr. Heiter. Would you be able to give us your opinion as to how 
many 13-month prospectuses have been filed in your office since 1945? 

Mr. Bang. Why have me guess at it, Mr. Chairman? I can give 
it to you exact. 1 would rather do that than guess. 

Mr. Hetter. Fine. 


(The information referred to is as follows: ) 


Number of prospectuses filed pursuant to sec. 10 (b) (1) of the Securities Act of 1933 


213] 1950 75 
187 | 1951 


In large part these prospectuses were filed by investment companies which are 
continuously offering their securities for sale. In many cases the prospectuses 
were filed as posteffective amendments to the registration statements of the 
issuers. 

Mr. Heiter. Do you have any information, and if you have not 
would you furnish us with it, as to the number of section 11 civil suits 
which have been brought by investors? 

Mr. Bane. We have some information. I am not sure it is all- 
inclusive. But we would be glad to furnish it to you. : 

Mr. Hetter. All right. We will consider it as your answer at this 
point in the record. 

(The information referred to is as follows:) 

So far as I am aware, approximately 32 suits have been brought under section 
11 of the Securities Act. Among these were 20 identical suits against the same 
defendants. There may, however, be others including actions which may have 
been settled prior to any decision by the courts. 

Mr. Hetuer. We have talked about deficiency letters with Chair- 
man McDonald. My recollection is that we asked for a sample and 
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discussion of these letters, and he suggested that you would advise us 
on that. Could you do so? 

Mr. Bane. I have with me some of what I would call representative 
deficiency letters. I have half a dozen of them. I can give you more 
if you want them. 

Mr. Heuer. May we just see two or three of them, please? 

Mr. Bane. I might say one thing. Some phases of them won’t 
be very understandable unless you have the prospectus or the regis- 
tration statement before you. Because a letter will say, “On page 
16, paragraph 3, you say so and so. We suggest that such and such 
should be done,” or, “we suggest such and such a change should be 
made.”’ 

Mr. Heuer. Mr. Bane, would you select one of these as being a 
representative sample to put in the record? 

Mr. Bane. Mr. Chairman, we did some selecting in this, because I 
understood that you wanted some of them representative of the 
shorter and simpler ones, because the filing was simpler and better 
prepared. Some of them are selected to indicate the longer ones, 
because the filmg was more complex and not so well prepared. Now, 
you have a variety. This one is a pretty good one for a longer one. 
Here is a good one for a shorter one. I am having a little difficulty, 
Mr. Chairman, as to what you really want. Here is one relating to 
a statement of a company that had never filed before. The registra- 
tion statement wasn’t too well prepared, and it is a rather long de- 
ficiency letter. It consists of seven pages and half of page eight. 

Mr. Heuer. Let us take the one with the eight pages vou just 
talked about. And may I make this suggestion: Instead of having 
in the record the name of the addressee, suppose we just mark it “X”’ 
company. 

Mr. Bane. I was going to make that suggestion to you. I con- 
sidered taking the name off, but I considered that to be unfair dealing 
with this committee, without obtaining its consent. 

Mr. Hetuter. I suggest that we then just take the addressee off 
and the name of the company. We will mark it “X” and “Y,” and 
wherever there are names that we might be able to identify this par- 
ticular letter and the issue by, we will just keep it blank in the record. 

Mr. Bane. I agree with you, sir. 

Mr. Heiter. With those modifications, we will consider the con- 
tent of this letter in evidence. 

Mr. Bane. If you are going to do that, Mr. Chairman, may I sug- 
gest that you might put in a shorter one, too? E 

Mr. Hetier. That is a good idea. We will put them both in, with 
the same modifications. 

(The letters referred to are as follows:) 


Re Registrant X. 
Dear Sir: Your attention is called to the following matters in connection with 
the above-mentioned registration statement: 


PROSPECTUS 

Facing page 
The title of the securities on the facing pages of the registration statement and 
prospectus, capitalization table on page 7 and the financial statements should give 
the information required by rule 406 and should also state as to the common 
stock that it is nonvoting and that dividends are limited to * * * perannum 
and are noncumulative, and as to the preferred stock that the preference relates 
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only to dividends and that the stock is not preferred as to assets upon liquidation 
or dissolution of the association. In lieu of the foregoing as to the preferred stock 
such security may be given some other name such as class A stock. 

It should be indicated that although the association has been organized under 
* %* * laws as a cooperative association for the mutual benefit of its members, 
it has entered into a management contract with a partnership comprised 
of * * * and that this contract provides for the payment of 10 percent of 
the gross sales of the association to the partnership and gives to the three partners, 
none of whom has had any experience in the * business, the power to 
manage the association for a 30-year period, the contract not being terminable 
by the association. (See p. — of the prospectus.) 

A note to the table should state that there is no assurance of any proceeds since 
there is no firm underwriting commitment. 

The names of the underwriters should be given and reference made to other 
agreements with the association whereby they also receive fees for putting the 
plant into production, for obtaining loans for the association and for management. 

The prospectus should be dated as set forth in rule 423. 


Pages 2 and 3 

The third sentence of the fourth paragraph under “Introductory” should be 
qualified by reference to the use of profits for preferred dividends. It should also 
be indicated that profits will be distributed in proportion to the compensation 
paid to each member and the status of the association for Federal income-tax 
purposes should be indicated. 

he words “if any” should be inserted after the word “profits” in the last 
sentence of the same paragraph. 

It is suggested that information also be given under “Introductory” concerning 
the association’s employment policy, including (1) whether all common stock- 
holders will be employed, (2) whether sufficient members will be solicited to fill 
all positions for capacity operation and, if so, the policy to be followed if the rate 
of operations decreases so as to require less employees than there are members 
and (3) the wage policy to be followed. 

It should also be pointed out under ‘‘Introductory”’ that since there is no firm 
underwriting commitment, there is no assurance that sufficient common and/or 
preferred shares will be sold to provide the minimum amount of funds necessary 
to construct the plant, to provide necessary machinery and equipment and for 
preoperating expenses. It should be indicated also that other financing will be 
necessary to obtain the sum shown on page 5, giving information as to the proposed 
sources of such funds. 

It should be indicated that there is no assurance when registrant can get into 
operation. 

A new section, appropriately captioned, should be inserted following ‘“Intro- 
ductory” giving the principal provisions of the management contract with the 

artnership and disclosing fully any material adverse effects of such contract. 
Bich discussion should include comments concerning the relatively high manage- 
ment fee being paid on the basis of gross sales regardless of net profit, the lack of 
previous experience of any partners in operating a * * * business, and the 
authorization to purchase raw material, make sales, and otherwise conduct opera- 
tionsovera * * * period without approval by officers, directors or members 
of the association, regardless of errors in business judgment by the partners. The 
services and facilities to be provided by the managers under the agreement should 
be specified in detail and it should be indicated that there is no assurance that the 
registrant can operate profitably on the basis of the agreement. It should also 
be indicated whether the managers are or will be common or preferred share- 
holders, stating the amount of any stock ownership. In connection with the fore- 
going, please furnish as supplemental information and not as a part of the pro- 
spectus or registration statement an opinion of counsel as to the legality of this 
type of arrangement under the * * * law for cooperative associations. 


Page 3 

If negotiations concerning the lease agreement have been concluded, the prin- 
cipal provisions thereof should be set forth and copies of the lease should be filed 
as an exhibit. 

It should be stated that the construction of facilities must be started within 6 
months from the effective date of the lease and that if the facilities are idle for 12 
months the lease reverts to the lessor. (See exhibit 10.) 

If the registrant proposes to produce and sell * * * prior to the complete 
manufacture of * * * appropriate disclosure thereof should be made. If 
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“6M” means 6 million, please state that fact more clearly in the second line on 
page 5. 

he information under ‘‘Application of proceeds’ should discuss the dollar 
amount involved if all persons accept the rescission offer and the effect thereof 
on the proposed operations. 

The minimum amount necded to commence operations should be stated. 

The tabulation under “Application of proceeds” should be totaled. 

The information called for by instruction 2 to item 9 should be given. If 
additional funds are to be obtained from loans, it should be pointed out that 
* * * are to receive a * * * commission thereon. 

The availability of the necessary machinery, supplies, and building construction 
materials and the effect of Government priorities on obtaining them should be 
indicated. 

Reference shouid be made under ‘‘Market”’ to the recent reduction in the ad 
valoremdutyon * * * from * * * to * * * andthe effect thereof 
should be briefly discussed. 

The cyclical aspects of * * * production and the possible effect thereon, 
including the competitive situation, when defense needs for * * * and other 
materials have been met, should be discussed under ‘‘Market.’’ 


Pages 6 and 7 
The articles from the Wall Street Journal and/or the references thereto on pages 
6 and 7 should be deleted. 


Page 7 

If the registrant will be at a competitive disadvantage in not having established 
distribution connections in the event the demand for * * * does not equal 
the capacity of the industry, that fact should be stated under ‘Distribution of 
products.” 

The problems confronting the registrant in regularly procuring a 
supply adequate for capacity operation should be discussed under ‘‘Raw ma- 
terials.’” It should be made clear whether or not there exists * * * supplies 
within economic shipping distance adequate to support the existing mills and the 
association on a continuous basis. The disadvantages, if any, resulting from the 
association competing for existing * * * supply as against established mills 
should also be mentioned. 

The hazards of depending upon the open market for the major portion of 
* * * without the protection of any * * * reserve should also be 
discussed. 

It should be indicated whether or not the association has any commitments 
for27 6; %, 

If there are presently no established channels for importation of * * * 
from Central and South America and if the association has not concluded nego- 
tiations for the regular delivery of * * * therefrom, the second sentence 
under ‘‘Raw materials’’ should be deleted. In lieu thereof it should be stated, 
if such is the case, that the association is preliminarily investigating the feasibility 
of such importation. The hazards involved should be discussed, including a 
statement as to the problems and cost of setting up foreign operations and 
transportation. 

The final sentence of the paragraph under ‘“‘Raw materials” should be deleted. 

The capitalization table should be footnoted to state the number of shares 
subscribed for, the amount paid on subscriptions, the amount still due, terms of 
payment thereof, amount of deposits for which no subscriptions have been issued 
and the number of persons making such deposits. 


Page 8 

The paragraph as to the dividend rights of the common stock should be ex- 
panded to state that only current earnings will be available for dividends since the 
balance of earnings each year will be paid to members. 

The policy to be followed in paying out such earnings to members should be 
stated. 

The word “shall” in the first paragraph as to dividend rights should be changed 
to ‘“‘may.”’ 

In the paragraph as to liquidation rights there should be described the basis 
on which assets will be shared by the common and preferred stockholders upon 
liquidation or dissolution. It is noted that this paragraph states that no member 
shall hold more than 2 shares of common stock while the resolutiori furnished as 
exhibit 7 states that a limit of ore share is now in effect. Please reconcile. 


* * * 
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It is suggested that the seeond sentence under “Conversion and redemption 
rights”’ be deleted. 

The am peg regarding the limitations on the transferrability of the common 
stock should be disclosed under an appropriate caption under the description of 
capital stock. 


Page 9 

If neither * * * nor * * * has had experience as a producer of 
* %* * state the basis being used by them in determining the qualifications of 
persons seeking membership. 

The first sentence of the second paragraph should be deleted and in lieu thereof 
it should be stated that * * * are underwriters as defined in the Securities 
Act of 1933. 

The second paragraph should be expanded to state the terms under which the 
common stock will be sold and the method of offering the preferred stock. If 
there are no present plans for offering the preferred stock it should be removed 
from the registration statement. (See last sentence of sec. 6 (a) of the Securities 
Act of 1933.) 

If, as appears from the provisions of the management and underwriting con- 
tracts * * * have been the principal promoters, the third paragraph should 
be revised to disclose clearly this fact. 

The first sentence of the fourth paragraph should be deleted. The second 
sentence also appears incorrect since * * * must purchase stock of the 
association. 

It appears under the bylaws that the secretary-treasurer is also a director. 
Accordingly * * * should be identified as such on this page and on the 
signature page. 


Page 10 
In connection with the last two paragraphs on this page please note our com- 
ments concerning the new section relating to the management contract. 


Page 11 
The amount shown as management fees in the table should be deleted and the 
table footnoted by a summary of the pertinent terms of the management contract. 
There should also be included as remuneration the additional * * * fee 
which the partnership will receive and reference made to the possible additional 
compensation for arranging for loans for the association. 


FINANCIAL STATEMENTS 


The capital stock section of the balance sheet should be set forth as required 
by item 34 of rule 5.02 of regulation S—~X, showing the amount. of subscriptions 
receivable as deductions from the amount reserved for subscriptions. 

The second paragraph of note 7 should be expanded to make reference to the 
portion of the prospectus wherein further information concerning the terms of 
the management contract is given. 

Since it appears the subscriptions may have been solicited and received in 
violation of the provisions of the Securities Act of 1933, note 7 should be expanded 
in respect thereof stating the amount of contingent liability resulting therefrom. 

The written consent of the accountant to be named as having certified the 
amended financial statements should be filed. 


EXHIBITS 


The blank spaces on page 2 of exhibit 1 are noted. 

In connection with exhibit 3 consideration should be given to the requirements 
of section * * * of the * * * compiled laws which requires that re- 
strictions or privileges of each class of stock be stated in the articles. 

Copies of subscription agreement should be furnished as an exhibit and also any 
additional agreements concerning the lease. 

Exhibit 19 appears incorrect in stating in paragraph 3 that the subscription form 
is set forth in exhibit 5. 

Paragraph 4A of exhibit 19 should state that no determination has been made 
as to whether the association is such as defined in the 1932 Revenue Act. 

If the fee for legal services given in exhibit 20 also includes payment for services 
on behalf of- * * * and/or the partnership, it should be so stated and the 
amount of such payment shown in a footnote on the facing page of the prospectus 
keyed to the column giving underwriters’ commission. 

he itemized amounts in exhibit 20 appear to total $7,900 rather than $9,900. 
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GENERAL 


There should be included in the registration statement and undertaking to file 
by post effective amendment all prospectuses required pursuant to section 10 
(b) (1) of the Securities Act and to deregister any unsold shares upon discon- 
tinuance of the offering. 

The amendments to the registration statement should be signed by the officers 
and directors in the capacity specified by instruction 1 to signatures on page 8 of 
Form S-2. 

The counsel mentioned in the first full paragraph on page 3 of the prospectus 
should be named therein and his manually signed consent furnished. 

It is noted that sales of stock apparently were made in violation of section 5 (b) 
ot the Securities Act. Under the circumstances of this case it is suggested that 
the association give the persons who have subscribed an opportunity to rescind 
and receive back the full consideration paid with interest thereon. The terms of 
the rescission offer should be set forth in the prospectus and reference thereto made 
on the facing page of the prospectus. Shares already sold may not be included in 
the registration statement unless thev are covered by a rescission offer. 

There should be furnished as supplemental information a letter describing any 
“preliminary’’ commitments for the purchase of * * * entered into by the 
partnership in behalf of the Association, including comment concerning any plan 
Cor.) + *- oo FY 

Very truly yours, 
R. H. DENNINGER, 
Chief of Corporation Finance Division Unit 
(For Howard A. Judy, Regional Administrator). 


Re Registrant Y 
Dear Sir: The above registration statement has been examined and your at- 
tention is directed to the following: 


BUSINESS (PP. 3 AND 4) 


It appears that the position of the registrant in the * * * field (now 
stated merely as “‘prominent’’) should be more precisely indicated. If possible, 
it is suggested that figures (approximations if necessary) be given indicating the 
ame of total sales in the industry represented by the registrant’s sales. 

he approximate range of retail selling prices of the company’s * * * should 
be stated. 

It appears that the disclosure (top of p. 4) with respect to the other fields in 
which the company is engaged should be expanded to indicate briefly the com- 
pany’s position in the respective fields, and the competitive situation which exists 
therein, particularly from large well-established companies making similar prod- 
ucts. 

The principal raw materials used by the company should be enumerated under 
“General” on page 4, indicating those which are in short supply. If any of the 
company’s principal raw materials have been the subject of governmental orders 
limiting the use of such materials for certain purposes, appropriate disclosure 
should be made. 

FUNDED DEBT AND CAPITALIZATION (P. 6) 


It appears from the balance sheet that outstanding short-term indebtedness 
exceeds 5 percent of the registrant’s total assets, and that, accordingly,, informa- 
tion with respect thereto should be included in the table under this heading. 
(See instruction 1 to item 8.) 


15) 





UNDERWRITING AND MARKETING ARRANGEMENTS \(P. 


Since it appears (par. 17, exhibit 14-A) that * * * will receive an exclu- 
sive option for 5 years to negotiate with the company to arrange for the purchase 
and public offering of securities which are proposed to be offered, a statement 
with respect thereto should be included under this heading in the body of the 
prospectus. Reference should be made to such statement in a note to the table 
of offering on the facing page of the prospectus. (See instruction 3 to item 15.) 


PATENTS (PP. 18-20) 


_ Because of the apparent importance of patents to the business of the company, 
it is suggested that the material hereunder be moved to the forepart of the pro- 
spectus preferably to follow the caption “General” on page 4. 
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It is noted that the first two rincipal patents listed in the third paragraph 
hereunder expire in * * *. In this connection, the probable effect of such 
expiration on the registrant’s competitive situation should be discussed. 


GENERAL 


It is noted that the opinion of counsel (exhibit 13) does not contain a consent. 


An appropriate consent should be furnished. 
It is also noted that certain information and exhibits will be furnished or com- 


pleted by amendment. 


Very truly yours, 
Witser H. Mack, 


Assistant Director, Division of Corporation Finance. 


Mr. Heuer. Mr. Bane, enerally speaking, what items are 
referred to in the letter of de ciency? 

Mr. Bane. I can’t answer that the way you ask it. It depends 
upon the particular statement. In one particular statement, it may 
be the financial data. In another one it may be the business items. 
In another one, it may be the issuer’s transactions with what we call 
insiders or affiliates. Any item may come up, and to say which one 
mostly comes up would be a hard thing to answer. 

Mr. He ter. In other words, it wontd depend on the circumstances 
of each particular case. 

Mr. Bane. Yes, sir. 

Mr. Heuter. Is there any publicity given to the letter of deficiency? 

Mr. Bane. No, sir; and that is one reason why we were going to 
suggest—and I am glad you did, sir—that for what might become a 
public record you delete the names or anything that might identify 
the parties. The letter is not public, because, as you can well see, 
there are many reasons why it shouldn’t be. We sometimes raise 
things in a letter of deficiency that are afterward explained away, and 
it might cause great embarrassment to the parties if put out. 

Mr. Hetter. Is any publicity given to a stop-order proceeding? 

Mr. Bane. Yes, sir. 

Mr. Heturr. Well, do you, from your experience, which has been 
wide and varied, believe that the power of public disclosure with 
respect to a deficiency letter is required under the act? 

Mr. Bane. No, sir. 

Mr. Heuer. And that is because you feel, as I understand, that 
you eventually can erase the deficiencies or eradicate them? 

Mr. Bane. Yes, sir; so far as we can discover. 

Mr. Hetter. So far as you are able to point them out and get to 
them. 

Mr. Bane. If they don’t correct them, sir, and we feel they are 
material deficiencies, we can always go to a 'stop-order proceeding, 
which we will do, sir. 

Mr. Heuer. Therefore, it would follow that you don’t think the 
Commission should have that power? 

Mr. Bane. Which power? The power to make public the de- 
ficiency letter? I think it would be a mistake, sir. 

Mr. Heuter. If you have these figures available—and, if not, the 
committee would appreciate it if you would furnish them to us—we 
would like a statement as to what percentage of registration state- 
ments have become effective since 1947 without any amendment 
required. 

r. Bane. We can furnish that. 
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Mr. Heuier. And, when you furnish us with that, it will be con- 
sidered as your answer at this point in the record. 
Mr. Bane. You mean without any deficiency letter being sent to 


them? 
Mr. Hetuer. That is right. Without any amendment being 


required. 
r. Bane. Without any amendment being required? 


Mr. Heuer. That is right. 
Mr. Bane. All right, sir. 
(The information referred to is as follows:) 


Number of registration statements under the Securities Act of 1933 effective with and 
without letters of comment 


| 


| Effective Percent Effective | Percent | Total 

| with 1 or of total | withno | of total eff vad 

| moredefi- | effective | letter of | effective | fitment 
| clency letters | statements deficiency ' | statements ed 








| 


Last 6 months of 1946_._______- | 


5-year average 


' In some of these cases amendments May have been requested or comments communicated to the reg - 
istrant by telephone, at its request. We are unable to furnish statistics as to the number of cases in whic 
this occurred. For other relevant figures, please see the table inserted at p. 432. 


Mr. Bans. The reason I wanted to get that distinction is because 
there are some that we haven’t sent a letter of deficiency out on, but 
we have noticed the thing and there has been an amendment. 

I think your point on the required amendments is well taken. 

May I also say this: There have been registration statements where 
we have sent out no deficiency statement and have found no deficiency, 
but there have been amendments filed, because there was withheld, 
and necessarily withheld, until the very last moment or very close to it, 
the proposed price. This may be because the security is listed on an 
exchange, for instance, where the price changes from day to day. I 
don’t know that you will get what you want if I just furnish you with 
the number of cases where there has been no amendment, because 
there will have been statements filed in perfect shape, for instance, 
with the price and related data withheld until later. 

Mr. He.ter. What do you suggest, then? 

Mr. Bane. I would suggest that you allow me to furnish you a list 
of statements that have not required any amendment because of 
deficiencies in the statement. 

Mr. Hetter. I am glad to get that suggestion. 

Mr. Bane. Do you see what I mean? 

Mr. Heiter. Yes. And, while you are doing that, could you also, 
for the same period, let us know whether there have been any 8 
(d) proceedings? 

Mr. Bane. I have furnished you already a memorandum on the 
number of section 8 (d) and section 8 (e) proceedings over the last 
number of years. I understood you wanted it for 3 years, and I have 
given it to you for 3 years. 
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Mr. Hetier. Allright. We will make that part of the record, and 
’ you will furnish the others. 
(The material referred to is as follows:) 


PROCEEDINGS UNpER SEcTION 8 oF THE SEcuRITIES Act oF 1933 


At pages 11-13 of the Commission’s report of September 28, 1951, on the 
Securities Act and other statutes, reference was made to the “‘letter of deficiency” 
technique which has been developed for the processing of registration statements 
under the Securities Act of 1933 and to its adaptation to the work of the Division 
of Corporation Finance under the other acts administered by it. In the over- 
whelming majority of cases this technique has operated most successfully to 
secure appropriate amendment of registration statements and prospectuses so as to 
afford to investors adequate and accurate information concerning the security 
to be offered, the issuer, its past operations, present position and business pros- 
pects, and with respect to management. Occasionally, however, resort to more 
formal procedures is necessary. 

If compliance with the suggestions and requests for amendments of a material 
character contained in the letter of deficiency is not made, the Division recom- 
mends the institution of formalaction. Formal proceedings may also be recommended 
and instituted without the benefit of any prior letter of comment when the analysis 
of the registration statement by the staff indicates that the deficiencies are not 
the result of an innocent mistake but rather seem to stem from a deliberate 
attempt to conceal and mislead. Resort is also had to formal hearing procedures 
to develop the facts necessary to a consideration of the adequacy and accuracy 
of the representations and other information contained in the registration state- 
ment and where the deficiencies are of such a character as not to lend themselves 
readily to correction through the informal deficiency letter process. These may 
be cases where independent expert opinion or the basic evidentiary facts are 
essential to an informed judgment. 

Several formal procedures are available to the Commission. Section & (b) of 
the act provides for a proceeding leading to an order refusing effectiveness to a 
registration statement. It is clear from the statute, however, that this type of 
proceeding was intended to be used only in the rare case where the inadequacy 
or incompleteness is plain on the “‘face” of the statement. This is emphasized by 
the provision that the Commission must commence the proceeding by the giving 
of notice not later than 10 days after the filing and must provide for a hearing 
within 10 days after the notice. Section 8 (d) of the act, on the other hand, pro- 
vides for the issuance of a stop order suspending the effectiveness of a registration 
statement if it appears ‘‘at any time” to include materially false statements or 
omit necessary statements. Since in most cases many of the material deficiencies 
and omissions found to exist are related to matters which are not apparent on 
the face of the registration statement, and proof of which may only be established 
after extensive inquiry and investigation, the Commission has largely resorted to 
proceedings under section 8 (d). 

Section 8 (e) provides for a formal ‘‘examination proceeding”’ in any case to 
determine whether a stop-order proceeding should be initiated. Such a proceed- 
ing, which is most often private, is, however, not a necessary preliminary to the 
institution of a stop-order proceeding. In many cases the stop-order proceeding 
is, in fact, preceded by an examination pursuant to section 8 (e) at which an 
opportunity to introduce evidence, cross-examine, and to argue before the hearing 
officer is afforded registrant and its counsel. By stipulation between the staff 
and the registrant the record in the 8 (e) proceedings is often incorporated into 
any later stop-order proceeding. On occasion, by virtue of the development of 
evidence during the course of the section 8 (e) proceeding, the registrant voluntarily 
files amendments correcting the deficiencies uncovered and supplies material infor- 
mation omitted, thus obviating the necessity for a formal stop-order proceeding. 
The filing of corrective amendments during the course of a stop-crder proceeding 
has also often resulted in dismissal of the case, usually, howeve., accompanied 
by an opinion setting out the findings of the Commission and its views on matters 
of interest to investors. On occasion the Commission has also made public the 
evidence adduced in, or the record of, the section 8 (e) proceedings where such 
action was in the public interest. 

The issuance of a stop order is not a permanent bar to the effectiveness of the 
registration statement or to the sale of the securities for the order must be lifted 
and the statement declared effective if corrective amendments are filed in accord- 
ance with the stop-order decision. Stop orders may be issued after the sale of the 
security has been commenced or even consummated. Although losses which 
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may have been suffered in the purchase of securities are not restored to investors 
by the issuance of a stop order, the Commission’s decision and the evidence upon 
which it is based may serve to aid stockholders in their own recovery suits. 

Section 20 of the act provides other remedies. The Commission may institute 
a less formal type of investigation to determine whether the act or the rules and 
regulations thereunder have been violated or are about to be violated. While 
this type of investigation is most often employed in connection with matters other 
than the processing of registration statements, it has been on occasion so used 
where the exigencies of the situation are such as to make advisable foregoing the 
more formal type of examination provided by section 8 (e) of the act. It is appro- 
priate to note that, as part of the ordinary examination and analysis procedures, 
wholly informal field investigations are conducted. Basic material] such as reports 
of geologists and engineers, other reports of similar character, and other basic 
data are made available to the staff for study and consideration. This is wholly 
apart from the sources of information available to the Commission in its own 
files and in the files of other governmental agencies. 

Section 20 also accords to the Commission the authority to seek injunctions 
against violations or proposed actions which may constitute violations and to 
refer to the Department of Justice information regarding acts or practices which 
may form the basis for criminal proceedings. Finally, section 20 provides that 
the Commission may seek mandamus from the appropriate courts to compel 
compliance with the provisions of the act or any order of the Commission made 
pursuant thereto. 

As may be expected, the Commission resorted more frequently to the formal 
procedures for testing the adequacy of registration statements in the early days of 
its administration of the act. The development of a staff of experts and the suc- 
cessful results obtained from the Division’s examination procedures and letter of 
deficiency and conference techniques together with the realization by the shady 
promoter and dishonest businessman that any filing with this Commission would 
be subjected to the closest scrutiny have obviated the necessity for frequent resort 
to the stop-order provisions of the act in recent years. It is relevant to note that 
the letter of deficiency technique, first initiated by this Division in 1933 and more 
fully developed since, is in essence the procedure now required to be employed by 
most agencies subject to the Administrative Procedure Act of 1946. Thus, sec- 
tion 5 (b) of that act provides that interested parties shall have an opportunity to 
submit facts, arguments, ete., for consideration by the agencies prior to actual 
resort to hearings and decisions. Section 9 (b) of that act provides that, except in 
cases of willfulness or those in which public health, interest, cr safety requires 
otherwise, no withdrawal, suspension, revocation, or annulment of any license 
shall be lawful unless prior to the institution of agency procedure therefor facts or 
conduct which may warrant such action shall have been called to the attention of 
the licensee and an opportunity accorded to him to demonstrate or achieve com- 
pliance with all lawful requirements. 

During the three fiscal years ended June 30, 1951, there were six proceedings 
authorized under section 8 (e) of the act and five under section 8 (d). Of the 
latter, two were initiated in consequence of the evidence developed in the section 
8 (e) proceedings. The remaining four section 8 (e) proceedings were terminated 
upon withdrawal of the registration statement. Of the five section 8 (d) proceed- 
ings commenced during this period, one is still pending, two resulted in the issuance 
of stop orders, one was terminated upon withdrawal of the registration statement, 
and one dismissed after amendment of the registration statement. 

The procedures and techniques employed by the Division have resulted in 
marked success in securing adequate and accurate disclosures of material facts 
necessary to a proper and informed understanding by investors. It must, how- 
ever, be emphasized that the effectiveness of the registration statement does not 
mean that the Division has verified the complete accuracy of every fact reported. 
Even if such verification were possible, the task would involve a tremendous 
undertaking in manpower, time, and money and would impede seriously the financ- 
ing of business and industry through the public sale of securities. As was stated 
by the President in his message to Congress in connection with enactment of the 
Securities Act, the protections afforded by the act were to be obtained with the 
least possible interference with legitimate business. The Congress, in enacting 
the Securities Act, made clear that while abusive practices were to be eliminated 
or modified these corrections should not unduly hamper the legitimate functioning 
of the economy. It is with these injunctions in mind that the Division has 
endeavored to achieve the aim of accurate and adequate disclosure without causing 
any unnecessary disruption to honest business and finance. 

During the five fiscal years ended June 30, 1951, there were 10 proceedings 
authorized under section 8 (e) of the act and 11 under section 8 (d). Of the latter, 
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two were initiated in consequence of the evidence developed in the section 8 (e) 
proceedings. Two section 8 (e) proceedings were dismissed after appropriate 
amendments were filed, and the remaining six section 8 (e) proceedings were termi- 
nated upon the withdrawal of the registration statements. Of the 11 section 8 (d) 

roceedings commenced during this period, 1 is still pending, 4 resulted in the 
uence of stop orders, 3 were terminated upon withdrawal of the registration 
statements, and 3 were dismissed after appropriate amendment of the registration 
statements. 

Mr. Heuer. And would you also furnish us with this information: 
In the past 5 years, how many stop orders have been issued after 
registration became effective? 

r. Bane. I can furnish you with that. 

Might I suggest that the information you would like to have is the 
number of stop-order proceedings we have had on statements after 
they became effective and also the number of those proceedings which 
resulted in an actual stop order? 

Mr. Heuter. That is right. 

Mr. Bang. That is what you would really like to have, isn’t it? 

Mr. Heuer. Yes. 


Number of effective registration statements against which proceedings were authorized 
under secs. 8 (d) and 8 (e) during the period July 1, 1945, to June 30, 1951 





Number 


Fiscal year ended June 30— ——. Proceedings under— Disposition 


statements 





1 : Proceedings discontinued after assets 
of issuer sold and proceeds distributed 
to security holders. 


Sec. 8 (e) and subse- | Stop order issued. 
quently under sec. 


Do. 
Report of Commission made public. 


_| Registration statement withdrawn. 


Sec. 8 (e) and subse- | Pending. 
quently under sec. 
8 (d). 














Mr. Heuer. May I just ask one question, Mr. Bane? Would 
it be fair to say that stop-order proceedings are used less and less 
frequently? 

Mr. Bane. Well, let me put it this way. I don’t like to and I 
am not attempting, Mr. Chairman, to reword your question. I 
would say the necessity for stop-order proceedings arises less and less 
frequently. That is a generalization, of course. 

Mr. Heuer. Mr. Bane, could you possibly get back tomorrow 
morning at 9 o’clock? 

Mr. Bane. Yes, sir. 

Mr. Heiter. That is very nice of you. I don’t think we will 
stay beyond 10:30. 

Mr. Bane. Will you give me some idea, Mr. Chairman, of what 
you would want to discuss with me tomorrow morning? 

Mr. Hetuer. Yes. That will be given to you. 

Let me thank you now for the testimony given us thus far. 

Mr. Bane. Thank you, sir. 

(Whereupon, at 4:35 p. m., Wednesday, February 13, 1952, the 
hearing was recessed until 9 a. m., Thursday, February 14, 1952.) 
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THURSDAY, FEBRUARY 14, 1952 


House oF REPRESENTATIVES, 
SUBCOMMITTEE OF THE COMMITTEE ON 
INTERSTATE AND ForEIGN CoMMERCE, 
Washington, D. C. 
The subcommittee met at 9 a. m. in room 1334, New House Office 
Building, Hon. Louis B. Heller (chairman of the subcommittee) 
presiding. 
Mr. cnt The committee will please be in order. 


TESTIMONY OF BALDWIN B. BANE, DIRECTOR, DIVISION OF 
CORPORATION FINANCE, SECURITIES AND EXCHANGE COM- 
MISSION—-Resumed 


Mr. Bane. Mr. Chairman, if I may, please, before you start an- 
other line of questions this morning, I have been reminded by my 
associates that I may have misunderstood you in one respect yesterday, 
and probably gave you, as a result of that, what may be a misleading 
answer. 

I was talking about a question with reference to the additional infor- 
mation that we ask for, something outside of the requirements of the 
form in connection with examination of registration statements. 

Mr. Heuer. Yes. 

Mr. Bane. I answered your question as if you were referring solely 
to what we call supplemental information; not something additional 
required to be filed as part of an amendment, which we could clearly 
see was needed. I first suggested that it would be from 25 up to 40 
percent of the cases, and then we cut it down to from 20 to 25 percent. 

I think that may have given you a somewhat erroneous impression, 
for this reason: If you exclude investment companies, which are con- 
tinually in registration with us because they are continually financing, 
and you exclude the repeat filings of various companies that have 
been in once and come in again more or less regularly because they 
are doing continuous financing, I should say that the percentage of 
times we ask for supplemental information to be furnished to us for 
our information in connection with the analysis and examination of the 
statement as filed, as a result of the examination—of which we may 
ask for an amendment to the registration statement, and frequently 
do, excluding, as I say now, investment trusts and repeat companies— 
would run between 80 and 90 percent of the time. 

For instance, we find that the company has had an appraisal. We 
find that the underwriters have gotten a report. We ask to look at 
that in our analysis and examination of the information furnished as 
required in the form, to see if all of it is complete. We do not ask 
that it be filed, although sometimes we may ask that that particular 
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data be filed, but we do use that in our examination and in correcting 
the information that is furnished. 

I should say that the percentage would run from 70 to 90 or 75 to 
90 percent of the time, particularly in respect of a new company con- 
cerning which we do not have as much background. Do I make my- 
self clear? 

Mr. Heuer. Yes. In other words, you want to change your 
testimony? 

Mr. Bane. I want, rather, to add this to what I said before. 

Mr. Heuer. Very well. 

Mr. Bane, do you get the 16 (a) filings under the 1934 act, and are 
they reviewed by the Commission staff? 

Mr. Bane. Section 16 (a)? 

Mr. Hetuer. Yes, 16 (a); that is, inside traders? 

Mr. Bane. Well, I do not know what you mean by “the Commis- 
sion,’ whether you mean the Commission as such—our staff gets it. 

Mr. Heuer. I mean the staff. 

Mr. Bane. Our staff reviews and makes an examination of them. 

Mr. Heiter. Who gets them? 

Mr. Bane. What department? 

Mr. Heuer. Yes. 

Mr. Bane. A section in my Division that we call the Ownership 
Reports Section. 

Mr. Heuer. And how far behind are you, if you are behind, in the 
reviewing and examination of these filings? 

Mr. Bane. We are practically up to date on those, and one reason 
that keeps us up to date is because we put out—shortly after the end 
of the month—a statement on a summary of those reports, which is 
pretty widely used. 

Mr. Hetier. Then, you keep fairly current on that? 

Mr. Bane. That is right. 

Mr. Heuuer. Let me ask this question. As a result of a failure to 
file the K reports that you were asked about yesterday, the securities 
are delisted, as I understand. Has there been any delisting of securi- 
ties in the past 2 years on the registered exchanges? 

Mr. Bane. As a result of failing to file K reports? 

Mr. Hewuer. Yes. 

Mr. Baye. I do not know. I do not remember now whether there 
has been any specific one in the last 2 years. My offhand guess would 
be “No.” I know there have been delistings, but I do not know 
whether there have been any as a result of section 19 (a) (2) proceed- 
ings, which is provided for under the 1934 act to delist securities of 
companies for failure to file those reports. I do not remember one in 
the last 2 vears. I am now reminded that there was one case in 1951 
in which the securities of new Sutherland Divide Mining Co. were 
delisted from the San Francisco Mining Exchange because of failure 
to file an annual report for the year 1949. It also appeared that the 
company had no assets. 

There has been one case that I think you might be interested in, 
Mr. Chairman. I think this is worth while explaining. 

Since delisting a security for failure to file one of these annual reports 
would take away from the holders of the securities of that company 
whatever advantage there may be in an auction market, we proceed 
somewhat carefully. 

In those cases where there is a failure to file, we attempt by every 
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means to get the report filed, instead of throwing them off the auction 
market. In most instances, I should say, where we have initiated such 
proceedings, the concern has come in and filed the report and has 
agreed to file in the future. As a result of which, we dismiss the pro- 
ceedings, and the auction market is continued. There have been 
cases, however, where we have had to proceed to actual delisting and 
did not dismiss the proceedings where the management would not file. 
There has been one case, if I remember correctly—it is the Atlas 
Tack Corp., the securitiés of which I think, were on the New York 
Stock Exchange—where the management clearly wanted the auction 
market destroyed; wanted their securities taken off of the exchange. 
Instead of permitting that, we tried every means we could to get it 
filed, instead of going to a section 19 (a) (2) proceeding and removing 
it from the auction market we went to court and obtained a mandatory 
injunction compelling the management to file and to continue to file 
the reports, and thus preserved for the security holders the auction 
market. 

Mr. Hetier. What reports were you just referring to; the annual 
reports? 

Mr. Bane. I am referring to the K reports; the annual reports; the 
reports you are talking about. 

Mr. Hewupr. [| notice this also includes some other reports. 

Mr. Bane. No. 

Mr. Heuirr. Now, let me put this question to you: As a result of 
failure to file any of the reports outside of the one which you have just 
talked about, has there been any delisting of securities? 

Mr. Bane. I do not remember any proceeding, either administra- 
tive or otherwise, based solely on the failure to file quarterly current 
or other reports, other than the annual reports. 

Mr. Heuer. Mr. Bane, I am going to read from the House Com- 
mittee Print of the Report of the Securities and Exchange Commis- 
sion on Proposal for Amendments to the Securities Act of 1933 and 
of the Securities Exchange Act of 1934, dated August 7, 1941. This 
is on page 5 [reading]: 

Representatives of the securities industry have stated to the Commission that 
it is their practice in many cases to take full advantage of the present statutory 
language by entering into oral contracts with investors for the sale of securities 
and sending the required prospectus tater, usualiy after the time of confirmation 
of the sale. Thus the investor frequently does not see the prospectus until after 
he has actually become a purchaser. 

It is evident, therefore, that in practice the full information is often on file with 
the Commission for a much shorter period than 20 days and that, especially in the 
case of large issues, underwriters and dealers do not employ the prospectus as the 
sales document in distributing securities. 

Mr. Bane, would you be good enough to give us your opinion as to 
whether or not this is illegal? 

Mr. Bang. What is illegal? 

Mr. Heuer. This practice. 

Mr. Bane. To sell securities after the effective date of the registra- 
tion statement, by oral representation? 

Mr. Heuer. That is correct. 

Mr. Bann. And then send the prospectus later? 

Mr. Heuer. Yes. 

Mr. Bane. It is not illegal. 

Mr. Heuier. Would you say that the practice described in this 
passage is illegal? 
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Mr. Bane. No, sir. And, I am taking it, of course, that the state- 
ment is effective, and that they do send a prospectus, either with con- 
firmation or with the delivery of the securities. 

_ Maybe I misunderstood what they say. I presume the ques- 
tion—— 

Mr. Heuer. In this instance, in this passage which I just read, the 
investor does not see the prospectus until after he has actually become 
a purchaser. Would that, in your opinion, be legal or illegal? 

Mr. Bane. If you are talking about what I mean, it would be legal. 

The words ‘‘ becoming a purchaser’ means, | take it, that you and 
I meet on the golf course, where you offer and I agree to buy the 
security, or I am in Chicago and you are in New York, and over the 
long-distance telephone you offer to sell me this security, and I agree 
to buy it. 

These may result in contracts to buy. I may not have seen the 
prospectus, and I will not see the prospectus until you send me either 
a confirmation or the securities, and along with either you send me the 
prospectus. 

That is legal, and that is what I think they are talking about in the 
passage you read. 

That is what I think they mean to say. If that is what they mean 
to say, and I think they do, it is legal. I do not know what interpre- 
tation you are putting on the language, Mr. Chairman, but that is the 
ee I put on it; and, if that is the correct interpretation, it is 
egal. 

Mr. Hewtuer. Now, permit me to read from page 7 of the same 
report: 

The registration and prospectus requirements of the statute do not presently 
apply to any act which is not effected through the mails or in interstate commerce, 
even though other related acts in bringing about a sale or in collecting or receiving 
the purchase price of a security are effected by such means. The jurisdictional 
base is thus much narrower than is such base as the mail-fraud statute, which 
applies if thé mails are used in any step of the transaction. As a part of the 
— amendment of section 5, this loophole in the act would be closed by 

ringing within the requirements of that section all parts of the transaction, if 
any part is effected through the mails or in interstate commerce. 


Mr. Bane, do you believe that loophole can be plugged, so to speak, 
in the manner which was just described? 

Mr. Bane. Yes, sir; and we have several times proposed that such 
loophole, if it be a loophole, should be corrected. Now, Mr. Chair- 
man, I think I should add that, insofar as sections 12 (2) and 17 are 
concerned, we have consistently taken the position that if the mails 
or the means of interstate commerce are used in any part of a trans- 
action it does bring it within the statute, and we have been upheld in 
that interpretation, sir, by the Second Circuit of the United States 
Circuit Court of Appeals. 

Mr. Hetier. Would you cite the case for our records? 

Mr. Bane. I do not recall the exact name of the case, but I will 
furnish it for the record. 

Mr. Heuser. Give the exact citation. 

Mr. Bane. Yes, sir. 

(The data requested is as follows:) 

There is a conflict among the courts as to whether section 12 (2) is applicable 
to a fraudulent sale involving use of the mails or interstate commerce where a false 


representation is not itself transmitted through the mails or in interstate com- 
merce. The leading cases are Schillner v. H. Vaughan Clarke & Co. (134 F. 2d 875; 
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C, A. 2, 1943), holding the section applicable, and Kemper v. Lohnes (173 F. 2d 44; 
C, A. 7, 1949), holding it inapplicable. I am not familiar with any decisions which 
limit section 17 (a) to instances where the misrepresentations themselves are trans- 
mitted through the mails or in interstate commerce, and there are many cases to 
the contrary. (See, e. g., United States v. Monjar, 147 F. 2d 916, 920; C. A. 3, 
1944; cert. denied, 325 U. 8S. 859.) 

Mr. Hever. Mr. Bane, in what percentage of cases since 1945 
have there been withdrawals of registration statements? 

Mr. Bane. Well, had I brought the same envelope with me this 
morning I had yesterday, I could give you that, but I do not have it 
with me. I can furnish it for the record and will be glad to do so. 

(The information requested follows:) 


Number of registration statements filed under the Securities Act of 1933 and later 
withdrawn 





Number | Number 

Ls we — coins ae withdrawn | 
withdrawn ter ota. withdrawn after Total 
Calendar effective number || a | before effective | number 
date (no | withdrawn || y | effective date (no | withdrawn 
securities | |; date securities | 

sold) 





19 


Od 


‘ 


292 

















Mr. Heiter. Thank you. After the amendment is filed, Mr. 
Bane, if it is not satisfactory, the Commission sends another letter of 
deficiency ; is that correct? 

Mr. Bang. When that amendment is filed, sir, it goes through the 
same examination processes I described yesterday for the registration 
statement. If there are any deficiencies in it, those are pointed out 
in a letter of deficiency, or letter of comment, unless we feel that the 
fellow is playing cat and mouse with us and deliberately trying to 
deceive us or to conceal something which we think it is necessary to 
disclose in which case we recommend proceeding under section 8. 

Mr. Hetuer. In any event, it is a letter of deficiency? 

Mr. Bane. It is, unless we feel he is playing cat and mouse with us 
and deliberately trying to deceive, and then we proceed directly under 
section 8. 

Mr. Heuer. In what percentage of cases since 1945 have letters of 
deficiency been sent after an amendment has been filed? If you do 
not have that information available, will you please furnish it for the 
record? 

Mr. Bane. Of course, I do not have it with me. I would like to 
point out, however, Mr. Chairman, in connection with some of the 
requests made, a great amount of work is involved in getting them up. 

For instance, furnishing some of the data which you asked for yes- 
terday and which we are going to give you will require quite a bit of 
digging through cards. 

We shall attempt to get this up, but I want you to, and I think you 
do realize, that it will take some time. We are busy, and it will take 
some time to dig through the cards and pull out these particular 
things. 

Mr. Hetier. We fully appreciate that. 

(The information requested follows:) 
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Mr. Heiter. Mr. Bane, when Mr. M cDonald appeared, we 
inquired as to how often the Commission goes into the field to investi- 
gate claims made on the registration statement, and in that instance 
he again referred that question to you. 

ould you be good enough to give us a statement on that? 

Mr. Bane. I can tell you that offhand. Of course, in general 
terms. 

Mr. Heuer. Yes. 

Mr. Bane. Whenever we feel that the question raised in the minds 
of those handling the statement cannot be answered by other infor- 
mation that the registrant and those associated with it and familiar 
with the registration can furnish—for instance, we will say that the 
question relates to an appraisal or a report on a mine and the real 
question is the condition of the mine—we will send a mining engineer 
in to make an inspection of the mine. We have done that quite 
frequently. The percentage of times that we have done so, however, 
I could not give. 

The same thing is true of the appraisal of a brewery, for another 
instance. A registrant may be taking over a building to run a brewery 
and gives a description of it in the registration statement. If we 
have grave doubts about it we will send one of our engineers out 
to look over the property. 

There have been other occasions, somewhat infrequently, where we 
have sent out investigators and accountants to look at the books and 
records of a company. 

We have in other instances—we did very recently—sent one of our 
security analysts to look over the books and records and interview 
some people in the field, as to the practices the registrant intended to 
pursue in connection with the sale of the proposed offering and as to 
the condition of the company. 

Now, those cases are not the usual thing. They are not usual. 
But, we do it upon occasion. It is a question of judgment whether 
that is the appropriate way to proceed. If we think that is the only 
way we can get the necessary information, we do that or we will go to 
a section 8 (e) proceeding—this is private—in which we call the people 
in, or use the power of subpena, and examine them under oath. We 
also use subpenas duces tecum to compel them to bring in their 
records. 

Now, as to the percentage of those cases, I do not think I could tell 
you that without quite a bit of digging. 

I think I should add something else which is along the line, Mr. 
Chairman, of questions—I did not have a chance to read it thoroughly, 
but I did glance through Mr. McDonald’s testimony—that you 
pursued with Mr. McDonald. 

It is my feeling, at least, that Congress did not intend and recog- 
nized we could not go out and make field examinations on every state- 
ment that was filed. You will notice that Congress gave us specific 
power to require, where we thought it necessary, an independent audit 
of the books and records of the company, by an independent certified 
public accountant. 

That shows that they intended for us to rely, at least in part, on 
somebody else. We do not, however, rest there. We have hired out- 
side engineers when we did not have them available on our staff. We 
have done the same thing with accountants. We have done that in 
connection with reports—hired certified public accountants to make 
an examination. 
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Mr. Heuer. Mr. Bane, the 20-day cooling-off period, as I under- 
stand, was intended to assure that adequate information would be 
given to the public and to curb high pressure sales tactics used by the 
underwriters and the dealers heretofore. Now, the division makes 
recommendations, as I understand, that the effective date of the 
registration statement may be accelerated, and we agree on that; do 
we not? 

Mr. Bane. Yes, sir. 

Mr. Heuer. Under section 8 (a) where an amendment is filed 
before the effective date of the registration statement, the registra- 
tion statement is deemed to be filed when the amendment is filed; is 
that correct? 

Mr. Bane. Yes; that is correct, as far as you go. 

Mr. Heuer. So that the 20 days runs from the date of the filing 
of the amendment, or if the amendment is filed, with the consent of 
the Commission, prior to the effective date of the registration state- 
ment; is that correct? 

Mr. Bane. Yes, sir. 

Mr. Heuer, Or filed pursuant to a Commission order? 

Mr. Bane. Yes, sir. 

Mr. Heiter. The amendment is treated as a part of the registra- 
tion statement; is that correct? 

Mr. Bane. That is correct. 

Mr. Hewier. And then another 20-day period is not intended; is 
that correct? 

Mr. Bane. That is right. 

Mr. Heuer. What is the present practice with respect ‘to an 
amendment that is consented to, that is, is a consent generally given? 

Mr. Bane. That depends upon a number of factors, and those fac- 
tors are applied to the individual cases. If you mean to ask me, Mr. 
Chairman, whether in the majority of the cases, the statement is 
allowed to run 20 days after the filing of the last amendment, the 
answer to it is that they are not. In other words, in the vast majority 
of cases consent is given so that the statement does become effective 
sooner than 20 days from the filing of the last amendment. 

Mr. Heuer. At any rate, a registration statement which is amended 
may, under present Commission practice, become effective before 20 
days following the date of filing of the registration statement? 

Mr. Bane. Yes, sir. 

Mr. Hetuer. Now, am I correct in stating that the acceleration 
privilege may be accorded not only to the registration statement, 
but to the amendments which are filed, responsive to the letters of 
deficiency? 

Mr. Bane. Well, I do not know if you are making any distinction 
between, in what you have said, the registration statement, and the 
amendment. I do not imagine you are. 

Mr. Heuer. No. 

Mr. Bane. It is true that an amendment may be made effective 
before 20 days have elapsed after the filing of that amendment and 
in many instances, that may be within 20 days after the original 
filing of the registration statement. 

Mr. Heuer. Or after, could it be? 

Mr. Bane. It could be within or more than 20 days after the filing 
of the registration statement but it will usually be less than 20 days 
after the filing of the amendment. 
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Mr. He ter. In the past 5 years—if you are able to give us the 
information now, we would appreciate it and if not you can furnish 
it for the record—considering only the registration statement to which 
no letter of deficiency was sent, what percentage would you say went 
the full 20 days? - 

Mr. Bane. My answer to that would be “‘ None,” offhand. I mean 
by that, sir, that you may understand ii, that I would be somewhat 
surprised, sir, a registration statement that was filed with us and 
required no amendment waited the full 20 days. 

Now, that is because such statements, as a general rule, would be 
filed by pretty well-known companies, as to which information would 
be available, and had been available for years, to the public. The 
information would have been disseminated, and the standards we 
apply would not require that it be held up that long. 

Now, I would like, Mr. Chairman, to check, because it is possible 
one ran through there that I do not know about, one or two, but I 
think that answer of mine is correct. 

Mr. Heuer. In other words, 100 percent of the unamended regis- 
tration statements ran less than 20 days? 

Mr. Bane. That would be my offhand impression, sir, and I can 
give you the reasons why, if you want them. 

There are certain cases, as Mr. Cohen just reminded me, that I 
should, however, mention. 

When a registration statement is filed with us, as a general rule, 
the registrant knows in most instances, or has a pretty definite idea 
as to time he wants to make the offering of those securities. In other 
words, he would like to have them effective as of a certain date, and 
if there is nothing wrong and our standards for acceleration are met, 
we attempt to comply with his schedule. 

Quite frequently, due to changing market conditions, economic con- 
ditions, world affairs, such as the outbreak of the Korean war, and 
things of that kind, the registrant will want that schedule changed, 
and the offering postponed. There may have been instances in that 
category where we were perfectly willing to make the statement effec- 
tive within the original 20-day period. So far as we were concerned 
we would have made it effective, but the registrant asked us to hold 
it up. That frequently happens and makes for a longer period than 
the original 20-day period at the request of the registrant. There 
may be such cases. 

(The following data were later submitted:) 


Number of registration statements under the Securities Act of 1933 which became 
effective in 20 days or less with no amendment filed 





Number effec- 

tive in 20 days rum ae ates 

or less with no ee 
statements 


— effective 
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Mr. Hetizr. Mr. Bane, considering the registration statements 
with respect to which letters of deficiency have been sent and amend- 
eae thereafter supplied, what percentage went the full 20 days or 
onger? 

Mr. Bane. Well, that is something that I could not answer off- 
hand, naturally. 

Mr. Hetier. Would you furnish us with that? 

Mr. Bane. It is information I think I can get for you. It will 
require some work, but we will be glad to do it. 

Mr. Heuturer. And when you get that information, would you also 
tell us what percentage of the amended registration statements be- 
came effective in less than the first 20-day period? 

Mr. Bane. Yes, sir. I think I can give you that too, Mr. Chair- 
man. I can supply you with daia worked up in connection with the 
Bureau of the Budget hearings which shows the average time between 
the original filing of a registration statement until it became effective, 
for the last 3 or 4 years. Would that satisfy your whole question? 

Mr. Heuer. It certainly would. 

Mr. Bane. I can give you that, because I think we worked that 
information up in connection with the Budget Bureau hearings. 

(The information requested follows:) 


Number of registration statements under the Securities Act of 1933 accelerated and 
not accelerated after the filing of the last amendment to the statement 





a 


Not accelerated after 
Accelerated after last ~ 
amendment and per- the last amendment Total 


rel ee and percent of total | effective 
or = effective amended amended 
om Ghatements | registration  state- | statements 
: . ments 





on ee oe 


Last 6 months of 1946. .._............-..-.- | 264 


Calendar year: 
4 
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Number of registration statements filed under the Securities Act of 1933 which became 
effective in 20 days or less, more than 20 days, and percentage of total effective 


j | 
| | 
| Total 
! | 
Period | 20daysorless | More than 20 days | effect- 
} ive 








Rae NIL Sook s ot co ccc act cnkse beraeasn 42 (16 percent) ____| 227 (84 percent) ___| 
Callendar years: 

1947 150 (32 percent) - 315 (68 percent). 
141 (35 percent) _ 260 (65 percent) 
192 (45 percent) _ 237 (55 percent) 
.------...-| 204 (41 percent) 294 (59 percent) 

1951_. : CEE ee oe F Ye 306 (53 percent) 
5-year average --_...... a eee ae 282 (60 percent). 
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Principal time factors in the registration procedure under the Securities Act of 1933 - 
for the 5-year period 1947-51 





Last 6 | ieesan de deers 
months oS 
of 1946 | 1947 | 1948 | 1949 | 1950 | 1951 








Median number of calendar days between the date of the original 
filing of the registration statement and the date of the staff's 
first deficiency letter 

Median number of calendar days between the date of the staff’s | 
deficiency letter and the date of filing the first material amend- | 


ment 
Median number of calendar days between the date of the filing | 
of the first material amendment after the staff’s first letter of | 
deficiencies and the final effective date of the registration state- 
4 6 6 4 4 4 


Total number of calendar days between date of filing and j 
effective date for the median registration statement 33; 21 2] 2 21 21 
Number of registration statements effective A 269 465; 401 | 429 498 572 





Nore.—The median is used to minimize distortion by unusual! items. 


Mr. Heuer. Mr. Bane, what standard, other than statutory stand- 
ards, are employed to determine whether acceleration will be rec- 
ommended? 

Mr. Bang. Well, I know, Mr. Chairman, none, other than the 
statutory standards. Of course, you must realize that acceleration 
depends in an individual case upon the interpretation and the applica- 
tion of the statutory standards to the particular circumstances and 
facts of the particular case. 

Does that answer your question? 

Mr. Hetuer. Have you not implemented the statute by promul- 
gating rules of the Commission which would add to the standards 
already in the statute, in connection with the acceleration of 
statements? 

Mr. Bane. No, sir. 

Mr. Hetuer. Well, are there any statements which would inter- 
pret—— 

Mr. Bane. There are releases of the Commission; there are letters 
over my signature interpreting the statutory standards, as applied to 
the facts of a particular case, in explanation of the reasons why we will 
not recommend acceleration. There are such; yes, sir. 

Mr. Hetier. These releases have the same force and effect as a 
rule, do they not? 

Mr. Bane. Well, if you are not getting legal; yes, sir. From the 
standpoint of practical administration in a partic ular case; yes. From 
the legal standpoint; no, sir. 

Mr. Heuer. Mr. Bane, it is true, is it not, that a registration 
statement may be filed without reference to offering price or the terms, 
conditions, and provisions of the securities, and this information may 
be supplied by an amendment made effective in a matter of hours? 

Mr. Bane. There have been such cases, and it may be done; yes, 
sir. 

Mr. Heuer. Does such a practice fulfill the need for a cooling-off 
period? 

Mr. Bane. It does, under certain conditions, and it does not, 
under others 
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Mr. Heuer. Let me ask this: Do you believe that that satisfies 
the requirements of full disclosure? 

Mr. Bane. I do under certain conditions, and do not, under others. 
I am going to combine the two questions, if I may. 

Mr. Heuer. Yes. 

Mr. Bane. If I know all about Black Acre, and I have had an 
opportunity to look at and check everything about Black Acre except 
the fact that the owner is going to sell for $100 an acre, and he comes in 
and gives me a price of $100 an acre, since I have known all of the 
other circumstances about it, it is not going to take me very long to 
make up my mind whether I am going to pay $100 an acre for Black 
Acre or whether I won’t. That is the situation with respect to these 
registration statements. That is what happens. The information is 
on file. All the information about the security except the price at 
which it is to be sold has been given to me. 

Then there are other situations. There are many instances where 
the price is not given for listed securities which enjoy an active market, 
changing from day to day. It is pretty hard, in such circumstances, 
to set up a hard and firm price, even if the security is going to be offered 
off of the exchange, which you have to do with respect to securities 
listed on the New York Stock Exchange which does not provide its 
facilities for primary distribution. You have got to have the securities 
distributed before they can be listed. 

These things actually happen, Mr. Chairman—registrant comes in 
in the morning at 9 o’clock and asks to have the statement made 
effective in the afternoon at 3 o’clock, and indicates the offering price 
to be the market price. The market changes and that changes the 
price. We accelerate that, and make it effective after the close of 
the market. 

Now, these are some of the considerations which enter into our 
decision to accelerate: It is the sort of a company that has been pretty 
well known to the public heretofore; it does not have too complicated 
a capital structure; the rights of the security holders, if they are com- 
plicated, have either been adequately described, or the information 
has been filed before, so that it is very easy to understand; and, in 
addition, pursuant to rule 131, there has been circulated to those who 
are to handle the distribution of the security—that is, the underwriters, 
subunderwriters, and dealers—information about this security, as it 
is filed with the SEC, for a long enough time to enable that information 
to be effective with them; that is, to enable them to understand what 
it is. 

Under such circumstances, I do not feel that the investor is being 
deprived of any particular protection, or that the issuer is being hurt. 
On the other hand, I think that the interests of both of these are being 
served. Do I make myself clear, Mr. Chairman? 

Mr. Heuer. Yes. 

Mr. Bane, I understand that where there is a proposed bail-out 
indemnity provision for officers and directors in mining or oil ventures, 
the right of acceleration will not generally be granted. Am I correct 
in that statement? 

Mr. Bane. No; you are not correct. If you will strike out “oil and 
mining’”’—TI do not think they apply. I think you — find cases 
where seemingly it would be done; but we do not apply a different 
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standard to oil or minerals than we apply to any others, whether it be 
a bail-out, or whether it is not a bail-out. 

If you come in with a bail-out—and I would like to define “bail- 
out”’—I am using “‘bail-out”’ as a sale whether all or a part of a major- 
ity or controlling interest; some people just use ‘‘bail-out’’ to indicate 
a situation where the controlling interest is getting out of all of it. I 
use the term to include the sale of only a part of it. There are circum- 
stances where we will not accelerate as readily as we will when it is 
filed by and on behalf of the issuer, but that is not because there is 
me ogg industry involved, or any particular type of securities. 

Mr. Hetier. Then would you explain this, Mr. Bane? 

The Commission permits registration 1 to be accelerated and then 
refuses acceleration to registration 2. Does the Commission consider 
oo 1 to have greater merit than 2? 

a Bane. No, sir. The question of merit has nothing to do 
with it. 

Mr. Heuer. So that we come down to the proposition that if 
acceleration is desired, under all of the circumstances, no matter 
what is involved, whether it is oil, or a bail-out, it indicates that the 
Commission is not very keen about the proposed offering. 

Mr. Bang. No, sir. It indicates that the Commission feels that 
that particular registration statement, regardless of what it is, what 
it comes from, has not met the standards that the Commission im- 
poses for acceleration. 

Mr. Heuuer. In your opinion, do you think that the 20-day 
statetary period should be reduced by corrective legislative amend- 
ments { , 

Mr. Bane. I think section 8 (a) as it is now drafted, sir, is about 
as good, if not better, than anything we could get by tinkering with it. 

Does that answer your question? 

Mr. Heuer. It certainly does. 

When Mr. McDonald was here we discussed registration of issues 
under regulation A and we asked him to describe briefly the letter 
of intent under regulation A. In that instance, he again referred the 
question to you. 

Would you give us some information on what is required. 

Mr. Bane. Yes, sir; I want to say first that the word “registra- 
tion’”’ which I understood you to use in the beginning of your question 
with reference to this regulation A, is not a correct word. The 
regulation is an exemption from registration. 

Mr. Heuer. That is correct. I misused the word. 

Mr. Bane. Well, I just wanted you not to be confused if you were. 
I wanted to be sure. 

Regulation A is a regulation or rule issued in pursuance of the 
authority given the Commission under section 3 (b) of the act. 

It gives the Commission the right, as the section now stands, to 
exempt from the requirements of registration—that is, section 5, it is 
not an exemption from all ihe other sections of the act—securities, 
the aggregate offering price of which does not exceed $300,000, upon 
such terms and conditions as the Commission may impose in the public 
interest and for the protection of investors. 

Now then, that regulation, to my knowledge, Mr. Chairman, has 
been a bone of contention and controversy ever since the day it was 
enacted—before the ink got dry on the President’s signature. 
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That regulation has been changed and amended many times, and 
we now have a proposed amendment up before the Commission. It 
has not yet gone out for comment. We send these things out for 
comment to interested parties, and consider the comments before 
finally adopting them. So, what I am talking about now is regula- 
tion A as it is, as it now stands, which may be very shortly changed. 

The regulation, of course, does not apply to certain types of securi- 
ties. They are excepted from the regulations. 

As it now stands, the regulation requires the issuer of those securities 
to which it applies, $300,000 if the sale is on behalf of an issuer or of a 
maximum of $100,000 on behalf of controlling persons, to file a letter 
of notification—it is not called a letter of intent, it is a letter of noti- 
fication—with the branch office of the Commission in which the princi- 
pal office of the concern, the issuer of the security, is located. 

That letter of notification does little more than give the name of 
the issue and its issuer, the officers, directors, and promotors; where 
the security is to be sold, and when. It goes little beyond that. 

The letter is required to be filed, if I remember correctly, 5 days, 
excluding Saturdays, Sundays, and holidays, before it is intended to 
be used. It is filed mainly as formal information for the Commission, 
and for that particular branch office of the Commission where the 
issuer is located, to let us know what is going on. It is not intended 
to furnish accurate and adequate information with reference to the 
security like a registration statement. 

Mr. Heuer. How does it compare, for instance, with form S—1? 

Mr. Bang. It is like comparing day with night. It does not pretend 
to and is not interded to give information comparable to that required 
by Form S-1. 

Then, in addition to that requirement for the filing of the letter of 
notification if you use any sales literature—you are not required to 
use any sales literature—there is a requirement, I think, of about four 
or five items of information that must be included in such sales litera- 
ture. Those items require the name of the issuer, the business of the 
issuer, the price at which the security is to be sold, the underwriting 
discounts, and commissions. In addition to that, the issuer can include 
any other information that it desires. * 

Then there is, of course, a legend required to be put on the literature 
to the effect that the securities have not been registered with the 
Commission because they believe the offering to be exempt from 
registration, pursuant to this regulation, and any representation that 
the Commission has passed upon the securities or anything of that 
kind, is a violation of law. 

The reason we require that legend is because we found some persons 
offering securities under this provision representing that the securities 
were so good that they did not have to be registered with the Com- 
mission. 

Now, that sales literature is required to be filed 5 days before it is 
used as in the case of the letter of notification, with the same regional 
office where the letter of notification was filed. One copy is sent from 
the regional office to us. We have a little unit that attempts to do 
two things: Coordinate the actions between these 12 regional offices 
and furnish the branch office with any information with reference to 
the issuer or those connected with it from a central file we maintain 
here on men and women who have been connected with issues before, 
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and/or who have been convicted or enjoined because of securities 
frauds and so forth. 

The branch office examines that sales literature, primarily, not from 
the standpoint of whether there is adequate and accurate disclosure 
but to determine whether there is information indicating fraud, for the 
information of the Commission. 

The branch office examines it. We review that examination very 
hurriedly. You cannot do very much within a 5-day period, but we 
review it as well as we can, from the standpoint largely whether there 
is any indication of fraud in the representations. It is an enforcement 
problem rather than a problem of adequate disclosure. 

Mr. Heuer. At any rate, an issuer can register whether the issue 
is $300,000 or less, that is correct? 

Mr. Bane. He can file; if it is not a type of security excepted from 
the regulation he can file ‘under this exemption; not register. 

Mr. Hetier. Yes. When he files, is it not register red? 

Mr. Bane. No, sir. This exempts from registration. 

Mr. Heuer. I see. 

In what percentage of such cases is there registration? 

Mr. Bans. None. There may be such a letter of notification filed 
by a company that has previously registered or by a company that 
may subsequently register. 

In other words, a company may raise this $300,000 for organization, 
promotional, or development expenses when more capital is needed or 
additional projects are undertaken and so forth, and he will come in 
and register for a million dollars to do that. Or it may be a company 
that was registered a year or so earlier and now needed only $300,000 
for some particular project. It might come in again under regula- 
tion A. 

Mr. Hetier. Under regulation A, what supervision does the Com- 
mission exercise over the filing after the sale of the securities is made? 

Mr. Bane. Well, let me take the first part of the question. The 
letter of notification is looked at by the branch office in which it is 
filed, to see that it complies with the requirements as to the letter of 
notification. If it does not, a letter is written advising wherein it 
does not comply and how it can be made to comply. 

If any sales literature is filed, it is examined to see whether it com- 
plies and whether, on its face, it is fraudulent or whether something 
else is needed to prevent that which has already been given from being 
misleading or fraudulent, in which case we will send a letter, pointing 
out wherein it should be corrected or we will ask for additional infor- 
mation, upon the basis of which we may pass upon the accuracy of the 
statement which has been furnished. 

We examine and look into the material pretty much as we would in 
any case we are investigating in the field. Of course, we cannot follow 
every one through, Mr. Chairman, but we look at it to see whether 
there is any indication of fraud, on the face of the thing, or any indi- 
cation that there may be fraud or misleading statements connected 
with the effort to sell this security. 

Does that answer the question? 

Mr. Heuer. Yes, it does. 

If you have this information available, we would like to have it for 
the record, or otherwise we would like to have you furnish it to us. 
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What percentage of securities, the dollar amounts, and only consider- 
ing the offering prices, are sold under regulation A? 

Mr. Bane. We can give you something on that. We cannot give 
a accurate information on that, and I might as well tell you now 
why: 

We have made an effort, repeated efforts, at various times, to follow 
up on what are sold. We get some information. We get responses 
from some. We do not get it from others. We have no means of 
compelling them to respond. Some comply with out requests and 
some do not. We have got some information on it, but I want to tell 
you now that it will not be 100 percent accurate. 

Mr. Heturr. We appreciate that follow-up is very difficult. 

Mr. Bang. That is right. 

Mr. Heiuier. But under the circumstances, could you suggest, or 
would you like to suggest, corrective legislation, giving you more power 
or authority to do os vag work in these cases? 

Mr. Bane. Let me put it this way, Mr. Chairman: I think it is very 
desirable to follow up. I think, and this is my thought, that possibly, 
as of today, more deception and fraud, or losses, come from 

Mr. Heuer. Just a moment. 

(After an informal discussion off the record.) 

Mr. Heuer. Proceed, Mr. Bane. 

Mr. Bane. Going on with your question, I do not know whether 
an amendment to the act is necessary, if you are going to do that alone. 
I think it is possible for the Commission, under the act as it now 
stands, probably, to require as one of the terms and conditions for 
obtaining the exemption that reports as to the actual sales be filed, 
and failure to file would be a violation. I have advocated that several 
times. There have been some who question whether we could do it 
but in my opinion there is no question that we can so condition the 
exemption. 

Now, Mr. Chairman, before you leave this, you asked us to furnish 
certain information with reference to this regulation as to dollar 
amounts, and so forth. For what period do you want that? 

Mr. Heuter. I think if we got it for a 5-year period, that would be 
satisfactory. 

Mr. Bane. From 1945? 

Mr. HeEtuer. Yes; to date. 

Mr. Bane. All right. 

(The information requested follows: ) 

The following table shows the number and dollar amount involved in filings 
— _ acca pursuant to regulation A during the five fiscal years ended 
une 30, : 

















Regulation | grated dol- 

Year ended 3 une 30— ‘ie ler amount 
ES ouch bbb Puttin chien é oben tin elim candi et patie tiasbdiibdnemeawcnibtnts 1, 513 $210, 791, 113 
BE. DRseccdeckchimeccncsncts edb diptpbuckigenbabhaplaerbhtbedidauecssikhnes 1,610 209, 485, 793 
Bs. dan limindwen donne sackecnecphyceawcinstingambandtbebthbbablstintehan 1, 392 186, 782, 661 
OR EE AA AE EOE A GS oa it | OEE ete SIME AE AEE! BE 1, 357 171, 743, 471 
OG. Shhh bbws ec cneddes cddbévediswoeviesh dhe data bvussicéehbabebiadgumachhted 1,358 | * 174, 277,761 
| MER 2S AROS MO Pe ae oh OE ots Rie OL ee 7,230 | 953, 080, 799 
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Although regulation A does not, by its terms, require any report of actual sales 
made, the Commission inaugurated a procedure whereby the regional offices make 
periodic inquiry concerning the results of offerings. Attached is a copy of the 
form letter which is sent to all persons who have filed a letter of notification under 
regulation A approximately 6 months after the filing. 

nformation is requested concerning the date the offering was commenced, the 
number of shares or units offered, the price at which the offering was made, the 
amount sold, and the number of units still being offered. The issuer is also 
reminded of the requirements of rule 220 (c) to report by amendment any changes 
in the facts as set forth in the original filing unless such changes have already been 
disclosed. Attention is also directed to the requirement that sales literature be 
filed prior to its use and suggests that unsold securities, no longer being offered, 
be withdrawn by appropriate letter. 

This information is requested on a voluntary basis and is to be furnished in 
duplicate by the seller, one copy of which is retained by the regional administrator 
and the other forwarded to the Division of Corporation Finance. Where the 
securities are still being offered, the regional office repeats the follow-up 6 months 
later. This procedure meets with varying degrees of success. Due to failure of 
many who have filed under the regulation to forward the requested reports and 
budgetary limitations upon the number of employees who may be assigned to 
this work, reports are not obtained in sufficient quantity to permit the compila- 
tion of complete figures or on a continuing basis. It is, therefore, impossible to 
furnish at this time accurate statistics regarding the results of all offerings pursuant 
to regulation A. However, the information obtained discloses generally that 
while many issues have been sold promptly, others have dragged along with little 
success, some have been discontinued and that other offerings were never com- 
menced. Spot checks are made from time to time covering specified periods. 
Thus, in November 1950, a survey was made of the securities reported sold under 
regulation A pursuant to filings made between January 1 and June 30, 1949. 

Of 374 filings in this period studied, 104 were withdrawn either because no 
offering was commenced or no sales made. Of the remaining 270 in which an 
offering was actually made, our records showed that approximately one-half of the 
aggregate amount covered by these filings was actually sold. For the results of 
other spot checks, please see the statistics furnished at page 1423 of the transcript 
of the testimony of Mr. Anthon H. Lund. 


Budget Bureau No. 71-R093.7 
Approval expires December 31, 1952 


SECURITIES AND EXCHANGE COMMISSION 
REGIONAL OFFICE 


350 Peachtree-Seventh Building, Atlanta, Ga. 


Dear ———-: Our records show that on a letter of notification 
was filed under regulation A of the rules and regulations under the Securities 
Act of 1933. 

If there have been any changes in the facts as stated in your letter of notification, 
which have not been covered by a previous amendment to the letter of notification, 
such changes should be set forth in an amendment (original and two copies to be 
filed with this office), as provided by paragraph (c) of rule 222 of regulation A. 

Your attention is also directed to paragraph (a) of rule 223 of said regulation, 
which requires the filing with this office of three copies of every written communi- 
cation (to be mailed to more than 10 persons), advertisement or radio broadcast 
at least 5 days (Sundays and holidays excluded) prior to its use. 

If any of the securities covered by your filing remain unsold and are no longer 
being offered, it is suggested that you file, in triplicate, a letter withdrawing the 
letter of notification with respect to the securities remaining unsold and no longer 
being offered. 

For the purpose of completing our records concerning your regulation A filing, 
it is requested that you furnish the information called for by the items set. forth 
on the reverse side of this letter by executing the form in duplicate and returning 
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both the original and duplicate poeaey to this office. A franked envelope which 

requires no postage is enclosed for your reply. Your cooperation will be very 

much appreciated. , 
Very truly yours, 


Regional Administrator. 
re : 
Dea SR ea pd ie or rl ge a tate eg ee a oo 


1. Date on which the offer was commenced: ____._..._..........-_----____ 
2. (a) Number of shares or other units of each class of securities offered: 


er 2 een i ork Oe ee ee eee ae Foy gene 
3. (a) Number of shares or other units of each class of securities sold under the 


ie anelitce ee? SS Oe LEAR ss FE SRS MES Ah rh Rca ie ween Recenter ees 
(b) Total amount at which all securities have been sold under the filing: 


4. (a) Number of shares or other units still being offéred: __-_____________ Ee 

(b) Price at which each share or other unit is being offered: ______________ 

(Signature) ____. Sodathils tatte ees 
an te we ee er ee ET te ed ee eee ee. t 

Mr. Heuer. Mr. Bane, do you feel that experience indicates that 
with the raising of the minimum under regulation A to $300,000 from 
$100,000, that investors have been adequately protected? 

Mr. Bane. You are asking me to sit in judgment on Congress? 

Mr. Heuuer. I would like to get the benefit of your experience. 

Mr. McGuire. We like to know what the people are thinking. 

Mr. Bane. I think that the possibility of perpetrating fraud upon 
the investor is much greater under regulation A filings than it is under 
full registration, and the extent to which you broaden that exemption 
field, you naturally broaden the possibility of the investor not obtain- 
ing the protection that Congress felt he should obtain with which I 
agree, in the form of adequate and accurate information about the 
thing he is asked to buy. He certainly does not obtain that in con- 
nection with an offering under regulation A. 

To that extent, he is afforded much less protection. Therefore, 
there is much more opportunity for fraud, except as you follow it up 
through enforcement. There is more opportunity for him to act 
without this protection and there is much less opportunity for the 
investor to obtain the information under regulation A that he should 
have as provided for registered securities. Does that answer your 
question, sir? 

Mr. Heuer. Except for this, would you say that that is as a result 
of your own experience over the years? 

Mr. Bane. That is a result of what I have seen of these filings, 
coming up through the years; it is not guesswork, no, sir. 

Mr. Heuer. In handling these regulation A matters, Mr. Bane, is 
there any degree of correlation between and among the various regional 
offices? 

Mr. Banu. We attempt to do that, sir, through a unit in my 
Division. 

Mr. Hetier. Who, in your Division, correlates these activities? 

Mr. Bane. That takes a little explanation. The head of that unit 
in my division is a young lady named Miss Grace Clawson. She 
has within her section about six other people. She receives copies of 
these filings and looks them over. She is, I might say, a very able 
and very excellent and very industrious person. 
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Now, that unit does not do it all alone. In fact, no unit in mv di- 
vision does its whole job alone. The knowledge and experience of the 
whole Division is available to any one person or any one group. And, 
she works through all of the others; anybody in the unit or another 
group or unit, who may have relevant information or otherwise may 
assist, is called upon. 

She gets help and advice from them. She uses Mr. Barr, the chief 
accountant, quite regularly, if there are any financial questions in- 
volved. She attempts to see that the interpretations, and the ad- 
ministrative actions in connection with filings under regulation A, 
are uniform among the 12 regional offices. 

She attempts to furnish them information we may have with 
reference to particular filings. That is all done through a unit of my 
Division, known as the Regulation A Unit. 

Mr. Heuer. Are any reports made by that Division? 

Mr. Bane. What do you mean by “reports?” 

Mr. Heiter. As to any memoranda prepared, as to the work? 

Mr. Bane. Oh, memoranda are prepared on all cases, and many of 
the things that come in. I would not say on everything or every one, 
but, a vast proportion of them result in a letter, generally over my 
signature, to the regional office about this particular statement. 

Then there are reports made—she gets up each month for me a re- 
port on the number of filings or number of filings in each office in 
numbers involved and the dollar amount involved. 

Mr. Hevvier. | assume those are current reports and are practically 
up to date? 

Mr. Bane. At each month she gets into my hands around between 
the 1st and the 10th of each month a report for the preceding month. 


Mr. Heiter. Well, can we get the reports, say, for the last 2 vears? 
Mr. Bane. You certainly can, sir. 
(The reports requested are as follows:) 


Monthly reports from Grace G. Clawson to Mr. Clifton regarding filings under 
regulation A for the 2 years ended December 1951! 


JANUARY 1950 





| 
Amend- | Sales lit-| With- 


gi 2S Filings | Dollar amo 
Regional office es | ar amount | “ents lease | Gcowels 6 





pO ee She a 6 $771, 800. 00 
Boston _- ; stele 6 | 223, 047.7 
ee ERE OE a SR 606, 204 
Cleveland 692, 142. ! 
Denver..__- : 1, 757, 010 
Fort Worth : | 856, 960 
New York et 2 eee 2, 435, 397. 2: 
San Francisco : 2, 670, 270. 
Seattle... _. RS EN Ce LT 1, 134, 779. 77 
Washington § 190. ! 
11, 978, 891. 7 
7, 130. 4 


ey 


ocr 





x 


EE ee 115 11, 986, 021 
Incoming letters, 233; outgoing letters, 137. 








See footnotes at end of table, p. 452. 
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Monthly reports from Grace G. Clawson to Mr. Clifton regarding filings unde, 
regulation A for the 2 years ended December 1951 '—Continued 


FEBRUARY 1950 


























i | | | 
‘ole } Amend- | Sales lit-| With- 
Regional offices Filings | Dollar amount | ante erature | écattels 
—_—_$$<$——_$_ as Se Bel Ske veSS TRE eS 
Atlanta... ..- Acedia nindebistuabgeecontatetuosd 5 | $430, 000. 00 5 | 8) 0 
p Eee eae shathedeiibpinnasnee 4 245, 200.00 | 1 | 2 1 
Chicago. igantes BEY ey a Ie oie fb a 13 Saree | 3 | 1} ; 
CR ond didn cndunbicdsclemibanknebiceods 8 1, 550, 701. 37 4 10 | 2 
a ARERR dapat 12 | 1, 206, 324. 00 16 | 24 3 
nk ORR ST ett ie tet A a Es 5 | 795, 020. 00 | 9 | 28 f 
IE «amin. disuindnw'viesin tacdi nial ied diana 32 | 3,579,817. 74 | 25 | 25 17 
I FO 650 dio shh ccsavouwesdodspataress 16 | 2, 260, 427. 48 | 14 13 | 8 
Pe hb dabbunvdbdbasosccidbsavsddhseddbets bn 11 942, 116. 70 | 9 | 17 | | 
pS RS Sa ee her As s 885, 865. 00 | 9 | 10 1 
SR RSA Se ER A 114 | 13, 461, 854. 67 | 95 | 138 | 42 
Incoming letters, 346: } | 
Outgoing letters, 116 | 
MARCH 1950 
DAI a ins 9 cnttn dem 4864006488 Srqndinepnansonns 6 $814, 710. 00 3 6 | 0 
hie ak néuidedenssBiabadpeysamstiage 3 | 323, 800. 00 0 0) 0 
GE 2s. cdcikh ack dnecenedgihstbodinnkehd 19, 2,184, 477.00 11 8 0 
I a a es eal ae 14 | 1, 775, 895. 00 5 18 | 2 
pT RAE ae sicedebdeudsdedieapwtes i ll 1, 553, 000. 00 10 18 
PRE MPM: “kpendndaddeoseuditnnb<dbebeutnes 9 | 1, 574, 184. 00 2 17 7 
tod abt vse pusndiimdahegabebdenion 34 | 3, 960, 797. 95 | 18 28 13 
SA AIINOR. oiea'. nibs ceca dddenkeicd 20 | 1,838, 437. 50 a1 9 f 
SE 5 ccd clcabegocedndethuansaunteuee 17 2, 616, 450. 00 3 2 
WO, bce dos -orsdecetisnsntadtescchenen 7 907, 587. 25 8 3 | 16 4 
OE ONAL SRIN EN ee ae es | 440 | 17, 549,338. 70 s7| 128 7 
Incoming letters, 353; outgoing letters, 138. | 
APRIL 1950 
OR AE PRE TRE IR ee Ps et 8 | $1, 219, 750.00 | 4| 2| i 
a Ee pe St ee 5 | 626, 562. 50 | 0 2 | 1 
Chicago... .-...-- SES Ra ae 4 | 564, 000. 00 | 6 | 12 
CFRNUIING « 0 ncccs nce wi ss cdsccsnecadeecsé Se j 8 | 800, 354. 50 | 4) 11 | 2 
SRR sidhnes bo ~4oanienitninnoduanomiomiigentidnil 9 | 1, 436, 250.00 | 5 | 37 6 
eS SN RRS mI OTE RAG | 7 {| = 1,121,947. 50 | 7 | 32 | 5 
Ny NEE SAIS ENS EH 25 | 4,472, 660. 46 | 20 | 29 fi 
nt III. 6« d0sonccnn-puscnecotdigtpete ts 19 | 2.319, 301.35 | 16 | 28 | 1 
eR SR eee a ecnagbncastelnd il 1, 334, 498, 00 | 9 | 18 7 
NN 5. 35. ncdtdabencchiacipadabiens cee 11 | = 1,772, 225.75 | 7 | 6 | 4 
\—--+-- —— |-—---— — —— —- ---} -— — - 
| GEO MED EES LOR OE a! ey eco. bey: 107 | 15, 667, 550.06 | 78 | 177 | 46 
senieieer ‘letters, 343; outgoing letters, 133. | } | 
| | | | 
MAY 1950 
¥ | 
Atlanta_- onasedépcbccas odeabdhtebedad } 16 | $2, 074, 210. 00 7 5 7 
POEL. Sb. ciddiicvcndkerinpediccéuch aheghus Gaaetbe | 7 | 908, 465. 00 1 3 2 
CII «diane <i cn soto nsesn ese dapatindienss 11 | 1,741, 136.00 1 5 1 
Cleveland. Et 6g daeneeeeiaaves stir laeahiadina Beal 13 | 1,645, 157. 23 10 S 2 
SE St EE eae one sal 11 | 1,330, 984.74 6 | 26 7 
> nie apes as Se a kee! 10 | 1, 254, 520. 65 14 | 20 4 
UE WOU ALE. Scbancdedccsca Just adtbugheceipince 40 4, 842, 628. 00 29 29 10 
il UR ERNE. nag 8.2 RR 21 | 3,690, 100.00 17 | 18 7 
NS eRe 5. een cn acca ombas 8 1, 120, 997. 00 16 | 18 2 
Ll, ee ere 7 398, 995. 00 9 | i2 2 
ML +. nncnudimdneddvonuneweibalvbenioatl. lt 19, 007, 193. 62 110 | 144 44 
Incoming letters, 381; outgoing letters, 141. | 








See footnotes at end of table, p. 452. 
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Monthly reports from Grace G. Clawson to Mr. Clifton regarding filings under 
regulation A for the 2 years ended December 1951 \—Continued 
JUNE 1950 


Amend- | Sales lit- With- 


Regional offices Filings | Dollar 
8 g oMar amount | “ments | erature | drawals? 


| 
| 


, 120, 825. 70 18 

te 516. 00 3 

985, 500. 00 2 
2, 092, 101. 50 
1, 387, 382. 00 
1, 300, 077. 00 
4, 058, 870. 20 
3, 213, 104. 14 
1, 359, 712. 00 
1, 019, 112. 50 
18, 014, 01 04 
75, 000. 00 


Atlanta 
Boston 
Chicago 
Cleveland 
Denver 

Fort Worth 
New York 

San Francisco . 
Seattle 
Washington 


—— Bw 
NNoaCanwan-co 


' 
| 


Total 
Regulation A~-M: Denver 


oe) 
~~ 


Total filings 18, 089, 901. 04 
Incoming letters, 417; outgoing lette rs, 173. 


JULY 1950 


Atlanta ke 5 f $624, 700. 
INL ccicddnccccossd atdb< 325, 960. 
Chicago. .....- ° : 2, 722, 445. 
Cleveland -_ _._-. t 1, 324, O85. 
Denver . ¢ 875, 230. 
Fort Worth ‘ 5 j 1, 205, 915. 
New York ‘ Se a er : 2! 3, 592, 769. 6 
San Francisco -. -- 2, 044, 413. 
Seattle E 1, 781, 027. 
Washington ET ee ee ae 1, 254, 250. 


Total 3 | 15, 750, 796. 
Incoming letters, 312; outgoing letters, 04 


a tn 


wow 
7S he 


— 
>& 


to~ 
Bro 
~~ OS OK & 


= te to 
onuSst~ 

om 
wm © 


_ 
w 
~ 


AUGUST 1950 


Atlanta... ‘ ; : ‘ alle . 5 , 565. 
Boston hind ‘ re 9 364. 5 
Chicago bh sill endian omit anindiaie : O54, 645. 
Cleveland. __._- on . 7 2, 336, 873. 83 
Denver : iieniibes , 239, 675. 
Fort Worth_. , ie ? 433, 618. 7 
New York... K , 242, 470. 2 
San Francisco Sins pe : , 600. 
Seattle ‘ae ‘ . 060, 00. 
WwW ashington es wee Pe ; ( 3, 960. 
Total regulation A > eas yx 2, 343, 772. 2: 
Regulation A-M: Denver... re RD 00, 000. 


Total filings " 2 2, 443, 772. 33 
Incoming letters, 334; outgoing lette: rs, 155 


SEPTEMBER I1¢ 


Atlanta. ‘ ‘ ‘ 516, 500. 00 
Boston : ; : 767, 770. 00 
Chicago. , é Tie: Bs c . 8, 686 20 
Cleveland OL Stes F ; , 217, 153. 38 
Denver... .. _.. : ‘ " RE ) 373, 000. 00 
Fort Worth y 3 5 * 000 00 
New York. . 3 7 6, 514. 25 
San Francisco Reeedbenea Shadi , 213, 820. 00 
Seattle R 82. 541. 67 
Washington y , 300. 00 


Total regulation A_-. : j 4 , 285. 50 
Regulation A-M: Seattle... .__._- ; i 3, 000. 00 


Total filings-__- 
Incoming letters: 319; outgoing letters, 167. 








See footnotes at end of table, p. 452. 
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Monthly reporis from Grace G. Clawson to Mr. Clifton regarding filings under 
regulation A for the 2 years ended December 1951 1\—Continued 


OCTOBER 1950 














es a ahs " — —— — ars — r . 7 - | 
ie - | Amend- | Sales lit-| With- 
Regional offices Filings | Dollar amount | ments | erature | drawals * 
phucieiey — nt : 
EE REDS aE wsheleeindiieatlienn 8 | $1, 506, 500.00 | 11 | 12 | l 
DD sic Sic kwinnn ne snetiorsansenh de bdiiedd denied 6 | 1,056, 661.67 | 4 > | 0 
Chicago. .......- chdanspeons tieaitbecwe 11 1, 150, 493.00 | 7 5 | 1 
I Sn cn ccdondcunndecnudin abies 8 | 1,343, 867.00 | 15 | 7 0 
Denver ___-- me LS SS i ae 10 | 1, 193, 255. 36 | 13 | 24 2 
SN OS EE SE ew es | 6 933, 650. 00 | 9 20 | 5 
New York. : ee RN FP al 29 4, 046, 927. 88 20 36 | ll 
RS Ss > & 5 8: Se } 21 | 2,582, 403. 56 | 12 18 | 16 
Seattle. __ Se hese PES FL Ae 8 968, 800. 00 6 18 | 4 
Washington i é he 5 504, 554. 00 8 17 | 3 
Total ‘ gdh ale ee AT 112 15, 287, 108. 47 105 160 | 43 
Incoming letters, 360; outgoing letters, 156. | j | 
| 
NOVEMBER 1950 
Atlanta 4 $732, 928. 00 4 3 | 0 
Boston - -_- 1 769, 822. 85 i) 10 | 0 
Chicago. 1 1, 700, 553. 00 8 10 | 2 
Cleveland ____-- aes 4 224, 500. 00 s 9 | 0 
a ; iwnwees 7 676, 505. 00 5 23 | 0 
Fort Worth_-__- fh. BR a neal 6 421, 855. 00 11 | 37 | 2 
New York. eae, Sees bene | 23 2. 380, 322. 50 | 27 27 u 
San Francisco - ----- Danian ee FS | 12 1, 673, 840. 00 13 13 7 
Seattle Se ae . EN ERS, 1 OES aod 3 240, 833. 33 S 16 1 
Washington -_- | 8 624, 315. 00 7 12 3 
Total eet: oo. a ee ee et ‘ SY 9, 465, 474. 68 100 160 | 24 
Regulation A-M: Seattle_._.__._- Ped an 1 | 90, 000. 00 an ‘ 
Total filings___- : oe aaa ae ee 90 9, 555, 474. 68 
Incoming letters, 322; outgoing letters, 129. | 
DECEMBER 1950 
Add: Amounts 
of filings 
ae mA — : reported as Amend- | Sales lit- | With- 
Regional offices Filings | Dollar amount incomplete | ments erature | drawals? 
| (furnished by | | 
amendment) 
ER ES see | 7 $622, 190. 40 Kebiese a ® 3 0 
TE pS ee 14 1, 607, 699.00 |... sodie 7 4 2 
ES eS taka 13 | 2,105, 162. 80 $1, 800. 00 11 | 6 | 1 
-. ,.. _. & ae Rea 3 193, 100. 00 scghinetadinkan ibis 6 | 1 0 
I oe 3 ET ctemewwesweowews 9 10 3 
rs tes Smenanaond 5 685, 000. 00 ; 7 q 23 | H 
New York._...... italian 29 3, 512, 982. 50 236, 121. 25 20 17 | 9 
San Francisco. spaiicionete 20 2, 412, 723. 89 | 34, 900. 00 19 | 11 | 10 
Sr 7 | tf, ER i) 12 3 
, RMS : 3 | 417, 000. 00 pupa he 1 | 6 0 
ll citcsndenmedariien 104 | 12,815,689.84 | 272, 821. 25 | v9 9%3 32 
| 272, 821. 25 | | 
13, 088, 511. 09 | 


Incoming letters, 250; out- | 
going letters, 141. | 


See footnotes at end of table, p. 452. 
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Regional offices 


Atlanta 
Boston 
Chicago 
Cleveland 
Denver 

Fort Worth 
New York 
San Francisco 
Seattle 
Washington 


Total 


JANUARY 1951 


j 
Amend- 


Dollar amount 
ments 


Filings 


$1, 188, 065. 
1, 454, 805 
2, 045, 325 


, 957.! 
, 718.5 
3, 516. ¢ 
7, 087.! 
, S89 
. 750. 00 


56, 875. 77 


Incoming letters, 344; Outgoing letters, 109. 


Regional offices Filings 


Atlanta 
Boston 
Chicago 
Cleveland 
Denver 
Fort Worth 
New York 
San Francisco 
Seattle 
Washington 


Total 
Regulation A-M: Seattle 
Total 
Incoming letters, 
ing letters, 115. 


278; outgo- 


Regional offices 


Atlanta 
Boston 
Chicago 
Cleveland. 
Denver 

Fort Worth 
New York 
San Francisco 
Seattle . 
Washington. 


Total f 
Regulation A-M: Denver 


Total ve lini 
Incoming letters, 350; outgoing letters, 126. 


See footnotes at end of table, p. 452. 


FEBRUARY 1951 


Add: Amounts 
of filings pre- 
viously re- 
ported as 
incomplete 
(furnished by 
amendment) 


Amend- 


Dollar amount 
ments 


$900, 000, 00 
740, 753. 33 
955, 687. 50 
00 
50 


229, 900 

110, 000 
, 409, GR. 5 561, 150 
25, 000 


, 434, 686. 58 


MARCH 1951 


Amend- 


Dollar ar 
ollar amount onents 


Filings 


, 812. 

. 524 

, 148.7 
552, 400. 57 

3, 115. 
236, 000 


856. 2 
890 


7, 295, 
14, 


7, 310, 746. : 


j 
Sales lit- | 
erature 


With- 
drawals? 


With- 
drawals ? 


Sales lit- 
erature 


With- 
drawals? 


Sales lit- 
erature 
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APRIL 1951 
Add: Amounts | 
| of — pre- 
viously re- ; rs 
, . | eee | | : | Amend- | Sales lit- | With- 
Regional offices Filings Dollar amount eee ments | erature | drawals : 
| (furnished by } 
| | amendment) 
| | i 
SS Ss 5 | een we ee ts 4 6 ' 
| Se data pagal 7 | 1, 185, 238. 50 | 5 | 10 { 
tot GRR ae | ll | 1, 317, 615. 00 | 14 6 2 
Cleveland _- 9! 1,037, 600.00 | 3 | 8 1 
| Sa 11 | 1, 500, 285. 00 7 27 f 
a tirntuinanbinewrcudihied | 8 | 1,149, 250.00 15 | 26 § 
2. See oan 27 | 3,774, 552. 50 25 39 | 8 
San Francisco...............-.| 25 2, 896, 328. 37 $10, 090 29 | 30 | 12 
nd RT Seba 14 | = 1, 602, 250. 00 9 8 
NES oS ee 6 | 869, 000. 00 | ° 2 | 7 | 1 
ERNE See 123 | 15, 685, 619. 37 10, 090 113 167 | 46 
Figure used in budget report; | 
amount includes additional } 
amounts shown in December | | 
1950 and February 19651 | } 
regional A reports: | | 
December 1950__________- Aa | 561, 150.00 |......-.... Te hire se ccd enter Westar eo~s 
February 1951__- -- sh ta dotidhedal RE Se, aS es 
Sr Rae SESS he. a’ 0 {Rea Ree Re a, 
Incoming letters, 360; out- j 
going letters, 135. | 
| | 
MAY 1951 
pcs > WTR Tole 34 a — Z : ; 
Atlanta._______ 7 | $1, 570,000.00 |___- 9 | 6 | 9 
Boston______.- 6 307, 640.00 |... 8 5 | l 
Chicago._....--.- 11 | = ‘1, 782, 732.00 5 8) 0 
Cleveland__- y 1, 063, 860. 00 11 4} l 
Denver_._....-. ll 957, 210. 00 5 21 | l 
Fort Worth______. 9 1, 384, 004. 00 ll 29 | } 
New York_____- ‘ 19 2, 352, 588. 25 29 34 i) 
San Francisco_. 16 2, 418, 365. 50 $224, 000 10 14 10 
Seattle....__.- 21 3, 324, 272. 55 : 20 15 | ll 
Washington_ 8 | 740, 480. 00 ) 7 | 10 
ek. ....... 117 | 15, 851, 152. 30 224, 000 117 143 | 
Regulation A~M: Denver 1 68, 547. 00 
118 15, 919, 699. 30 
Incoming letters, 400; out- 
going letters, 139. 
JUNE 1951 
s Dr snd- | Sales lit-| With. 
Regional offices | Filings | Dollar amount — _- —= | dra nor 
ets eS Se Ee ret 19 
IT 5S... comebdhowsinvorsinpiecbavbubeigaes 10 | $1, 738, 072. 00 | 6 | 9 | 7 
Se Re SE TB FT 1B See | 4} 578, 480. 00 1 1 | { 
SOR ERS * Gaal Pi ae | 10 | 876, 464. 00 1 6 | 4 
RR Sea S28 ES 4) 547, 500. 00 | 5 | 4 | l 
SSS ERR Se eee a 12 | 1,501, 518.87 7j 15 | I 
RE irre Seapets | 7 | 1,177, 368.00 | 6 28 4 
oo SRS SRR SS SE 35 3, 949, 274. 00 13 | 25 5 
nee ee oI ITIE ES MGB 5 Sars 25 | 3,125, 046.38 15 | 31 | 18 
ea ate ferent a es ar Fee ee A 7 1, 149, 980. 00 ll | 20 | 7 
chases stuscievivisddebedcbiigdess 10 | 1, 239, 680. 00 10 14 | 7 
TTI Rees RNG r. pre OR T 124 | 15, 973,383.25 | 75 | 153 | 58 
Regulation A-M: | | me 
ee ae 1 | 70, 000. 00 |... _- hatbenshb ceeds oe 
SIE oinst: carats acnicsnekeseptitealiannaas cogil babii aban 1 | & SM | ae Leaakdaeiiel 
ion cisivciiniies stalin netiiiiigtinees 126 | 16, 057,634.48 |_......_.. ‘Witte EI} a 
Incoming letters, 377; outgoing letters, 111 | | 
' 











See footnotes at end of table, p. 452. 
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Regional offices 


PE ilinwetindértumentanodeunta freee 
Boston 

Chicago... .-. 

Cleveland _ - - 

Denver 

Fort Worth. 

New York 

San Francisco 

Seattle __-- 

Washington 


SRE SE pe pipe 
Regulation A-H: Seattle 
eS Se ae 
Incoming letters, 382; outgoing letters, 104. 


JULY 


Filings 


— 


su—Bartasce 


_ 


— | 
ns 


1951 


6 
| =A) & 


Dollar amount 


nA 


3, 885, ORO. 


3, 900, 231. 73 


, 072, 327. 


, 467, 972. 


, 412, 950. 
582, 428. 


00 
00 
5 
00 
00 
00 
00 
00 
00 
00 
5D 


23 


, 375, 966. 
, 867, 345. 
410, 892. 


959, 540. 
, 044, 300. 
, 692, 260. 


14, 251 


Amend- 
ments 


16 

5 
14 
17 
12 
36 
22 
19 

9 


157 


Sales lit- 
erature 


12 

4 
12 

9 
20 
44 
38 
33 


With- 
drawals ? 


—— 
ee Oe 


IO 


1 
Nw 


AUGUST 1951 


Add: Amounts 
of filings pre- 
viously re- 
ported as 
incomplete 
(furnished by 
amendment) 


With- 
drawals ? 


Sales lit- 
erature 


Amend- 


Dollar amount 
ments 


Regional offices Filings 


} 
| 
' 
| 
| 
} 
| 


Atlanta 

Boston 

Chicago. _.. 
Cleveland 

Denver 

Fort Worth._...._- 


to 
om-3-) 


<= 


~I4 


, 257, 650. 00 
705, 712. 50 
357, 399. 00 
074, 800. 00 
009, 843. 75 
630, 394. 59 


mio 


w 


810, 


345.06 |__. 


w 


, 349, 
, 217, 


810, 


898. 05 
250. 00 
045. 00 


= Sm tO Ao 


San Francisco...........-_- 
Seattle ; is 
Washington 


"$65, 650 


~ 


337.95 | 
000. 00 


tal 36 7, 223, 


To 65, 650 
Regulation 45, 


Total : 17, 268, 337.95 |..... 
Incoming letters, 607; outgo- 
ing letters, 172. 


SEPTEMBER 1951 


| 
| Amend- 
ments 


Sales lit- | 


With- 
erature 2 


Dollar amount 
nee drawals ? 


Filings 


264. 00 
000. 00 | 
200. 00 | 
Cleveland _. 762, 407. 20 
Denver. 4 .| 7 1, 375, 000. 00 
‘ 1, 320, 250. 00 
1, 616, 986. 00 
1, 605, 547. 50 
1, 681, 339. 00 | 
966, 275. 00 


$945, 
550, 
1, 667, 


Atlanta_. 
Boston 


Seattle... _. 
Washington 


a 12, 490, 268. 70 
Incoming letters, 701; outgoing letters, 115. 


See footnotes at end of table, p. 452 
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OCTOBER 1951 


l 
Add: Amounts | 
| of filings pre- | 


| viously re- With 





Amend- | Sales lit- 











Regional offices | Filings | Dollar amount | Rtn ments erature | drawals ? 
(furnished by 
| amendment) 
| "VE ae SET ETS RN Saar Sag ON) Spee 10 12 | 5 
EE a Wi. Sepa |. ....25. 555552 8 | 6 | 3 
0 Ee a Ss 0 eae 14 | 16 1 
So, i SS Sa MM) 62.58 |... ............ 5 | ll 1 
i a 10 | —:1, 045, 600. 00 | 7, 000 3 21 | 3 
RT. PPR 7 | Oo)! sas 14, 27 2 
a, bate 36 | 5,693, 229.05 | 300, 000 36 39 | 16 
|” LS a fem ) _ =r 24 37 | 12 
ae SEG area ae. | Sze: 14 | 13 | 6 
a6 da nnsdiahinewénins | 8) oe i lh 3 14 0 
ERR US e 123 19, 338, 615. 30 387, 000 131 | 196 49 
Regulation A~M: Seattle___-_- } 1 TR Se SI & a ee 
Sis iis soeucau | 134 ES ES! eee 
Incoming letters, 882; outgo- | | 
ing letters, 130. | 
NOVEMBER 1951 
de 9 | $1, 109, 600. 00 Pt. ae 7 8 0 
el IR a Ee AE EE 8 | 1, 491, 942. 50 g ne 2 3 2 
NN 5 3 oe oma 15 2, 187, 770. 50 |. , | 9 18 0 
Ee ee 7 1, 055, 335. 75 |.-..- ‘i | 4 9 | 0 
Ee ee ee 5 376, 000.00 |__. SIF. 5 10 1 
op, aE eae 7 | 938, 672.00 |. _. 1 eae tae 9 3 1 
) 31 | 3,1218,320.00 |......- = ‘s 27 41 10 
San Francisco................. 7 2, 443, 820. 50 $285, 000 10 18 
aT St a REET iy EER 10 | 951, 098. 50 | | RATES EAA AS PTB 8 | 12 | 0 
Washington... __- AES 5 | 926, 106. 50 }............... 5 | 4 | 2 
| ee Pe = 114 | 14, 598, 666, 25 | 285, 000 86 126 20 
Incoming letters, 702; out- | | é | | 
going letters, 143. | 
| 
DECEMBER 1951 
Atlanta 9 $1, 489, 700. 00 7 5 0 
Boston 9 1, 042, O80, 00 6 7 0 
Chicago_- ii 12 1, 944, 952. 75 10 s ; 
Cleveland... s 511, 544. 25 6 7 0 
Denver. ee 3 731, 251. 50 4 16 ; 
Fort Worth 7 1, 268, 700. 00 7 17 3 
New York __. 36 4, 344, 273. 25 $6, 060 22 17 6 
San Francisco 15 2, 409, 404. 00 12 21 10 
Seattle ‘ & 1, 231, 900. 00 7 3 2 
Washington... ____- one 5 198, 950. 00 7 8 l 
 —— 112 15, 172, 755. 75 6, 060 SS 119 28 


Incoming letters, 656; out- | 
going letters, 125. | 


! Each mailing counted as oniy 1 although it may consist of several pieces. 

2 Most of these were for partial amounts, few for tota! offerings. 

_Note.—This information concerning incoming and outgoing letters pertains only to the Regulation A 
Unit of the Division of Corporation Finance. The regional offices conduct considerable correspondence 
in addition to this. 
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Mr. Heuer. Mr. Bane, does your experience indicated that the 
cost of registration can be reduced by permitting the filing in regional 
offices? 

Mr. Bane. No, sir; it would increase it. 

Well, now, let me make this point. 

Mr. Heuusr. Yes, Mr. Bane. 

Mr. Bane. I want to know what you mean, or at least let me draw 
the distinction between the cost to the companies, the registrants, and 
the cost to the Commission. 

The cost of administering it would be greatly increased. 

Mr. Heuer. How about the cost to the registrants? 

Mr. Bane. The cost to the registrants might be somewhat reduced. 
Now, that depends upon what you include in the cost of registration. 
The fee for registering would not be reduced. The accountant’s fee 
probably would not be reduced. The legal fees probably would be 
little affected. The printing bill would not be affected at all, probably, 
which is a big item. 

Transfer taxes, and so forth would not be reduced. The only thing 
that might be affected would be the expense item. 

A man on the Pacific coast, for instance, if he wanted a conference, 
could go to an office on the Pacific coast, instead of coming to Wash- 
ington. r 

Or, a man in Chicago, might go to the Chicago office. That is the 
only item of cost which I see would be affected, and that would be 
much more than offset by the increased administrative cost to the 
Government, and apart from increasing the expense to the Govern- 
ment, it would make difficult efforts to coordinate the work of 12 
regional administrators. 

Mr. Heuuer. I think at this point we will have to adjourn. We 
have an executive meeting scheduled at this hour. 

Mr. Bane your testimony has been very valuable, and it was nice 
having you with us. 

Mr. Bang. Thank you. 

Mr. Heuuer. I do not know whether we will have to recall you. 
If we do, it will only be for approximately 30 minutes, to straighten 
out a couple or more points, that we have in mind. 

(Thereupon, at 10:20 a. m. the subcommittee adjourned, to meet at 
the call of the chair.) 
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TUESDAY, FEBRUARY 19, 1952 


House or RepresENTATIVES, 
SUBCOMMITTEE OF THE COMMITTEE 
oN Inrerstrare AND Foreign COMMERCE, 
Washington, D. C. 
The subcommittee met at 2 p. m., in room 1334, New House Office 
Building, Hon. Louis B. Heller (chairman of the subcommittee ) 
presiding. 
Mr. Heiter. The committee will please be in order. 


TESTIMONY OF LOUIS LOSS, ASSOCIATE GENERAL COUNSEL, SECU- 
RITIES AND EXCHANGE COMMISSION, WASHINGTON, D. C. 


Mr. Loss, will you be good enough to rise and be sworn ? 

Mr. Loss. Yes, sir. 

Mr. Heuirr. Do you solemnly swear to tell the truth, the whole 
truth, and nothing but the truth, so help you God ¢ 

Mr. Loss. I do. 

Mr. Heuer. Would you give the reporter your full name and 
address ¢ 

Mr. Loss. I am Louis Loss, 10105 McKenney Avenue, Silver Spring, 
Md., associate general counsel of the Commission. 

Might I state at the beginning, Mr. Chairman, that our general 
counsel, Mr. Foster, is sorry he cannot be here today. As you may 
know, he is on his way to the coast to argue an appeal in the ninth 
circuit. If there are any questions you have to put to me which are 
basically within the province of Mr. Foster, perhaps he can come over. 
He would like to in any event, when he gets back. 

I might, if you would like, take just a minute to describe how the 
general counsel’s office is organized. I will do that if you would like 
to have me do so, either now or later. 

Mr. Hetier. You may do it now, if you wish. 

Mr. Loss. Well, in general, Mr. Foster, since he grew up primarily 
with the Holding Company Act and was for many years chief counsel 
to the Public Utilities Division, tends to handle the holding company 
and reorganization work, and I grew up more or less in the other work 
under the Securities Act and Securities Exchange Act, and so on, so 
that in general we divide the work pretty much along those lines; he 
takes the utility and reorganization work, and I take everything else. 
However, that is only in general. I have argued a few utility appeals 
and he has argued some other cases. We consult each other on just 
about everything, but that happens to be the way we developed our 
particular experience. 
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Mr. Hetzer. He is general counsel ? 

Mr. Loss. He is general counsel and I am associate general coun- 
sel. Neither of us has any fixed jurisdiction within the office. The 
office is such a small office, so that we are on an informal basis, and 
the two of us consult on all legal work in the Commission that comes 
across our office. 

I might say in connection with my end of it, since I happen to be 
the one here today, that I have for some years been chairman of the 
Commission’s legislative revision committee, so if you have any 
question directed to any legislative proposals I suppose I would be 
the person competent to handle them. 

I have also handled other special assignments, such as the Otis & 
Co. litigation, which we have been engaged in for some years. 

Mr. Hetzer. Mr. Loss, would you give us, for the record, your 
background and tell us when you became connected with the Securi- 
ties and Exchange Commission and in what capacity ? 

Mr. Loss. Yes; I will be happy to. I was graduated from the Yale 
Law School in 1937. I was hired to come to the Commission in 
December 1936 while I was still at New Haven. I came in the fall of 
1937, as soon as I was admitted to the bar of the District of Columbia. 
I worked at that time at the bottom of the ranks, and gradually worked 
my way up to the top. 

Mr. Heiter. What was your position when you first came? 

Mr. Loss. I came as a junior attorney at $2,000 a year, in those 
days. 

Mr. Hetier. Under civil service ? 

Mr. Loss. Well later, I think, lawyers were brought under civil 
service, around 1940; but I was hired, I think it is fair to say, on a 
merit basis. I did not seek the job. The job was offered to me. In 
those days, the general counsel came around to the law schools look- 
ing for top-ranking men, and I was one of the top men in my class. I 
went up through the ranks in what was then the general counsel's 
office. It has been reorganized several times since. I left the gen- 
eral counsel’s office in the summer of 1944 to become counsel—the 
title was later changed to chief counsel—of the Division of Trading 
and Exchanges. From late 1942 until 1948 the Commission had 
separate counsel in each of its three Divisions. As you may know, 
that system was followed until 1948, when the old general counsel’s 
office was reconstituted, except that we still have a separate Chief 
Counsel in the Utilities Division. 

I remained Chief Counsel of the Trading Division until the summer 
of 1948, when the staff was again reorganized and the present genera! 
counsel’s office was created. I then became associate general counsel, 
which is where I am today. 

In the course of my experience in the Commission, I guess I have 
handled just about all kinds of Commission work. I have argued a 
considerable number of the appellate cases. I have headed up the 
legislative work for some years. I guess I am the only surviving 
member of the staff who was on the old legislative committee in 1941 
when we had the long hearings here, aside, of course, from Mr. Bane, 
who is Director of the Corporation Finance Division. 

Mr. Hetxier. Are you directly under Mr. Foster ? 

Mr. Loss. Well, yes. Perhaps it would be preferable to say that 
Mr. Foster and I are associated at the head of the office. He is, of 
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course, the head of the office. I might add that I am at the top of 
grade 15. He is 16 and I am 15. : 

Mr. Heuer. I assume that before you came to the SEC you were 
not connected with any other governmental agency / 

Mr. Loss. I came right out of law school. I was 25 years old. 

Mr. Hetier. Do you have before you the statement of January 15, 
1952, submitted to the committee ? 

Mr. Loss. Yes; I do, Mr. Chairman. 

Mr. Heuier. And, do you adopt that statement as your direct 
testimony ¢ 

Mr. Loss. I do; yes, sir. 

Mr. Heiter. The statement will be considered as put in the record 
at this point. 

(The statement referred to is as follows:) 


DUTIES AND FUNCTIONS OF OFFICE OF THE GENERAL COUNSEL 
THE OFFICE OF THE GENERAL COUNSEL 


The general counsel is the chief legal officer of the Commission. At the present 
time his staff, in addition to administrative, stenographic, and clerical employees, 
consists of an associate general counsel, an assistant general counsel, two special 
counsel, and eight other attorneys. Their duties include representing the Com- 
mission in judicial proceedings, handling legal matters which cut across the 
lines of work of the several operating divisions, and providing advice and assist- 
ance to the Commission, its operating divisions and regional offices, with respect 
to statutory interpretation, rule making, legislative matters, and other legal 
problems. The Office also has important responsibilities with respect to cases 
where criminal prosecution is recommended. Attorneys assigned to the operat- 
ing divisions and regional offices are responsible to the administrative heads of 
their divisions rather than to the general counsel, but may assist or collaborate 
with the Office of the General Counsel by reason of their familiarity with the 
facts of a particular matter which has reached the stage of contested litigation, 
or has for some other reason been referred to the Office of the General Counsel. 


LITIGATION 


Rach of the statutes administered by the Commission provides for direct re- 
view of its orders in the United States courts of appeals. There are also provi- 
sions for enforcement of these statutes by the Commission in the United States 
district courts. Under chapter X of the Bankruptcy Act the Commission par- 
ticipates in many proceedings in the United States district courts and on appeals 
in these proceedings. In addition, in cases between private parties involving the 
statutes it administers, the Commission participates as amicus curiae on legal 
issues of recurrent importance. The Commission is also on occasion brought 
into court by litigants seeking to enjoin it from taking proposed action. 

As has been pointed out to this committee,’ litigation under the statutes 
administered affords opportunity to test the correctness of the Commission’s 
intepretations of relevant statutory provisions as well as the substantiality of 
the evidence to support particular orders. Commission litigation with respect 
to issues of fact presents problems generally similar to those involved in private 
litigation, except that the Commission has usually been in a position to develop 
the facts by preliminary investigation or administrative hearing, so that the 
courts have not been burdened with major factual problems except by way of 
review of prior Commission action. With respect to disputed issues of law, 
however, litigation on behalf of the Commission presents quite different problems 
from ordinary private litigation, since in order to be of greatest assistance to 
the courts the Commission must present the particular problem in each case 
in relation to the over-all experience of the Commission in administering the 
statute involved. The Commission attempts not only to obtain the best result 
in a particular case, but also to obtain an opinion which will be helpful ifi the 


1See Report on Various Aspects of SEC Administration, October 8, 1951, pp. 8-13, and 
A Summary of the Functions and Operations of the SEC, October 29, 1951, pp. 85-86. 
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resolution of related problems. Accordingly, its attorneys must avoid argu- 
ments which might be persuasive in a particular case but which could be detri- 
mental to the Commission’s functions in another context. 


Appellate litigation 

The Office of the General Counsel has direct responsibility for all phases of 
appellate litigation, including the preparation of briefs and other legal docu- 
ments and the presentation of arguments in court. Cases reaching the appellate 
courts often involve the more important and novel problems arising under the 
statutes administered or under chapter X of the Bankruptcy Act, and they 
are sometimes of great complexity. Although the assistance of members of the 
staffs of the operating divisions or regional offices of the Commission is some- 
times available in particular cases, the Office of the General Counsel is respon- 
sible for all decisions to be made with respect to briefs and other documents to 
be filed with appellate coutrs and the arguments made thereto (except for such 
further review as may be made by the Solicitor General in connection with 
proceedings in the Supreme Court of the United States). 


District court litigation 

At the district-court level the general counsel has direct responsibility for 
all Commission cases except chapter X proceedings, enforcement proceedings 
under the Holding Company Act, and uncontested enforcement cases under the 
other statutes administered by the Commission. Even in these situations the 
general counsel or members of his staff are often consulted where unusua! 
problems arise. The remaining types of cases for which the general counsel has 
direct responsibility have consisted in recent years primarily of contested in- 
junctions, subpena enforcement, and contempt cases brought by the Commission 
to compel compliance with the statutes administered and cases between private 
litigants based on the statutes administered by the Commission where the 
Commission may participate as amicus curiae. Although the bulk of the Com- 
mission’s enforcement proceedings are uncontested, the remaining cases some- 
times present difficult problems. In most of these cases attorneys in the Com- 
mission’s appropriate regional office will make the necessary court appearances, 
but in all of them the litigation strategy and the pleadings, briefs, ete., are 
reviewed and cleared in the Office of the General Counsel. Other enforcement 
cases, particularly those which do not arise out of an investigation by a re- 
gional office, such as cases involving violations of the Commission’s proxy rules, 
are tried directly by attorneys from the Office of the General Counsel. Similarly, 
attorneys from this Office will normally handle directly all proceedings relating 
to the occasional suits brought to restrain action by the Commission. 

Briefs submitted in amicus curiae cases are normally prepared solely by 
attorneys in the Office of the General Counsel. Participation is upon issues of 
law rather than of fact, and it is the Commission's policy to participate in such 
cases only where it appears that the decision in a case would have an important 
bearing on the Commission’s administration or that the views of the Com- 
mission would be helpful to a proper understanding by the court of the legal 
issues on a matter of recurrent importance. 


CRIMINAL MATTERS 


Where a regional office recommends reference of a case to the Department 
of Justice for criminal prosecution, its report of investigation together with 
the evidence obtained is independently reviewed in the Office of the General 
Counsel. The purpose of this review is twofold: First, to see that the weight of a 
Commission recommendation for prosecution is lent only where clearly warranted 
by the evidence ; and, second, to see that the report presents the case in a manner 
which will be of greatest assistance to the district attorney who will prosecute it. 
After reference for criminal prosecution the office is generally called upon to 
give legal advice in connection with the prosecution, particularly respecting 
problems where our specialized experience will be helpful to local prosecutors, to 
prepare or review indictments, memoranda of law, trial briefs, and appellate 
briefs. 

The office also reviews parole reports with respect to persons convicted as a 
result of Commission investigations and all other reports relating to proba- 
tions application for pardon, and executive clemency as to which the Commis- 
sion’s views are requested by the appropriate authorities. 
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LEGISLATION, RULES AND REGULATIONS, INTERPRETATIONS AND OTHER FUNCTIONS 


In addition to its functions with respect to litigation and criminal matters, the 
Office of the General Counsel has a responsibility with respect to all matters 
of a legal nature which cut across the lines of the several operating divisions or 
which do not fall within the functions of the attorneys attached to the individual 
operating divisions or regional offices. The work may take the form of pre- 
paring comments on proposed legislation which has been referred to the Com- 
mission, drafting rules, interpreting statutory provisions, or conducting special 
projects for the Commission. With respect to legal problems confronting a single 
operating division, the Office of the General Counsel may be called upon for 
assistance by the division where the problems are novel and difficult ; it may also 
be called upon by the Commission where the Commission desires independent 
advice by lawyers not so deeply enmeshed in the administrative problems in- 
volved as are the division attorneys. The Office also provides miscellaneous 
legal assistance to the service divisions of the Commission, and keeps all Com- 
mission attorneys advised with respect to current decisions and other develop- 
ments in the law which may be helpful in their work. 


Legislation 

The Office follows all bills which might in any way affect the work of the 
Commission. It prepares appropriate comments on pending legislation for trans- 
mission to legislative committees which may request the Commission’s views 
and to the Executive. Attorneys in the Office consult with industry groups and 
other affected persons with respect to proposed amendments to the statutes ad- 
ministered. They also prepare or supervise various studies which may be re- 
quested in connection with proposed legislation. An analogous problem han- 
died to a substantial degree by attorneys in this office relates to work which has 
recently been done in evolving an acceptable treaty with Canada with respect to 
securities violators. 
Rules and regulations 

Those rules and regulations which relate to the operation of the Commission 
as a whole, such as the Commission’s Rules of Practice, are prepared or revised 
from time to time by attorneys in the Office of the General Counsel. In addition, 
the Office is called on to review rules drafted in other offices of the Commission 
or to draft in this Office rules where novel or substantial questions of law are 
raised, and also to advise with respect to such matters as procedural require- 
ments. 


Interpretations and other legal advice 

The Office of the General Counsel advises the operating divisions of the Com- 
mission, and shares with them responsibility for advising the Commission, re- 
garding interpretative problems arising in these divisions and in the regional 
offices under the various statutes administered. The interpretative problems re- 
ferred to this Office normally arise where they are novel, where conflicting in- 
terpretations have been given in the past, or where it is proposed to reconsider 
earlier precedents. These interpretations are handled in this Office because the 
extensive legal research and analysis required normally cannot be provided by 
the attorneys in the operating divisions in view of the pressure of day-to-day 
administrative duties. They sometimes involve reference to statutes other than 
those administered by the particular operating division—either administered by 
a different operating division or having general applicability such as the Admin- 
istrative Procedure Act. 
Legal assisance to service divisions 

The Office of the General Counsel also handles any legal work for the di- 
visions which do not have lawyers on their staffs, in matters such as those 
arising under the Federal Tort Claims Act, attempted garnishment of employees’ 
salaries, legal aspects of administrative accounting and personnel work, and 
representation of Commission employees or the Commission in civil-service and 
efficiency rating appeals. 
Keeping Commission attorneys informed 

The Office of the General Counsel collates and circulates to all Commission 
attorneys information relating to current judicial and administrative rulings 
affecting the legal work of the Commission. It also edits a compilation of all 
judicial decisions involving statutes administered by the Commission. Although 
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the Office has been given the responsibility of preparing and revising summaries 
of Commission interpretations under the various acts administered, the press 
of other work, combined with reduction in force, has prevented any recent ac- 
tivity along these lines. 


SECTION OF SECURITIES VIOLATIONS 


Attached to the Office of the General Counsel is the Commission’s Section of 
Securities Violations, which maintains a clearinghouse of information concerning 
persons who have been charged with violations of various Federal and State 
securities laws. A confidential bulletin sent to Government officials in the 
Jnited States and Canada is published monthly, and numerous inquiries con- 
cerning viclators received from enforcement agencies, better-business bureaus, 
ete., are answered. 


OPERATIONS OF THE OFFICE 


The work of individuals in the Office of the General Counsel ranges from brief 
consultations, perhaps by telephone, upon a relatively limited phase of a problem 
for which some other division is primarily responsible, to the handling of prob- 
lems which require detailed study of both law and facts. For that reason 
there is considerable decentralization of responsibility among the various senior 
staff members. Problems are allocated as between the general counsel and the 
associate general counsel, in part depending upon their relative freedom to de- 
vote their time to a particular task, and in part on the basis of their specialized 
experience with particular types of problems. For example, two special projects 
have recently occupied a substantial part of the time of the associate general 
counsel, namely, the varied litigation involving the Commission proceeding with 
reference to Otis & Co., and the consultations with the securities industry con- 
cerning proposed revisions of section 5 of the Securities Act of 1933. Similarly, 
the assistant general counsel has handled all matters with respect to the recent 
revision of the extradition treaty with Canada. Again, the assistant general 
counsel's responsibility for review of criminal reference reports requires such 
a detailed review of the facts of particular cases as to make his decisions the 
final recommendations of the Office with respect to this work. To a lesser ex- 
tent, other senior staff members report directly to the Commission or a particular 
operating division after consulting the general counsel, the associate general 
counsel, or assistant general counsel on novel problems. 


Mr. Heiter. May I direct your attention to the top of page 2, in 
which you state that the oflice of the general counsel appears for the 
Commission as amicus curiae in a number of cases. 

Mr. Loss. Yes, sir. 

Mr. Heuer. I would like to ask whether the Commission has ap- 
peared in any cases involving the attempts by security holders to 
recover under sections 11 and 12 of the Securities Act of 1933. 

Mr. Loss. Yes; we have, in a number of such cases. There have 
not been too many cases, altogether, under sections 11 and 12. In 
recent years most of the private actions have been brought under the 
theory of implied liability, which I can explain if you would like me 
to. But we have come into some of the 11 and 12 cases. I think there 
is one pending under section 12 (2). 

Mr. Hetter. How many cases have been brought under these 
sections ? 

Mr. Loss. There were, as nearly as I can find out, and I made a 
search some months ago, altogether 12 actions brought under section 
11, of which only two went to recovery for the plaintiffs. The others 
were, some of them, settled after denial of a motion to dismiss. In 
other words, in most cases the last reported opinion is an interlocutory 
opinion on some point and there never is any opinion in the books on 
the merits. We would not know about these cases, particularly in 
the earlier years. Now we try more carefully to follow them, but 
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there is no statutory requirement that the Commission even be notified 
of such cases. All we can do is simply read the reports, you see. 

Mr. Hetxier. What is the Commission’s role in such participation ? 

Mr. Loss. We come in as amicus curiae in private actions but only 
if the action involves a point of law. We never come in on questions 
of fact, of course. If the action involves a question of law, particu- 
larly if it is a question which can just as easily come up in an injunc- 
tion action or in a criminal case or an administrative action, then we 
feel we should come and help the court, as we see the law, so that 
there will not be a precedent which will embarrass us in our own liti- 
gation. For example, it may be that a particular exemption will be 
first construed in connection with a private action. Now, that case 
could go to a circuit court, or to the Supreme Court, and naturally 
that would bind us in our own litigation. 

Then, there are some situations which we come into where the 
questions of law are questions which can arise only under the civil 
lability provisions themselves. There we come in on the theory that 
Congress intended that we should make available to the courts what- 
ever expert capacity we have, much as we do under chapter X of the 
Bankruptcy Act, and it has been our experience that the courts have 
been happy to have us. Sometimes they ask us into cases where 
counsel, for instance, are not particularly expert on these acts, espe- 
cially when the suits are brought away from the metropolitan areas 
where there has grown up a more or less specialized bar; and some- 
times the briefs we get from private parties are quite inadequate. I 
have had judges tell me, privately, that they frequently get little help 
from private counsel, and they are very happy to have us with our 
specialized experience in connection with the administrative construc- 
tion and so on. 

Mr. Heuer. I understood you to have said that most of the actions 
are brought on the theory of implied liability; is that correct? 

Mr. Loss. Yes. I can explain that if I may. 

Mr. Heuer. Yes. 

Mr. Loss. The Securities Act of 1933 contains three specific pro- 
visions on civil liability : First there is section 11, which was considered 
at the time the most revolutionary of the provisions. Section 11 was 
borrowed very largely from the English Companies Act. Section 11 
provides that whenever a registration statement is filed under the 
Securities Act and contains any misstatement of material fact, or 
omits to state material facts required to be stated, then anybody who 
buys the registered security may sue the issuer, the officers, the direc- 
tors, the underwriters, the expert accountants, and the lawyers, and 
so On, 

Now, of course, under the old common-law rule, privity of contract 
was largely a bar to such suits, unless you could show actual fraud 
under some circumstances. But under subsection (a) of section 11 the 
plaintiff merely has to show a misstatement of material fact. He does 
not have to show fraud—does not have to show anything else. 

Mr. Hexxer. You mean that he does not have to show negligence. 

Mr. Loss. In some cases the defendant has a defense if he proves 
affirmatively that he made a reasonable investigation and had reason- 
able ground to believe that what he stated was true and accurate. 
That is section 11. 
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I suppose one reason that there have been relatively few actions 
under section 11 is that by the time the Commission clears a registration 
statement, it is examined so thoroughly that it is rather hard to con- 
ceive of a statement which gets through that has any material mis- 
statements in it. 

That is one of the provisions. 

The second one is section 12 (1). Section 12 (1) provides, as do most 
of the State “blue sky” laws, that anybody who violates section 5— 
that is the registration requirement—anybody who sells in violation 
of the registration requirement shall be civilly liable to the buyer, and 
that is the only thing that has to be proved. 

In other words, if I sell you a security which is required to be 
registered and is not, you can sue me and get your money back, or you 
can get damages if you have already resold the security. 

Section 12 (2) is the last of these provisions. Section 12 (2) is a 
sort of statutory rescission action. In some respects it it better than 
the common-law provisions, so far as the buyer is concerned, and in 
some respects it is not as good for the buyer. 

It provides in substance that any person who in selling securities 
makes a misstatement, or half-truth, shall be civilly liable to the 
buyer. And this section applies whether the securities are registered 
or exempt from registration. 

Mr. oan But would that encompass the theory of implied 
liability ¢ 

Mr. Loss. I have not come to that yet, Mr. Congressman. 

There are these three express provisions. That is in the 1933 act. 

Now, when we get to the Securities EXchange Act of 1934, there are 
also three express provisions, which I will not enumerate, unless you 
want me to, at the moment. 

And all of the other acts have at least one or two specific provisions. 

But beginning about 7 or 8 years ago, the courts have held, so far 
uniformly without a single dissent, that a purchaser who can show 
that he has been defrauded under the provisions of these acts has a 
civil remedy, even though there is no specific provision for civil suits, 
under the common-law theory that a person who violates a statute 
passed for the protection of a class is civilly liable to a member of 
that class even though that statute itself imposes only criminal sanc- 
tions. 

Mr. Heiter. Now, in those cases, while we are talking about them, 
who has been held liable, the issuer or the officers ? 

Mr. Loss. Neither, Congressman. Almost all of them have been 
suits by sellers instead of buyers of securities. Some of the defend- 
ants happened to have been officers, but they were sued not because 
they were officers; they were sued because they happened to be buyers 
of securities in their own right. 

Mr. Hetter. Is that because of this theory of implied liability ? 

Mr. Loss. I suppose—at least my view of the law is—that if the 
plaintiff can sue under the specific provisions, like section 11, he must 
do so, because I do not think Congress could have intended that a 
plaintiff can get around the specific restrictions in the particular 
sections by using this implied procedure. 

The second circuit court held a year ago, in Fischman v. Raytheon 
Manufacturing Company, that a buyer could sue the seller under this 
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implied doctrine even though he might have sued under the Securities 
Act. 

I must disagree with that decision, but that is what the second cir- 
cuit held. Now, whether the Supreme Court will ultimately agree, I 
do not know. 

Mr. Heuer. That was in what case ? 

Mr. Loss. Fischman v. Raytheon Manufacturing Company. 

Mr. Hetxer. I would like to be corrected if I am not right in making 
this statement, but I seem to gather from what you have said that 
there have not been many actions under the implied-liability doctrine ; 
is that correct ? 

Mr. Loss. There have not been many actions under sections 11 and 
12, but there has been an increasing numbers of actions under this 
implied-liability doctrine. 

Mr. Hetuer. Is that attributable to the accuracy, in your opinion, 
of the disclosures ? 

Mr. Loss. I think, so far as section 11 is concerned, that that is the 
chief explanation. I think that another explanation to some extent 
is—nobody knows—we are guessing: 

Mr. Heuer. I am asking, from your experience. 

Mr. Loss. I think another explanation is that by and large since 
1933 we have been in a period of increasing markets. There have 
been some breaks—in 1937 and 1946 and so on—but by and large the 
market has been going up. Buyers do not bother to sue when the 
market is going up. And I think to some extent the small number 
of suits is due to the inertia of investors. They may not know their 
rights; it is expensive to bring lawsuits; and so on. But I think the 
chief explanation is what you have stated, Mr. Chairman. 

Mr. Hetxier. Would you subscribe to the proposition that perhaps 
there is inability on the part of the security holder to disprove state- 
ments in the registration statement ? 

Mr. Loss. Well, as I indicated a few minutes ago, Mr. Chairman, 
I think that as a practical matter, by the time a registration statement 
clears the exhaustive examination which we give it, it is rather hard 
for a buyer to find anything wrong with it, unless we ourselves were 
taken in, negligently or otherwise. 

Mr. Heuer. I do not know whether you have this information 
available at the moment or not, and if you haven't, I would appreciate 
your furnishing the committee with it. 

I would like to know, Mr. Loss, in how many instances has the Com- 
mission issued a stop order subsequent to the effectiveness of the regis- 
tration statement and the making of the offering covered thereby ? 

Mr. Loss. You mean how many times have we issued a stop order 
after the statement has become effective, rather than before ? 

Mr. Hever. Yes. 

Mr. Loss. I can get the number, but the number is fairly large. I 
remember one case, the Globe Aircraft case, where we issued a stop 
order about a year and a half after the statement had become effective, 
after the issue had been sold, and after the issuer had gone bankrupt. 
You might ask why bother? Well, there was a possibility of section 
11 responsibility on the part of the officers and directors who perhaps 
were not bankrupt. And we thought that we ought to make a finding, 
as a matter of public record, as to what we thought was wrong with 
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the registration statement, in case there might be a private action. 
I think that a private action was subsequently filed under section 11. 
And I think the Congress intended there should be a correlation be- 
tween a stop order under section 8 (d) and an action under section 11, 
so that a private investor would not have to do all of the complicated 
work that might be needed to be done in order to prove that injuries 
resulted from misleading statements. 

Mr. Hetier. The stop-order procedures have been numerous; is that 
correct ? 

Mr. Loss. There have been a substantial number over the years; 
but not more than a few each year. 

Mr. Hetier. It is a fact, nevertheless, that only in few instances 
have the security holders been able to sue under section 11; is that 
correct ? 

Mr. Loss. That is correct. I think, if I may say so, that to a large 
extent that is due to the fact that the Commission when it does enter 
a stop order does so pretty promptly. I do not think there have been 
many cases where it a waited for a long time after the effective date. 
In other words, it tries to lock the barn door in time. 

Mr. Hetier. Would you say that the disproportionate number is 
perhaps due as a result of the Commission’s requirement of rescission 
offers or other forms of restitution ? 

Mr. Loss. I would say not so as far as section 11 is concerned. 

Mr. Hetier. How about section 12? 

Mr. Loss. Perhaps 12, in this way—12 (1) rather than 12 (2). 

When we find that a company has violated section 5—has sold secu- 
rities without registration, particularly if it has done so unwittingly, 
which sometimes happens—we suggest, though we have no way of 
requiring, that it register and offer restitution to those people who 
bought pursuant to its illegal offer. 

Now, of course, the 12 (1) actions are based on violation of sec- 
tion 5. But we have no way of requiring rescission. We could recom- 
mend criminal prosecution for violation of section 5 even where there 
is no fraud. But almost invariably our section 5 criminal cases have 
been combined with counts under the mail-fraud statute and under 
section 17, which is the fraud provision. 

Mr. Hewier. Mr. Loss, do you feel that the few actions which have 
been brought might—and I am just asking for your opinion, because 
if we can get some corrective legislation out of it, we would like to 
know about it—mean that the statute is inadequate insofar as sections 
11 and 12 are concerned ? 

Mr. Loss. Congressman, I do not think so. I think that the statute 
in that respect has worked just the way Congress expected it to work. 
Sections 11 and 12, particularly 11, were concededly designed to have 
an in terrorem effect. That is, the theory was that the very imposition 
of these liabiliites would make officers and directors and underwriters 
so careful that registration statements would be accurate, and I think 
it has worked just that way. I think that if you will look at the law 
reviews back in 1933 and 1934, you will find that that isso. I remem- 
ber particularly a very well prepared article written by Mr. Justice 
Douglas, then a professor, in the Yale Review. Everybody realized 
at the time, that section 11, like its English progenitor, was an in 
terrorem section. 
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Now, that section was intended to make underwriters and so on be 
more careful. Under the old system, which you know better than I, 
1 am sure, directors and officers went on boards of directors frequently, 
just to have their names on, and so on, and one of the theories of section 
11 was to correct that situation so that in the future those who served 
on boards would be careful about what they were doing. Section 11, 
by providing for civil liability without proof of negligence, has had 
that effect. 

I think that on the contrary, if there had been a lot of actions under 
section 11, there might be some question as to whether the Commis- 
sion had been doing its job properly. That may be a strange state- 
ment, but you understand what I mean. 

Mr. Hextrr. I do not think it is strange. I can see the theory, 
of course. 

On this question of insider’s profits, Mr. Loss, can you tell us how 
far the Commission has gone in amicus curiae cases and actions 
brought under section 16? 

Mr. Loss. Section 16 (b) of the Securities Exchange Act of 1934. 
Well, we have entered most of those cases, Congressman, as 
amicus curiae. With one or two exceptions, they have all been brought 
within the second circuit in New York. I will say in passing that 
I know of at least one case in the second circuit where we stayed 
out, and it came back to me, to my ears, from one of the judges’ law 
clerks that the court did not like that at all, that they thought that 
we should have come in and helped. We almost invariably come in. 

Mr. Hetier. Have there been many of those actions? 

Mr. Loss. There have been, I would say, roughly 30. 

Mr. Hetier. You mean during the past 18 or more years? 

Mr. Loss. The first one was not brought until the early °40’s, but 
they are increasing in recent years as a result of the bar’s becoming 
familiar with section 16 (b). 

Mr. Hetier. Would you be good enough to supply that information 
for the record ¢ 

Mr. Loss. We will give you a list of them, and the citations. 

Mr. Heuier. Yes, and the status of each. 

Mr. Loss. Some have been séttled. We will give you all of them. 

(The information requested follows :) 


ACTIONS UNDER SECTION 16 (b) OF THE SECURITIES ExCHANGE ACT oF 1934 


We do not have complete information about dates of institution of actions 
under section 16 (b), and we therefore have supplied the dates of the decisions 
and have indicated which are still pending. The CCH citations given in some 
cases refer to Commerce Clearing House, Federal Securities Law Service. Where 
we have knowledge that a case was settled without any opinion of the court, 
either interlocutory or final, we so indicate. In a number of the cases in which 
there are citations to opinions the opinions were interlocutory and the cases were 
subsequently settled. We do not have complete information as to all the cases 
that have been settled. 


imerican Distilling Co. v. Brown: * 
N. ¥. Sup. Ct., Aug. 9, 1944, unreported 
184 Misc. 431, 51 N. Y. S. 2d 614 (Sup. Ct. 1944) 
269 App. Div. 763, 54 N. Y. S. 2d 855 (1st Dep't, 1945) 
295 N. Y. 36, 64 N. E. 2d 347 (1945) 
Arbetman vy. Playford: 83 F. Supp. 335 (S. D. N. Y. 1949) 
Benisch vy. Cameron: 81 F. Supp. 882 (S. D. N. Y. 1948) 
Berkey & Gay Furniture Co. y. Brenza: (N. D. Ohio 1948) ; settled 
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Berkey & Gay Furniture Co. v. Wigmore:* (S. D. N. Y., April 15, 1947, and 
July 21, 1947, unreported) 
Bertwitz v. Adams Express Co.: (S. D. N. Y.) ; pending 
Blau v. Hodgkinson:* 100 F. Supp. 361 (S. D. N. Y. 1951) 
Busch v. Quigan: (S. D. N. Y¥.) ; pending 
Colby v. Kiune:' 
CCH 4 90, 443 (S. D. N. Y. 1949) 
178 F. 2d 872 (C. A. 2, 1949) 
Carr Consolidated Biscuit Co. y. Moore:* (M.D. Pa. 3; pending 
Claughton v. Missouri-Kansas-Teras R. R. Co.: (S.D. Fla.) ; pending 
Consolidated Engineering Corp. v. Nesbit:' 102 F. Supp. 112 (S. D. Cal. 1951) 
Dottenheim v. Emerson Electric Mfg. Co.: 
(E. D. N. Y., Oct. 4, 1946, unreported ) 
7 F. R. D. 195, 343 (EB. D. N. Y. 1947) 
77 F. Supp. 306 (E. D. N. Y. 1948) 
Eversharp v. Robbins:* (S. D. N. Y., Nov. 20, 1959) - settled 
Fistel v. Beaver Trust Co.: 94 F. Supp. 974 (S. D. N. Y. 1950) 
Fistel y. Christman: CCH 4 90,514 (S. D. N. Y., Aug. 24, 1951) 
Gratz v. Claughton:* 
(S. D. N. Y., April 2, 1947, unreported) 
187 F. 2d 46 (C. A. 2, 1951) 
Grossman vy. Young: * 
70 F. Supp. 970 (S. D. N. Y. 1947) 
72 F. Supp. 375 (S. D. N. Y. 1947) 
Writ of prohibition denied sub nom. Young v. Rifkind (C. A. 2, Oct. 13, 
1947, unreported) 
R. Hoe & Co. vy. McCune:* (S. D. N. Y., Nov. 14, 1949) 
Jefferson Lake Sulphur Co. vy. Walet:’* (EB. D. La.), pending 
Kogan vy. Schulte:* 61 F. Supp. 604 (S. D. N. ¥. 1945) 
Levin v. Yates: CCH § 90,494 (S. D. N. Y., Dee. 15, 1950) 
Magida vy. Continental Can Co.: 
CCH § 90,515 (S. D. N. Y., Nov. 8, 1951) 
CCH § 90,520 (S. D. N. Y., Feb. 11, 1952 
Park & Tilford, Inc. vy. Schulte:* 
(S. D. N. Y., Dee. 14, 1945, unreported) 
160 F. 2d 984 (C. A. 2, 1947), cert. denied 332 U. S. 761 (1947) 
(8. D. N. Y., June 18, 1948, unreported) 
Pottish v. Divak:* 71 F. Supp. 737 (S. D. N. Y. 1947) 
Ratmer v. Lehman:* 
98 F. Supp. 1009 (S. D. N. Y. 1951) 
193 F. 2d 564 (C. A. 2, 1952) 
Shaw v. Dreyfus: 
79 F. Supp. 533 (S. D. N. Y. 1948) 
172 F. 2d 140 (C. A. 2, 1949) 
Cert. denied 337 U. 8S. 907 (1949) 
Smolowe vy. Delendo Corp.: : 
36 F. Supp. 790 (S. D. N. Y. 1940) 
46 F. Supp. 758 (S. D. N. Y. 1942) 
136 F. 2d 231 (C. A. 3, 1943) 
Cert. denied 320 U. S. 750 (1943) 
Steinberg v. Sharpe:* 
95 F. Supp. 32 (S. D. N. Y. 1950) 
190 F. 2d 82 (C. A. 2, 1951) 
Stella vy. Graham-Paige Corp.:* (8S. D. N. Y.) ; pending 
Truncale v. Blumberg:’ 
80 F. Supp. 387 (S. D. N. Y. 1948) 
83 F. Supp. 628 (S. D. N. Y. 1949) 
88 F. Supp. 677 (S. D. N. Y. 1950), aff'd sub nom. Truncale v. Scully, 182 
F. 2d 1021 (C. A. 2, 1950) 
Twentieth Centruy-Foxr Film Corp. v. Jenkins: 7 F. R. D. 197 (S. D. N. Y. 1947) 


Mr. Loss. We think—I believe the Commission thinks, and I know 
I do—that that section has had a very salutary effect, although I guess 
it is the most unpopular single section under all of these acts from 
the point of view of management. That is understandable. 
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Mr. Heiter. Why would there be so few cases? 

Mr. Loss. In recent years there have been about 30, and I think one 
reason that there has been so few is the absolute provision that, if 
one buys or sells within 6 months and makes a profit, he is going to 
have to pay it back, so insiders just do not do it. 

Mr. Hetier. They have to make restitution; is that what you are 
referring to? 

Mr. Loss. No; 16 (b) provides, as you know, that when an insider 
makes a profit from a short-time trade within any 6-month period, 
he has to pay the profit over to the company. If the company will 
not sue, any stockholder or bondholder can bring suit in the company’s 
name; but, since the insiders know they have no defense, there just is 
not anything to litigate; they just do not do it. 

Another reason why they jf not do it is because the capital gains 
tax period is 6 months. If the capital gains period were longer than 
6 months, I think that 16 (b) would be a good deal tougher. It would 
have a good deal more stringent effect on insiders. 

Mr. Hetier. Who is the party plaintiff in that type of an action? 

Mr. Loss. Sometimes the company ; but sometimes the company will 
not sue—and you can understand why the company might not sue, 
because the insiders might control the company. In that event, any 
security holder can bring suit in the company’s name, and the court 
will award him counsel fees out of the amount of judgment. 

Mr. Hewirr. Do you think it might be a fairly good idea if the 
Commission would institute such actions itself on behalf of the com- 
pany or the plaintiff, as just described ¢ 

Mr. Loss. No, sir, Congressman. It gets to be a matter, I suppose, 
of one’s personal ayy pam of government. Personally—I cannot 
speak on this for the Commission—I believe personally in a minimum 
of government. I think that the Government should not come into 
private litigation unless absolutely essential. I think in the case of 
16 (b) it is not essential. It is not necessary at all, because as long as 
the law provides that any security holder can sue there are enough 
members of the bar who are perfectly happy to bring such suits on a 
contingent-fee basis, so that there is just no need to have the Govern- 
ment in. 

The second circuit stated in the very first case that went up that the 
allowance of fees should not be niggardly—that is the expression they 
used—because the court said that was the real incentive to enforce 
16 (b), and it has worked just that way. 

I think there is general agreement that 16 (b) has worked quite 
well. The criticism usually comes from the people who want to water 
it down, which I would disagree with personally. 

Mr. Heuer. Mr. Loss, it has been noted that the practice of officers 
and directors, accountants, attorneys, and other experts being indem- 
nified for liability under the registration requirements of the 1933 
and 1934 Acts has grown. 

Now, how far does this actually go? 

Mr. Loss. It is quite widespread. 

Now, it will take me 2 or 3 minutes, but if you like I can give you 
the background of that. 

Mr. Hewier. Yes. 

Mr. Loss. The practice got its start, or was encouraged, by a decision 
of the New York Supreme Court. I can give you the exact date in 
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just a moment. In 1939, Mr. Chairman, the New York Supreme 
Court decided in the New York Dock Company v. McCollum (173 
Mise. 106, 16 N. Y. S. (2d) 844)—and I think corporate management 
suffered quite a shock as a result of that decision—that a director 
could not be reimbursed even when he successfully defended a stock- 
holder's suit. The action was a declaratory judgment by the corpora- 
tion against certain of its directors to determine their right to reim- 
bursement. I do not remember what the principal action was—it was 
not a suit under the securities acts at all—but it was agreed after the 
directors had successfully defended the principal action that the 
company would bring suit against them for a declaratory judgment 
and see whether they could be properly reimbursed, and both sides 
agreed that no appeal would be taken. That is why the case ended 
in the supreme court. 

Mr. Hetier. Of course, that action as to damages was reduced to a 
declaratory judgment. 

Mr. Loss. Yes. The court held, in that declaratory judgment, that 
the company could not properly reimburse its directors, even though 
they had successfully defended the stockholders’ suit. 

Now, the result of that case was a wave of provisions for indemnifi- 
cation in advance. You see in that case there was no indemnification 
agreement and that case is really what started it off—what gave im- 
vetus to the indemnification trend. Incidentally, a decision of the 
New Jersey court a year later went the other way. 

Mr. Hever. How far has it gone, actually ? 

Mr. Loss. It is very, very common now. Some States passed stat- 
utes which authorize or direct indemnification; some States authorize 
indemnification if permitted by the charter or by the bylaws, by a 
vote of the stockholders; and a third type of statute leaves it up to 
the courts to provide for the assessment of litigation expenses against 
the corporation. 

With or without statutes, we have found almost invariably that the 
officers and directors have sought to be indemnified by the issuer 
against possible liability under section 11. We took the position that 
such agreements were probably void; that they were certainly void 
insofar as officers and directors might be at fault; and that they were 
perhaps void even regardless of whether or not they were at fault, 
because, as you can teadily see, advance indemnification completely, or 
almost completely, removes the in terrorem function of section 11 if 
the officers or directors know in advance that they are going to be 
indemnified. It is not working the way Congress expected it would, 
if they are going to evade section 11 liability. 

Mr. Heuer. That i is your personal opinion? 

Mr. Loss. No, that is the Commission’s opinion also. 

I agree with the Commission’s official position that these agree- 
ments, so far as they seek to indemnify under section 11, are void as 
being contrary to public policy, and we take the position under the 
Securities Act, officially, that if there is such an indemnification agree- 
ment we will not accelerate the registration statement unless they use 
what is now called the Johnson & Johnson formula, because it was 
worked out in a Johnson & Johnson registration statement. Under 
this formula the indemnification agreement provides that officers or 
directors will not be paid unless there is first a court determination 
of the legality of doing so. There has never yet been a test of it. 
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But that is the way we state our position and we put the public on 
notice that they may have a personal cause of action against these 
people even though they are indemnified as a matter of form. 

Mr. Hexier. Do you think that the act should be amended with 
respect to the facts as you have outlined them ? 

Mr. Loss. Well, it probably would not do any harm, Mr. Chairman, 
to provide specifically that an agreement which purports to provide 
indemnification for habilities under section 11 shall be void. I am 
fairly confident that the courts will so hold anyway, and if you ask 
about amendments I think that it is perhaps misleading, if I may 
say so, to consider amendments in isolated form, I think that you must 
have a priority of amendments. You must consider what amendments 
are most essential. There are many, I think, that would be much more 
essential than this one. 

Mr. Hetier. Coming back for a moment to page 1 of your state- 
ment, fourth line from the bottom, in which you state: 

Under chapter X of the Bankruptcy Act the Commission participates in many 
proceedings in the United States district courts and on appeals in these 
proceedings. 

Mr. Loss, could you tell us what criterion the SEC uses in deter- 
mining whether or not to participate in chapter X proceedings ¢ 

Mr. Loss. Yes; our criterion is public interest and I can give the 
rough rule of thumb we use. 

Mr. Hetxier. Will you state what it is? 

Mr. Loss. If you do not mind my referring to this bbok—— 

Mr. Hetuier. You are referring to your book ¢ 

Mr. Loss. If you do not mind Loss referring to Loss. 

Mr. Hetirr. What is the title of your book ¢ 

Mr. Loss. Securities Regulation. 

If you will pardon me for just a moment. I have never found it 
possible to carry figures around very long in my memory. 

As a rough guide, we consider that procedures involve the public 
interest for purposes of our participation under chapter X of the 
Bankruptcy Act if they concern publicly held securities in an amount 
of $250,000 or more; but we have participated occasionally in smaller 
cases where there were special features, perhaps where there was a 
significant question of interpretation of the statute, or occasionally 
we have participated upon invitation of the judge even though a 
smaller amount was involved. 

There again it is a matter of the budget and how far we can spread 
ourselves. 

Mr. Hetxier. However, as a general proposition, Mr. Loss, does not 
the Commission participate in these reorganization proceedings, if 
the securities are in the sum of $250,000 or more ¢ 

Mr. Loss. Yes. Occasionally less. 

Mr. Hetter. Yes, but if that sum is there, then there would be the 
desire on the part of the Commission to participate, is that correct? 

Mr. Loss. Yes. Of course, you must remember, Mr. Chairman, that 
under the chapter X provisions we must come in if the court asks us. 

Mr. Hetier. Yes; I understand that. 

Mr. Loss. And we are pot interlopers even when we ask. Congress 
expected that we would ask to come into these cases and be in a posi- 
tion to give expert and impartial advice to the courts. We are parties 
when we come in, even without being asked to come in. 
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Mr. Hetier. The public interest that you talk about could be there, 
independent of the $250,000 feature; is that not correct? 

Mr. Loss. Well, that is a rough rule of thumb by which we measure 
whether there is a public interest. 

If the securities are privately held, even though there are severa! 
million dollars of them, we do not think that there is enough public 
interest ; but if the public holds them as distinguished from insiders, 
if it is not a close corporation, and if the amount of securities held by 
the public is that figure, we think that is a pretty good idea of public 
interest. 

Mr. Heuer. Let us take the Tucker case. I think that their securi- 
ties were held in the amount of about $26,000,000. Perhaps it was 
between $17,000,000 and $20,000,000. I do not have the exact figures 
— me now. As I recollect, the Commission did not participate 
in that. 

Would you know of any reason why the Commission failed to par- 
ticipate in the Tucker case under chapter X ¢ 

Mr. Loss. I am under the general impression that we did partici- 
pate. 

Mr. Heuer. Well, we will hold that in abeyance, and we will get 
the answer later. 

Mr. Loss. All right. 

Mr. Hetuier. Then we can proceed with these other matters. 

I believe you testified in the beginning of your testimony today that 
you are in charge of the legislative work. 

Mr. Loss. Yes. 

Mr. Hetter. Mr. Loss, would you be in a position to state for this 
committee the status of the legislative revision program that you have 
been carrying on with the industry? 

Mr. Loss. I will, although it will take a little while. I just want to 
say that it will take at least 15 minutes to give even a rough idea of the 
history of this thing, going back 10 years. 

Mr. Hewier. Let me ask you this: Has there been any work in con- 
nection with the revision, since it was considered, we understand, quite 
a few years ago? 

Mr. Loss. Yes; we have been very active in negotiations and are 
now. 

Mr. Hetier. Rather than take 15 minutes and give us such a long 
dissertation, would you tell us what the major emphasis at the present 
time is? 

Mr. Loss. Yes; that is fairly easy. I can do that. 

Mr. Hetter. All right. 

Mr. Loss. We have felt since 1940, when we first began discussing 
the proposed amendments with representatives of the security indus- 
try—we have always agreed with them to this extent, that the Secu- 
rities Act ought to be amended—section 5, that is—to legalize selling 
efforts as distinguished from actual sales or contracts of sale, or con- 
tracts to sell, during the waiting period. 

That is, we have always, since 1940 at any rate, agreed that in prin- 
ciple it is almost impossible—I think myself it is impossible—to dis- 
tinguish, as the law now tries to distinguish, between the dissemination 
of information, which is encouraged, and selling effort, which is a 
criminal offense. 





STUDY OF SECURITIES AND EXCHANGE COMMISSION 471 


Now, salesmen are not educators and when they are disseminating 
information they are hoping to secure a sale eventually. 

Mr. Hetier. You agree that they are still puffers at this stage; is 
that right? 

Mr. Loss. I think that salesmen try to sell and do not try to educate. 
The extent to which they become puffers is a nice question, as you 
know. 

Now, the question which divided us in 1940, and which I think maybe 
we are on the verge of agreeing on, was the conditions under which 
preeffective offers should be legitimized. The industry took the posi- 
tion in 1941, when we came to the full Committee on Interstate and 
Foreign Commerce, that there ought to be preeffective offers without 
any particular conditions. We said, “Well, if you will legalize pre- 
effective offers, then you ought to be very certain that each prospec- 
tive buyer actually sees the prospectus before he makes up his mind, 
not afterward.” 

Today the sale is made and the buyer is given the prospectus with 
the delivery of the stock or the confirmation. That is what is done 
in most instances. ; 

Mr. Heuer. In your opinion, what percentage of people actually 
do not see the prospectus until after the sale? 

Mr. Loss. It is hard to say, Congressman, but certainly it is safe 
to say that most people do not see it—most public buyers, as distin- 
guished from dealers, do not see the prospectus—until after the de- 
livery. 

Mr. Heuer. I think at some place in our testimony a percentage of 
80 or 85 percent is given. 

Mr. Loss. Who can say? I do not know. 

Mr. Hevier. Would you say that that is a wild or a conservative 
estimate ¢ 

Mr. Loss. I would not say that it is wild, necessarily. It might be 
true. But I would certainly say over 50 percent. Now, whether it 
is 50 or 90 percent I do not think anybody can say, Congressman. 

Mr. Heiter. I am glad to have your opinion on it. 

Mr. Loss. So we said in 1941, “All right, you legalize preeffective 
offers, if you want to. We think that would be a good idea. But, 
provide in section 5 that each buyer shall have the prospectus for, let 
us say, 24 hours before you may legally make a contract with him.” 

Well, the industry at that time said, “No, that would be bad.” But 
they said, “We will go along this far. Let us make the contract im-. 
mediately upon the effective date and if the particular buyer has not 
received the prospectus 1 day in advance, then give him the right to 
get out for 1 day after the contract.” 

That was the difference between the procedure which we suggested 
and the procedure suggested by the industry. Subsequently the in- 
dustry’s suggestion became known as the out clause. During recent 
years a lot of people have said that we originated the out clause. 
Actually, it was the securities industry’s idea. 

Mr. Hetier. How did it work out? 

Mr. Loss. Well, the 1941 program got nowhere, as you know. The 
war came. Hearings were completed early in 1942, and we have five 
volumes of very lovely testimony—that is all—with a lovely index. 
That is about all we can say for it. 
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_ In 1947 after the war, we tried to revive the program. Now, this 
is why I answered one of your last questions the way I did. When 
you asked if section 11 should be amended, I said that there should 
be a priority. In 1947, we thought we had bitten off too much. We 
came in in 1941 with about 80 proposed amendments, about 50 of 
which were agreed to by the industry, but I might add that the more 
important ones we did not agree upon. And, I must say, with all 
deference to the committee, I do not think that any group of men 
not. experienced with 5 or 10 years in the SEC would have been able 
to follow those 80 amendments. It was just too much to bite off at 
one time. 

So, we decided in 1947 to tackle the most vital section—that we 
should devote our time to section 5 and get that cleaned up—clean 
up section 5 and then there would be time enough to come back with 

the other amendments. 

' Mr. Hetirr. Mr. Loss, may I ask you there, in connection with the 
50 proposed amendments agreed to by the industry, was that in 
1941 or 1947 ? 

Mr. Loss. 1941. : 

Mr. Hetier. You mentioned 1947. 

Mr. Loss. In 1947 we revived the program. We said that we wanted 
to end the controversies in connection with section 5. That was the 
top priority. That is the one we wanted to clean up first. 

Mr. Hetxer. Did section 5 include the provisions that were agreed 
upon ? 

Mr, Loss. No; I am afraid that most of the provisions under section 
5 were where the basic disagreements were in 1941. It was decided in 
1947 that we would make our recommendations as to the more im- 

ortant provisions of section 5. A lot of those amendments would 
1ave been nice, if the amendments had been made, but we have lived 
with the statute now for 15 years and it has for the most part been 
interpreted the way we think it should anyway. So a lot of the 1941 
proposals are no longer too important. It would be nice if the acts 
were perfect, but statutes are rarely perfect anyway. 

Mr. Hetrter. Would you say that decisions have been made as to 
most of them ? 

Mr. Loss. No; not all of them. But after all we have lived for 11 
years with the acts since 1941 and we have had a lot of decisions. 

Well now, in 1947, the Commission’s staff committee said, “All 
right. In order to reach an agreement we shall offer to the industry 
essentially the industry’s formula. Let them make the offering in the 
preeffective period. Then let them make contracts immediately on 
the effective date, but give the buyer two business days to get out if 
he has not seen the prospectus in advance.” 

By that time, for whatever reason they had, the industry were un- 
willing to take the formula, even though it was substantially their 
own formula in 1941, 

So, the amendment program kind of died again in 1947 or 1948. 

It has been a rather frustating experience, Congressman. 

Just recently we have had some more discussions, and, while the 
Commission has made nothing public, about a year ago we gave a 
proposed draft to the Investment Bankers Association, the National 
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Association of Securities Dealers, the New York exchanges, and one 
or two other groups, and we asked them not to publish it. 

Mr. Hetier. When did you give them that ¢ 

Mr. Loss. We gave them that almost a year ago. I think you have 
a copy. If not, I will be very happy to supply you with one. I am 
sure that the Commission will be happy to doso. 

Mr. Heuter. What action then was taken ¢ 

Mr. Loss. I was just about to describe that. 

Mr. Hetxer. Yes. 

Mr. Loss. This draft was an attempt to cut the Gordian knot. We 
said to the industry, “All right; we have been haggling over this off 
and on for 10 years. We will take your formula for the preeffective 
offers, and for the rest leave the statute pretty much as it is. Send a 
prospectus along with the security or the confirmation.” 

We would like to work out a system of providing the prospectus in 
advance, but apparently it is impracticable, or at least I think so. We 
said, “We are realistic enough to more or less agree with you, and 
Congress is so busy these days”—I take it that you want me to speak 
frankly 

Mr. Heuer. Yes. 

Mr. Loss.—“that it would be very hard, if not impossible, for the 
SEC to get amendments through over the concerted opposition of the 
industry.” We said, “Perhaps you likewise will concede that it would 
be difficult if not impossible for you to get your views through if we 
opposed you.” 

So, we said, “Let us sit down together and let our hair down and see 
if we cannot agree on something that might go through without oppo- 
sition—without any contest—that might be in the public interest.’ 

And so we proposed basically this idea: Legalize preeffective offers 
if made either orally or by means of a preliminary prospectus—what is 
today called the “red herring” prospectus—today they use a notation 
to the effect that this is not intended to be an offering, although I have 
always thought that it was in practice—or a so-called identifying 
statement. The identifying statement would include 10 or 12 cate- 
gories of basic information and would be processed by the Commission 
before it could be used. 

In addition, it would be legal to use what we call the “tombstone 
ad”—that is, just name the security and its price and state where a 
prospectus may be obtained. But it would not be legal to use any 
other writing during the preeffective period. 

Then, after the effective date, immediately upon the effectiveness, 
you could sell the way you do today. But it would be a condition of 
this program that the Commission would refuse to accelerate the effec- 
tive date of the registration statement unless it was satisfied in each 
case that the underwriters had given each prospective selling group 
dealer not merely one prospectus, which is what 1s required today, but 
enough copies to meet all reasonably expected demands from public 
customers. 

In other words, our theory was this—forget the legal language, our 
theory was this: As soon as the registration statement becomes effec- 
tive—or perhaps 10 days thereafter, after the issuer has received the 
first letter of comment from the Commission staff so that it could 
fix up whatever deficiencies there were in the statement—then under- 
writers and dealers could use a statutory prospectus which would be 
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complete except for price. The price would come along after the 
effective date. The securities industry would also be given the ad- 
vantage of the identifying statement, which would be a two- or three- 
page summary. And, in my opinion, most investors would be more 
helped by a good summary than by a complete document. I am not 
an analyst. Iam a lawyer. 

Each of these identifying statements would have to state, “You 
can get a prospectus if you ask for it, by writing to so and so.” And 
we would hope that in that way people would gradually be educated 
to ask for prospectuses, but even if they did not, at least they would 
get summaries, whereas today most of them get nothing before they 
become committed. 

Mr. Hetrer. Mr. Loss, as I understand it, then these ideas and 
suggestions which you have just discussed were sent, in draft form—— 

Mr. Loss. Draft of a bill. 

Mr. Heuier. Draft of a bill, to the Investment Bankers Association, 
and others. 

Mr. Loss. Yes. 

Mr. Hetier. Now would you, for the record, furnish us with this 
draft bill and let it be a part of your answer to the question at this 
point in the record ? 

Mr. Loss. Yes; by all means. 

(The material referred to above was submitted for the subcom- 
mittee’s files.) 

Mr. Hetxier. Thank you. I think that that is very illuminating. 

Mr. Loss. I might make a further observation, particularly if the 
transcripts of these hearings are not to be made public for the time 
being. 

Mr. Heuer. For the time being they are not to be, but I think that 
they probably will be later. 

Mr. Loss. May I say something off the record ? 

Mr. Hetuer. Yes. 

(After informal discussion off the record. ) 

Mr. Heuer. Suppose you state for the record what you said that you 
prefer that this material not be made part of the record at this point 
and give your reasons, without identifying people, and then consent 
at sometime in the very near future, when we can put it on the 
record. 

Mr. Loss. Let me say this: I shall consult the Commission as to 
furnishing the current proposals for the transcript. We have certain 
tentative proposals now under consideration which have not yet been 
made public. I shall be happy to ask the Commission whether it 
desires to make them available to this committee, but I think the Com- 
mission would prefer in any event that the documents not be made 
public for the time being. I rather imagine that by the time this 
record generally is made public there will no longer be any objection 
to making these documents publicly available. 

Mr. Hetier. Off the record, please. 

(After informal discussion off the record.) 

Mr. Loss. The reason I think that it would be preferable not to 
make these documents public now is that they are still in an indefinite 
form. Moreover, a number of associations which should be con- 
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sulted, and certainly will be before these proposals are submitted to 
Congress, have not yet had an opportunity to comment on them. 

r. Heiter. Do you want to discuss that Tucker case again, Mr. 
Loss ¢ 

Mr. Loss. Yes. Mr. Chairman, I am now informed that my re- 
marks were erroneous. We did not participate in the reorganization 
and we did not do so for the following reasons—primarily, because 
we did not think that any reorganization would be feasible. We 
thought that in all probability the proceeding would end in liquida- 
tion, which we still think will undoubtedly happen, and we did not 
think there was any particular point in our participating in proceed- 
ings that were almost certainly destined to end up with straight 
bankruptcy proceedings. 

Secondly, we were already in the criminal case at that time and 
we had some question as to whether our impartiality might not be 
attacked if we took part in the reorganization. 

At the same time, Congressman, we did not want to come in and 
urge liquidation, because we did not want to be in that position. We 
were confident that the company would have to be liquidated in the 
end. We thought that the court would come to that conclusion 
himself, so we saw no reason why we should urge liquidation. So we 
stayed out, especially since we were prosecuting a criminal case any- 
way. We had recommended a criminal proceeding against Tucker 
individually, and certain other individuals. 

Mr. He.ier. But, Mr. Loss, the Tucker Corp. did not end, as I 
understand, in straight bankruptcy, did it? 

Mr. Loss. It is my general impression that the trustee has recom- 
mended a reorganization plan looking toward liquidation. 

Mr. Hewier. Mr. Loss, as I understand the organization of the 
Commission and the assignment of legal work, while there is a large 
measure of coordination, there is some division of responsibility on 
legal matters so that lawyers assigned to operating divisions and 
regional offices are responsible to the administrative heads of their 
divisions. Is that correct? 

Mr. Loss. That is correct. That is, administratively, although in 
certain legal cases they are responsible to the general counsel. 

Mr. Heuuer. And the office of general counsel is directly responsible 
to the Commission; is that correct? 

Mr. Loss. That is correct. 

Mr. Heuer. In addition to the lawyers assigned to the divisions 
and to the regional offices and your own office, there is, of course, the 
chief counsel of the Public Utilities Division and the special adviser 
on reorganization in the Division of Public Utilities. 

Mr. Loss, That is right. 

Mr. Heuer. Do you believe that the division of responsibility on 
legal matters is the most efficient arrangement ? 

Mr. Loss. Congressman, I do not think so. 

Mr. Heiter. Would you recommend that all lawyers who are 
employed by the Commission be responsible directly to the office of 
the general counsel ¢ 

Mr. Loss. Well, I would not say “Yes,” without qualification, by 
any means. I do think, however, perhaps because I grew up wi 
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the old organization prior to 1942, that it would be more efficient to 
ts the A counsel a greater measure of legal responsibility than 
ehastoday. I can add to that if you would like. 

Mr. Heuer. Yes. 

Mr. Loss. I, myself, must emphasize that this is only my own 
opinion and I am hardly an unprejudiced observer, because I am in 
the general counsel’s office. 

On the other hand, may I state something else off of the record / 

Mr. Heuer. Yes. 

(After informa] discussion off of the record.) 

Mr. Loss. Now, I feel that the greatest area of inefficiency is per- 
haps in our litigation. Basically our system is this: The Division 
of Trading and Exchanges is responsible for investigations. It is also 
responsible for uncontested injunction cases. 

When a case becomes contested, it shifts to the general counsel. 

It has been my experience and observation that that makes for a 
certain amount of duplication and that it may be better, at least in 
principle, if all of the litigation and perhaps—I say perhaps—the 
investigations were handled in a central office, which is what was done 
until 1942. 

I am not at all sure about the investigations as distinguished from 
litigation. 

Mr. Hetier. Would you preserve the separate counsel in the Public 
Utilities Division ? 

Mr. Loss. I think that it may be that in time, as the section 11 
program is terminated, it might be efficient, but not for the moment, 
to abolish the office of the chief counsel in the Utilities Division and 
merge that with the general counsel’s office, but I would not do that 
now, and if you will permit me I will state my reasons. That work 
is so specialized that it has been quite efficient to have a separate 
chief counsel in that Division. 

I think, too, that the general counsel might have something more 
to say than he does now as to interpretative questions which are now 
‘ handled in the operating divisions, but I readily admit that there 
may be two different points of view as to that and that I may be 
simply prejudiced as to that by the fact that I grew up under another 
system. 

I do not want to be understood as saying that there is any great 
inefficiency today. I think that it is a matter of opinion and point 
of view and no matter what legal arrangements you have, when you 
have a lot of complicated law work, there is bound to be a certain 
amount of overlapping in any large office. Fortunately we are sufli- 
ciently small, as an agency, so that we operate pretty informally. 
We do not stand on formality, for the most part. We spend a good 
deal of our time across division lines working closely together on 
an informal basis and there has been a minimum of friction. 

I think undoubtedly the Commission is aware of these matters of 
organization and I am sure that they have thought about them from 
time to time, and I we that there may be some further reorgani- 
zations in the future. I think that I would suspect any agency which 


never reorganized. I think that, as it gathers experience, any agency 
should be willing to try new methods of doing business. 





STUDY OF SECURITIES AND EXCHANGE COMMISSION 477 


I might say that the Hoover Commission task force which studied 
the SEC recommended a greater degree of centralization of legal 
work in the general counsel’s office. 

Mr. Heuer. At the present time, Mr. Loss, except for original 
proceedings in chapter X cases, cases involving the Public Utility Act 
and uncontested enforcement suits, all litigation involving all the acts 
administered by the SEC come under the jurisdiction of your office; 
is that correct ? 

Mr. Loss. That is correct, sir. 

Mr. Hetter. In any event, irrespective of where a matter originates 
and who handles it at the outset, when the case reaches the appellate 
courts, your office takes charge. 

Mr. Loss. That is correct. 

Mr. Hetier. Would you say that the statement of January 15, 1952, 
substantially describes all of the other functions and duties of your 
office ? 

Mr. Loss. Yes. We tried to make it accurate, within the space 
limitations. It is substantially complete. 

Mr. Hetter. Is there a statistical breakdown of cases handled by 
the legal staffs of each of the 10 regional offices ? 

Mr. Loss. That would be injunction actions and administrative pro- 
ceedings such as revocations of brokers’ registrations. We could prob- 
ably get up such a statistical breakdown without too much difficulty, 
by regional offices. 

I am advised by my colleagues here that the table which appears on 
page 16 of our statement, to which you have just referred, contains 
the only breakdown by regional offices that we have been able to 
obtain. It is a summary of investigations instituted by regional 
offices. 

Now, I should state, if it is not already clear from the general 
statement, that while the attorneys in the regional office do the actual 
trial work for the most part, they do so under the supervision of the 
general counsel, if it is a court action, or under the supervision of the 
Division of Trading and Exchanges if it is an administrative action. 

Mr. Heuier. Mr. Loss, you are now referring to appendix D? 

Mr. Loss. That is correct. 

Mr. Hetter. On page 16? 

Mr. Loss. Yes, sir. 

Mr. Hetter. Of the statement of December 3, 1951? 

Mr. Loss. That is correct. 

Mr. Hetier. I am familiar with that statement; but I am just 
wondering whether you could not furnish us with a statistical break- 
down for each of the 10 offices, which would show the type of cases 
handled; when the cases were instituted; when the cases were com- 
pleted ; the present status of the cases if not completed; the names and 
addresses of counsel associated with the cases who were previously 
connected with the SEC and what office they held in the SEC. 

I know that that is quite a big job. 

Mr. Loss. How many years back would you like to go, Congress- 
man?’ That would determine whether we could do it within lives 
in being. 

Mr. Heiter. Can you go back say 6 years on that? 
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Mr. Loss. I would think that is practical, Congressman; yes. I: 
will be quite a job, but I think we can do it. 

Mr, Hetuer. There is no rush about that. 

Mr. Loss. You are referring now to formal actions in court or 
formal administrative proceedings? 

Mr. Hetter. Yes. 

Mr. Loss. You want the administrative proceedings, as well as 
court actions ¢ 

Mr. Heiter. That is right. 

Mr. Loss. All kinds, under all statutes ? 

Mr. Hetier. Yes. 

When you furnished us with that report, we will consider it as 
your answer at this point in the record. 

Mr. Loss. All right. 

(The matter requested is as follows :) 


ADMINISTRATIVE AND CouRT CASES HANDLED BY THE REGIONAL OFFICES 


For convenience we have taken the 1947 fiscal year as a starting point and 
have covered in the following tables cases instituted on or after July 1, 1946. 
Instances of participation in these cases by personnel formerly connected with 
the Commission or their law firms are described in footnotes to the tables. While 
we have made an extensive survey to gather such data, we have only a limited 
amount of information regarding the association of former Commission per- 
sonnel with law firms, and our records may not be complete in some cases. 
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Mr. Heuter. I have looked over the Commission’s annual reports, 
Mr. Loss, and they certainly contain very valuable statistical data, 
but there is some additional information which this subcommittee 
would like to have you prepare. 

As to reorganization cases under chapter X and section 77 B, in 
which the SEC actively participated, would you provide us with 
the following information: 

Starting with cases initiated in 1945, can you give us the names 
of the cases; the date that petition was filed; the date when the 
SEC filed the notice of appearance; the amount of the scheduled 
indebtedness; the classes of securities involved; the number of plans 
filed; the name of the trustee or trustees; the name of pact for 
debtor—and if any of them were formerly associated with the SEC, 
advise the dates when their employment terminated and the position 
held during their employment with the SEC? 

Mr. Loss. We will be very happy to do that. 

Mr. Hetier. Also the counsel and chairman for any group of 
security holders or interested parties who were represented—and 
if formerly associated with the SEC, the date when their employment 
terminated and the capacity they held during their employment—the 
date and amount of allowances made to trustees and counsel and other 
parties and, finally, the SEC position on these allowances and the 
present status of the cases. 

Mr. Loss. When you say chairmen, I take it you mean chairmen 
of any protective committee. 

Mr. Hetter. That is correct. 

Mr. Loss. Yes; we will be glad to do that. 

Mr. Hetxier. Thank you very much. 

(The information requested follows :) 


CHAPTER X PROCEEDINGS INSTITUTED FROM 1945 TO DECEMBER 
31, 1951, IN WHICH THE COMMISSION HAS PARTICIPATED 


Name of corporation and district court. 

. Date of filing of petition and date of approval. 

Date of appearance by Commission and whether by motion or upon request. 

Amount of scheduled debt. 

Classes of securities involved. 

Plans filed and by whom. 

Present status of case. 

. Names of trustees, attorneys for trustees, attorneys for committees, and 

other parties appearing in proceeding. F 

. Amounts of allowances requested, recommended by Commission, and allowed 
by court and date of allowances. 

10. The name of any former Commission employee or Commissioner involved 

in the proceedings, the capacity in which he appeared, his former position 

with the Commission, and the date his employment terminated. 


O WARS Poor 


Texas Gas Utitities Co.; SEC Case No. 211-148; Western District or Texas 
(SAN ANTONIO) 


Petition filed: September 4, 1951. Petition approved: September 24, 1951. 

Commission appeared upon motion: September 25, 1951. 

Total scheduled debt: $1,653,275. 

Securities : $1,600,000 first-mortgage bonds—not including contingent interest. 

Plans filed: None. 

Status of case: Trustee and Commission conducting investigation into the affairs 
of debtor. 
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Parties: 

R. O. Huff, trustee. 

Brewer, Matthews, Nowlin & McFarlane, attorneys for debtor. 
No former Commission personnel participated. 


Srerra Nevapa Orn Co.; SEC Case No. 213-170; Districr Court oF NEVADA 


Petition filed: June 22, 1951. Petition approved: June 22, 1951. 
Commission appeared upon request: July 25, 1951. 
Total scheduled debt : $341,453. 
Securities : 
Capital stock, $1 par value, $356,202. 
Preferred stock, 124,592 shares. 
Common stock, 243,884 shares. 
Plans filed : None. 
Status of case : Trustee investigating affairs of debtor. 
Parties : 
A. W. Blackman, trustee. 
Pacht, Tannenbaum & Ross, and O’Mahoney & Gorrell, attorneys for debtor. 
Ernest Wilkerson, attorney for creditors’ committee, James H. Smith, L. F. 
Conley, and Talmadge Lovelady. 
Glenn A. Lane, Burke Mathes, and H. H. Slate, attorneys for stockholders’ 
committee. 
No former Commission personnel participated. 


AMERICAN Sriica-Sanp Co., THe; SEC Case No. 209-528; NortTHERN DISTRICT OF 
ILLINOIS 


Petition filed: February 16,1951. Petition approved: March 5, 1951 
Commission appeared upon motion: May 10, 1951 
Total scheduled debt : $1,692,628. 
Securities : 
General mortgage collateral income bonds, $926,500; accrued interest, 
$734,830. 
Common stock, 14,375 shares, no par value. 
Plans filed: None. 
Status of case: Trustee operating property and exploring possibility of reor- 
ganization. 
Parties: 
Frank M. Whiston, trustee. 
Perlman, Goodman, Hecht & Chesler, attorneys for trustee. 
No former Commission personnel participated. 


DALLAS PARCEL Post STATION, INc.; SEC Case No. 209-520; NortHern District 
OF ILLINOIS (CHICAGO) 


Petition filed: September 22, 1950. Petition approved: September 22, 1950. 

Commission appeared upon motion: October 26, 1950. 

Total scheduled debt: $320,911. 

Securities : 

First mortgage bonds, $284,500. 
Second mortgage bonds, $26,000. 
Common stock, 500 shares, no par value. 

Plans filed : Trustee filed sale plan and amendments. 

Status of case: Plan of reorganization confirmed January 9, 1952. Consum- 
mation in process. No final allowances. Applications for allowances have 
recently been filed. 

Parties: 

Joseph Schwartz, trustee. 

Stanley A. Kaplan and Deming, Jarret & Mulfinger, attorneys for trustee. 

Morgan, Salter & Sellery and Leak, Henry, Golden & Burrow (Texas), 
attorneys for prospective purchasers. 

Thor N. Neilsen and H. C. Ackert (St. Louis), attorneys for creditor. 

Murphy, Pearson, and O'Connor, attorneys for Jacob Kulp, second mortgage 
indenture trustee. 

Eckert, Peterson & Leeming, attorneys for LaSalle National Bank, first 
mortgage indenture trustee. 

P. Taylor Bryan, Jr., attorney-in-fact for bondholders. 
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Carroll J. Donohue and Salkey & Jones, attorneys for Bryan and certain 
bondholders. 
Jacob B. Courshon, attorney for successer trustee of Federal Facilities 
Realty Trust, holder of debtor's capital stock. 
No former Commission personnel participated. 


Quincy STATION Post OFFICE BUILDING Corp. ; SEC Case No. 209-517 ; NorTHERN 
District or ILLINOIS (CHICAGO) 


Petition filed : July 18,1950. Petition approved : July 24, 1950. 

Commission appearance on request : October 16, 1950. 

Total scheduled debt : $381,889. 

Securities : 

First mortgage bonds, $309,500; interest, $38,687. 
Second mortgage bonds, $32,700. 

Plans filed: Second mortgage bondholders filed sale plan in December 1950. 
Trustee then filed extension of mortgage plan. First mortgage bondholders 
filed sale plan in January 1951, followed by joint sale plan of second and 
first mortgage bondholders. The latter plan was approved. 

Status of case: Plan consummated November 1951. Applications for allow- 
ances have been taken under advisement by the court. 


Allowances requested and recommended by the Commission 

















Applicant Requested | Recommended 

Joseph Schwartz, reorganization trustee. __.............-.....-.-...-.-.- $2, 750 $2, 000 
Stanley A. Kaplan, attorney for reorganization trustee ______- See 9, 000 8, 000 
William Healy, attorney for first mortgage bondholders. __-.._._._.._.-_- 4, 500 2, 000 
P. Taylor Bryan, Jr., representative of bondholders. _.............- veda 3, 750 500 
LaSalle National Bank, first mortgage indenture trustee____.._............ 1, 900 1, 000 
Eckert, Peterson & Leeming, attorneys for LaSalle National Bank. -_--- 1, 250 1, 000 
Jacob Kulp, second mortgage indenture trustee _. wi Ries SF 5, 000 None 
Murphy, earson & 0’ Connor, attorneys for Jacob Kulp..........----_-- 7, 500 | None 
Deming, Jarrett & Mulfinger, cocounsel for debtor__.............._-- : 665 | 665 
Sb het distin sh ncglannfinsatace tape tgerettecrulacussne 36, 315 | 15, 165 








No former Commission personnel participated. 


Dick Bros. Brewrne Co.; SEC Case No. 209-513; SourHEeRN DISTRICT OF 
ILLINOIS (QUINCY) 


Petition filed : June 22,1950. Petition approved : June 22, 1950. 
Commission appeared upon motion : August 4, 1950. 

Total scheduled debt : $211,756. 

Securities : Capital stock, 150,000 shares, $600,000. 

Plans filed : Debtor filed a plan which was abandoned. 

Status of case : Debtor adjudicated a bankrupt July 23, 1951. 
Parties: Charles E. Binkert, attorney for debtor. 

No former Commission personnel participated. 


AMERICAN BANTAM Car Co.; SEC Case No. 212-709; Western District oF 
PENNSYLVANIA (PITTSBURGH) 


Petition filed: April 19,1950. Petition approved: April 19, 1950. 
Commission appearance upon motion : May 29, 1950. 
Total scheduled debt : $431,870. 
Securities : 

Class A Stock, 834,868 shares, $834,868. 

Class B Stock, 601,315 shares, no par value, $109,315. 
Plans filed: Sproul, former trustee, filed a plan in October 1951 involving a 
sale of the debtor’s assets under a proposal made by Thompson Products, Inc. 
This plan was abandoned. Monroe Auto Equipment Co., owning substantially all 
the class B stock of the debtor, made a proposal for compromise of claims not 
part of any plan, under which the proceedings would ultimately be dismissed. 
This procedure was rejected by the court of appeals. Sproul filed another plan 
in December 1951. No action has been taken regarding that plan. Zurn, 
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successor trustee, who has recently been appointed, is presently engaged in 
formulating a plan. 
Parties: 

Robert C. Sproul, Jr., former trustee. 

W. W. Goldsborough, former trustee. 

Frank R. S. Kaplan and Elliott W. Finkel, of Kaplan, Finkel & Roth, attorneys 
for trustees. 

Melvin Zurn, successor trustee. 

Harold E. McCamey, of Dickie, McCamey, Chilcote Reif & Robinson, attorney 
for successor trustee. 

Wm. Alvah Stewart and Henry A. Bergstrom, attorneys for debtor. 

Lee W. Eckels, of Thorp, Reed & Armstrong, attorney for Monroe Auto 
Equipment Co. 

Ray Berry and Donald D. MacFarlane, of Berry, Stevens, Barbier, Evely & 
MacFarlane, attorneys for Monroe Auto Equipment Co. 

Morris L: Forer and Louis M. Cohen, of Wolf, Block, Schorr & Solis-Cohen, 
attorneys for committee for class A stockholders; Ford R. Jennings, 
chairman. 

Edwin M. Slote and Max BE. Lynne, attorneys for class A stockholder. 

Bernard Goodman, of Casper & Goodman, attorneys for Harvey Lee, class A 
stockholder. 

Walter A. Marting and Richard Ainsworth, of Jones, Day, Cockley & Reavis, 
attorneys for Thompson Products, Inc., prospective purchaser. 

Emery R. Kyle, of Smith Buchanan & Ingersoll, attorney for Thompson 
Products, Inc., prospective purchaser. 

Kountz, Fry & Meyer, special counsel for former Trustee Sproul. 

Elder W. Marshall, of Reed, Shaw, Smith & McClay, special counsel for 
Kaplan and Finkel, former counsel for trustees. 

Robert A. Jarvis, of Beck, McGinnis & Jarvis, special counsel for W. W. 
Goldsborough, former trustee. 

Former Commission personne! : 

Morris L. Forer, counsel for the class A stockholders’ committee, had been 
employed by the Commission as attorney. His employment terminated 
August 31, 1944. 

Richard Ainsworth, of Jones, Day, Cockley & Reavis (Cleveland), repre- 
sented Thompson Products, Inc., which was interested in acquiring the 
property of the debtor. Ainsworth was principal attorney, reorganization 
staff, Cleveland regional office. His employment terminated January 12, 
1944. Berkeley M. Henderson, of the firm of Jones, Day, Cockley & Reavis, 
was an attorney in the reorganization unit, New York regional office of the 
Commission. His employment terminated on January 21, 1942. 

Joseph Patrick is one of several attorneys who appeared in conferences 
with the staff on behalf of Monroe Auto Equipment Co. Patrick was for- 
merly an attorney in the New York regional office of the Commission. His 
employment terminated December 26, 1944. 

Homer Kripke, assistant general counsel of Commercial Investment Trust 
and C. I. T. Financial Corp., conferred with the Commission’s staff with 
respect to the proceedings on behalf of Monroe Auto Equipment Co., which 
owns substantially all of the class B stock of the American Bantam Car Co. 
C. I. T. Financial Corp. is the banker for Monroe Auto Equipment Co. Kripke 
was formerly Assistant Solicitor of the Commission. His employment termi- 
nated September 15, 1944. 

Allowances: There have been no final allowances in this case. 


Unton LEAGUE CLUB of CHICAGO; SEC Case No. 209-505; NorrTHerN DISTRICT 
OF ILLINOIS (CHICAGO) 


Petition filed: February 9, 1950. Petition approved: February 10, 1950. 
Commission appearance upon motion: April 10, 1950. 
Total scheduled debt: $2,933,500 (subsequently filed claims exceeded $3,000,000) . 
Securities: Second-mortgage bonds, $1,225,000; interest, $453,535. 
Plans filed: Trustee filed plan and amendments. 
Status of case: Plan confirmed and presently in process of consummation. 
Litigation on interest question pending. No final allowances. 
’arties : 
Wilson W. Lampert, trustee. 
G. H. Redding, additional trustee. 
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Charles A. Thomas, attorney for trustee. 
Chapman & Cutler, attorneys for debtor. 
Arnold I. Shure, John M. Murtaugh, and Paul N. Dale, attorneys for second- 
mortgage bondholders’ committee, Austin J. O’Malley, chairman. 
Alster, Berger & Wald, attorneys for bondholders. 
Joseph W. Townsend, Joseph A. Dubbs, and MacLeish, Spray, Rice & Under- 
wood, attorneys for Northwestern Mutual Life-Insurance Co, 
Tannenbaum & Polikoff, attorneys for bondholders. 
George E. Woods, attorney for Chicago Title & Trust Co., indenture trustee. 
Harold A. Smith and Winston, Strawn, Shaw & Black, attorneys for members’ 
advisory committee. 
Former Commission personnel: Adolph C. Johnson, of Chapman & Cutler, was 
formerly Assistant Director, Registration Division. His employment termi- 
nated June 9, 1936. Johnsen did not himself participate in this case. 


Dove.as Mit, Inc. ; SEC Case No. 207-111; Nortuern District or GEORGIA 
(ATLANTA) 


Petition filed: September 3, 1949. Petition approved: September 3, 1949. 

Commission appearance: October 12, 1949. 

Total scheduled debt : $395,700. 

Securities: 

First mortgage bonds, $307,500. 
Capital stock, $72,000. 

Plans filed: Bondholders’ committee filed a plan for sale of assets. Trustee filed 
a plan for sale of assets based upon a proposal of purchase. Trustee’s plan 
approved, property sold after competitive bidding in February 1950, and bonds 
paid in full. 

Status of case: Plan consummated. Final decree not yet entered pending tax 
litigation. 

Allowances: After payment of bonds, Commission did not participate actively in 
proceedings and took no position on final allowances. 

Parties: 

Citizens & Southern National Bank of Atlanta, trustee. 

M. T. McDearmit, additional trustee. 

Smith, Partridge, Field, Doremus & Ringel, attorneys for trustee. 

Powell, Goldstein, Frayer & Murphy, attorneys for debtor. 

E. 8S. Ault, attorneys for Marine Midland Trust Co., indenture trustee. 

W. A. Foster, Jr., attorney for Beaver Mills. 

Newell Edenfield, O. J. Coogler, John K. Calhoun, and David M. Palley (New 

York), attorneys for bondholders’ committee ; Guy T. DeSimone, chairman. 

No former Commission personnel participated. 


THOMASCOLOR, INc.; SEC Case No. 213-154; SournHern District oF 
CALIFORNIA (Los ANGELES) 


Petition filed: June 20, 1949. Petition approved: June 21, 1949. 
Commission appeared upon motion: August 5, 1949. 
Total scheduled debt: $485,548. 
Securities : 
Class A common stock, 580,200 shares, $5 par value. 
Class B common stock, 100,000 shares, no par value. 
Plans filed: None. 
Status of case: Adjudication of bankruptcy, February 8, 1950. 
Parties: 
Paul W. Sampsell, trustee. 
Craig, Weller-& Laugharn, attorneys for trustee. 
Grainger, Carver & Grainger, attorneys for debtor. 
Leon W. Delbridge, attorney for creditor. 
J. Maxwell Peyser, attorney for stockholders’ protective committee. 
George W. Fisher, attorney for stockholders. 
No former Commission personnel participated. 
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MomENCE MILK COOPERATIVE ASSOCIATION ; SEC Case No. 209-495; EASTERN 
District oF ILLINOIS (DANVILLE) 


Petition filed: June 18, 1949. Petition approved: June 18, 1949. 
Commission appearance upon motion: September 12, 1949. 
Total scheduled debt: $1,344,000. 


Securities : 
Members’ equity: 
Producers’ revolving fund 
ee SEE A ES ne eer eee 
Ownership certificates 930, 552 
(987, 483) 


172, 264 
Plans filed: Trustee filed plan and amendments. 
Status of case: Plan consummated September 1950. Final decree not entered 
pending litigation by trustee on claims in favor of estate. 
Allowances: The following table shows the amounts of allowances thus far 
granted in this proceeding: 


Applicant | Requested | Recommended Allowed 








Rolland E. Craig, trustee $10, 000 | $8, 000 | $8, 000 
Roy M. Foreman, attorney for trustee___- et 10, 000 | 
Donald D. Zeglis, attorney for debtor_....................-- 5, 000 | 





| Pe Re <a eee 25, 000 





Other parties: : 
Acton, Bookwalter & Meyer, successor attorneys for trustee. 
Harry C. Shapley, additional trustee. 
S. V. Head, attorney for St. Louis Bank for Cooperatives, 
A. L. Etzius, former trustee. 
Martin Burns, attorney for Pure Milk Association. 
No former Commission personnel participated. 


NorRWALK Trre & Russer Co. ; SEC Case No. 208-151; District or 
CONNECTICUT (NEW HAVEN) 


Petition filed: May 20, 1949. Petition approved: May 20, 1949. 
Commission appeared on motion: June 8, 1949. 
Total scheduled debt : $2,359,015. 
Securities : 
4 percent convertible debentures, $1,444,500. 
Common stock, 202,230 shares, $202,230. 
Plans filed : Trustee filed plan and amendment. 
Status of case: Plan consummated July 12, 1950. Minor administrative matter 
and final accounting by trustee remain to be disposed of. 
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Allowances requested, recommended by Commission and allowed by court 











Applicant Requested | Recommended! Allowed 
Wallace W . Dialamey, temehee. . . 62 ois e bin oon oc ct ace ciw ccc $38, 750 $26, 000 $30, 500 
William B. Gumbart and Gumbart, Corbin, Tyler & 

Cooper, attorneys for the trustee __................-----.-- 60, 000 50, 000 50, 000 
Warren A. Schenck, attorney for debtor --......_..---.--- 2, 000 500 500 
Cummings & Lockwood, attorney for debtor__.__........._- 7, 210 3, 500 3, 500 
The New York Trust Co., indenture trustee .............-- 2, 500 1, 500 1, 500 
Sage, Gray, Todd & Sims, attorneys for indenture trustee 26, 500 11, 000 11, 000 
Pullman & Comley, attorneys for indenture trustee ______- 2, 115 1, 250 1, 250 
Hodges, Reavis, Pantaleoni & Downey, attorneys for Hollis 

T. Gleason debenture holders committee !_......-......-- 24, 500 10, 000 10, 000 
J. —_ Knight, attorney for Gleason debenture holders 

ig os acdc eieesesduadbes dn<blsasdbabetoenooce 5, 600 3, 000 3, 000 
Harold: Frank and Richman Proskauer, Frank debenture 

holders protective committee --..........-.-...--..------ 2, 500 500 500 
Nordlinger, Riegelman and Benetar, attorneys for Frank 

debenture holders pretective committee ?._._...-....-_... 10, 000 4, 500 4, 500 
Pouzzner, Hadden Kopkind & Hadden, attorneys for Frank 

debenture holders protective committee. __.-.......__--- 3, 850 1, 250 1, 250 
John T. Beach, emenasaid of Gleason Scalar holders 

committee ___..._- de AD REET RAED Bais 505 hin db dl Fe tdsdien--- 

tr dakitia iw a nindss vain g uvinclearsteehiasivemmaioniadbaiineatits 3 187, 165 113, 000 117, 500 











1! Marland G. Gale, a member of this firm, was inemmenbe an attorney in the New York eee Office, 
reorganization unit. His employment terminated Apr. 11, 1944. He did not appear in this case. 

? Arthur Fribourg, a member of this firm, was formerly a financial analyst in our New York regional 
Office, reorganization unit. Hisemployment terminated Dec. 31, 1948. Mr. Fribourg appeared as counsel 
for the debenture holders protective committee. 

3 James J. Caffrey of Gordon, Brady, Caffrey & Keller, formerly chairman of the Commission, appeared 
as counsel for Elliott Simpson and the Simpson committee in 1949. He did not apply for a fee. 


Allowances were granted December 27, 1950. 
NEW UNION BurILpinG Co. ; SEC Case No. 216-273; EASTERN DISTRICT OF 
MICHIGAN (DerTroir) 


Petition filed: May 5,1949. Petition approved: May 6, 1949. 
Commission appeared upon motion: June 8, 1949. 
Total scheduled debt : $6,822,673. 
Securities : 
Second mortgage bonds, $1,717,090; interest, $1,500,000. 
Capital stock, $100,000 
Plans filed: Trustee filed plan and amendments. Bondholders committee filed 
plan and amendments. A recent proposal by Emanuel J. Harris and asso- 
ciates, holding majority of second-mortgage bonds, has been made the basis 
for a plan filed by trustee. The court has not yet acted on this plan but it is 
expected that it will be approved. 
Status of case: Court has taken trustee’s plan under advisement. 
Parties: 
Jacob Mazer, trustee. 
Lucking, Van Auken, Schumann & Greiner, attorneys for trustee. 
Beaumont, Smith & Harris, attorneys for debtor. 
Friedman, Meyers & Keys, attorneys for bondholders’ committee. No chair- 
man. (Members: Paul H. Deming, E. J. Harris, J. H. French, E. F. Martz, 
F. J. Nagel, and Hal H. Smith, Jr.) 
Harris Weinner, attorney for A. & L. Kuschinski, bondholder. 
Poole, Warner & Littell, attorney for E. J. Harris, majority bondholder. 
Allowances: No final allowances. Small interim allowances to trustee. 
No former Commission personnel participated. 





mio 
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Sourn Bay CONSOLIDATED W'aTER Co., INc.; SEC Case No. 212-677 


Petition filed : April 27, 1949. Petition approved: April 27, 1949. 
Commission appeared upon motion: May 23, 1949. 
Total scheduled debt : $4,457,195. 
Securities : 
First and refunding gold bonds, series A i 2, 839, 500 
Great South Bay first 5-percent bonds 163, 500 
6-percent cumulative preferred stock, 10,444 shares_.._________ 1, 044, 400 
RESIS ERE Re re A ERD aes 750, 000 
Plans filed: Debtor’s assets were acquired by condemnation by Suffolk County 
Water Authority with the consent of the court in May 1951. In June 1951 the 
bondholders and preferred stockholders were paid in full out of the proceeds 
of the condemnation. In November 1951 the trustee filed a plan dealing with 
the disposition of the remaining assets of the estate. The court has not yet 
approved the plan. 
Status of case: Public security holders have been paid in full. The trustee’s 
plan has not yet been approved. 
Allowances: Applications for final allowances have been filed but a hearing 
on them has not yet been fixed. 
Parties: 
Sidney R. Nussenfeld, trustee. 
Goldwater & Flynn, attorneys for trustee. 
Louis Boehm of Boehm & Fischman, attorneys for petitioning creditors. 
Baldwin, Todd & Lefferts, attorneys for debtor. 
Milbank, Tweed, Hope & Hedley, attorneys for Chase National Bank, in- 
denture trustee. 
Bernard Fischman, of Boehm & Fischman and Guggenheim & Untermeyer, 
attorneys for New York Water Service Corp. 
Leon Leighton, attorneys for preferred stockholder. 
Wingate & Cullen, attorneys for National City Bank, successor indenture 
trustee, 
White & Case, and Drummond & Drummond, attorneys for first and refund- 
ing bondholders committee, Harold C. Payson, chairman. 
Marshall K. Skadden of Skadden, Arps, Slote & Lyon, attorneys for com- 
mittee for preferred stockholders, Hampton P. Howell, Jr., chairman. 
Willkie, Owen, Farr, Gallagher & Walton, attorneys for Francis W. Collins, 
former officer of debtor. 
Edward Copeland, attorney for preferred stockholders. 
David L. Glickman, attorney for Suffolk County Water Authority. 
Hughes, Hubbard & Ewing, attorneys for Federal Water & Gas Corp. 
Former Commission personnel : 

Alfred Berman associated with Guggenheim & Untermeyer, counsel for 
the New York Water Service Corp., participated in the proceeding. Berman 
was formerly a principal attorney with the Division of Public Utilities of 
the Commission. His employment terminated October 15, 1942. 

Joseph Patrick represented J. Arthur Warner & Co., a securities firm, 
members of which were witnesses in an investigation conducted by the 
Commission in securities trading and use of lists of security holders. Patrick 
was formerly an attorney with the New York regional office of the Com- 
mission. His employment terminated December 26, 1944. 


Novo ENGINE Co.; SEC CAse No. 216-265; Eastern District oF MICHIGAN 
(Detroit) 


Petition filed: March 14, 1949. Petition approved: March 14, 1949. 

Commission appeared upon request: April 25, 1949. 

Total scheduled debt: $690,794. 

Securities: Capital stock and surplus, $958,350. 

Plans filed: Trustee filed a plan and amended plan. No action taken on plans. 
Two offers to purchase assets submitted. One accepted but not pursuant to 
a plan. 

Status of case: Pursuant to petition of trustee, proceedings dismissed December 
18, 1950. 
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Allowances: Upon the dismissal of the proceeding the Commission did not par. 
ticipate in the proceeding further and made no recommendation on fees. The 
requests for allowance and the amounts allowed by the court are as follows: 


| 


Applicant Requested Allowed 





Thomas J. Bailey, who acted as trustee and ow of the time as his own at- 
—z é $15, 000 $14, 500 
Frank Norris, attorney for trustee___- | 10, 000 9, 000 
Foster, Cummins, Snyder, Cameron & Foster, ‘and Ross D. Thompson, 
attorneys for debtor. __- 15, 000 11, 500 
Slyfield, Hartman, Reitz & Tait, ‘attorneys for certain stockholders... saad 10, 000 8, 000 
Cook, Beake, Miller, Wrock & Cross, attorneys for unsecured creditors. : 20, 000 7, 500 
Goddard, M McClintock, Fulton & Donovan, attorneys for Prudential Insur- : 
ance Co. ks Ses , 500 


bE 8s oes Pd lac 000 | 52, 000 











1 No fee requested. 


Other parties: 
Clark, Klein, Brucker & Waples, attorneys for debtor 
Lawrence I. Levi, attorney for prospective purchaser 
John J. Riedy, attorney for purchaser 
No former Commission personnel participated. 


SoLaR MANUFACTURING Corp.; SEC Case No. 212-656; District or NEW JERSEY 
(NEWARK ) 


Petition filed: December 14, 1948. Petition approved: December 14, 1948. 

Commission appearance upon motion: December 27, 1948. 

Total scheduled debt: $3,678,000. 

Securities: 

5 percent sinking fund debentures $1, 450, 000 
Series A convertible preferred stock, 13,433 shares 134, 330 
Common stock, 319,710 shares_______-_ 932, 780 

Plans filed: Trustees filed a plan and amendments providing for sale of assets. 
Debenture holders’ committee filed plan involving issuance of securities. A 
debenture holder filed similar plan. 

Status of case: Trustees’ plan approved and confirmed on April 3, 1950. Partial 
distribution to creditors and debenture holders in February 1951. Litigation 
pending involving claims for and against the estate. 

Parties: 

John J. McGirl, trustee 

George Furst, trustee 

Samuel M. Coombs, Jr., successor trustee and attorney for trustees 

O’Mara, Conway & Schumann and Bilder, Bilder & Kaufman, former ce- 
counsel for trustees 

Young, Shanley, Foehl & Fisher, and David W. Kahn, attorneys for debtor 

Charles C. Trelease, attorney for bondholders 

Riker, Emery & Danzig, attorneys for Marine Midland Trust Co., Indenture 
Trustee 

Samuel Marion, attorney for eiisdiandens 

Samuel M. Hollander, Chauncey H. Levy (New York), Bilder, Bilder & 
Kaufman, attorneys for creditors’ committee (New York Credit Men’s 
Adjustment Bureau), Mike Krasilovsky, chairman 

Parsonnet, Weitzman & Oransky, attorneys for independent protective com- 
mittee for holders of debentures, Louis A. Reilly and Martin Davenport 

Archibald Palmer (New York), Joseph Nemerov (deceased), and Max L. 
Rosenstein, attorneys for bondholders 

Israel B. Greene, attorney for trade creditors 

Andrew B. Crummy, attorney for bondholders and cocounsel for United 
States Trust Co. (replacing Charles Trelease) 

Morton Stavis, attorney for labor union 

Charles E. Scribner, of Scribner & Miller (New York), attorney for trade 
creditor 

John D. McAllister, attorney for First National Bank of Jersey City (special 
appearance) 
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Bergman & Rothbard, attorney for creditors 

William Harris, attorney for trade creditors 

Milton M. Unger, attorney for committee to protect debenture holders, Mar- 

tin I. Cowen, chairman 

Goldberg & Goldberg, attorneys for trade creditor 

Charles Handler, attorney for bondholders 

Sidney L. Jacobs, attorney for creditors’ committee 

John J. Clancy, attorney for Colonial Trust Co. 

Budd & Larner, attorneys for creditor 

Isadore Glauberman, attorney for bondholders 

Osborne, Cornish & Scheck, attorneys for creditor 

Paul Kern, attorney pro se, as bondholder 

Arthur Richenthal, attorney for purchasers of assets 

Joseph F, Walsh, attorney for bidder for assets 
Applications for final fees have not been filed or requested to be filed. Data on 
interim allowances to trustees and counsel are shown below: 


ia 
Applicant Requested | Recommended Allowed 





John J. MeGirl $30, 000 $15, 000 $20, 000 
George Furst 30, 000 15, 000 20, 000 
Samuel M, Coombs, J 25, 000 7, 500 15, 000 


85, 000 37, 500 55, 000 

















Hearings upon additional interim applications of McGirl, Furst, and 

Coombs are pending. 
Former Commission personnel : ; 

Arthur Richenthal was formerly an attorney, reorganization staff, New 
York regional office. His employment terminated November 1, 1945. 

Samuel M. Koenigsberg is employed by Gross & Blumberg. Morton Stavis, 
representing the labor union in this case, became a member of the firm of 
Gross & Blumberg on January 1, 1951. Samuel M. Koenigsberg was formerly 
an attorney in the New York regional office. His employment terminated 
March 1, 1948. 


Turrp AVENUE TRANSIT CorP. AND SUBsIDIARIES ; Sec Case NO. 212-645; SourHERN 
District or New York 


Petition filed: October 25, 1948. 

Petition approved: June 21, 1949. 

Commission appeared upon motion: January 3, 1949. 

Total scheduled debt: $69,347,765. 

Securities : 

First refunding mortgage bonds 

Adjustment mortgage income bonds 

Ra a ea AR eS Se CPO 
Common stock, 166,916 shares 

Plans filed: No plans have been filed. 

Status of case: The trustees have been engaged primarily upon operational 
problems. The trustees’ section 167 (5) report has recently been issued and 
suggestions for a plan requested from security holders. A bondholders’ com- 
mittee has moved for the cessation of operations and liquidation of most of the 
system. This motion has been continued from time to time pending negotia- 
tions with the city of New York and the labor unions. 

Parties: 

I. Howard Lehman (resigned), trustee 

Lester T. Doyle, trustee 

James Hodes (resigned), additional trustee 

Saxe, Bacon, O’Shea & Bryan, attorneys for trustees 

Gordon, Brady, Caffrey & Keller, attorneys for debtor and special counsel 
for trustee 

Hays, St. John, Abramson & Schulman, attorneys for petitioning creditors 

Robert I. Lennox, attorney for petitioning creditors 

Edward M. Garlock, attorney for petitioning creditors 

Hiram §S. Gans, attorney for petitioning creditors (second petition) 
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Weinstein & Levinson, attorneys for answering adjustment bondholders 
Lans, Goldstein, Golenback & Abrams, attorneys for adjustment bondholders 
Joseph Nemerov (deceased), attorney for answering adjustment bondholder 
Archibald Palmer, attorney for answering adjustment bondholder 

White & Case, attorneys for Bankers Trust Co., creditor 

John P. McGrath, corporation counsel of city of New York 

Kelley, Drye, Newhall & Maginnes, attorneys for the Hanover Bank, In- 
denture trustee for refunding bank 

Cravath, Swaine & Moore, attorneys for Chemical Bank & Trust Co., former 
Indenture trustee for adjustment bonds 

Shearman, Sterling & Wright, attorneys for Chemical Bank & Trust 7o., 
creditor. 

Glass & Lynch, attorneys for adjustment bondholders. 

Victor McQuistion, attorney for, and secretary of, protective committee for 
first-refunding 4-percent bonds; Lawrence Chamberlain, chairman. 

Joseph Nemerov (deceased), attorney for adjustment bondholders’ pro- 
tective committee ; John M. McGrath, chairman. 

Harold Seligson and Booth & Baron, cocounsel for independent committee 
for first-mortage 4-percent bonds; Harry R. Amott, chairman. 

Bergerman & Hourwich and Samuel A. Mehiman, cocounsel for adjustment 
bondholders’ committee; Lee Thompson Smith, chairman. 

Scribner & Miller, Edwin M. Slote, and Harvey Lee, cocounsel for com- 
mittee for adjustment bondholders; Thatcher C. Jones, chairman. 

Murphy, Block, Sullivan & Sawyer, attorney for refunding bondholders’ 
committee ; James J. O’Connell, chairman. 

Jacob Gruber, attorney for common-stockholders’ committee; Alexander 
E. Jaffe, chairman. 

Amen, Gans & Butler, attorneys for adjustment-mortgage 5-percent income 
bonds; Lowell H. Brown, chairman. 

Charles Trynin, attorney for adjustment-bondholders. 

Wagner, Quillinan, Wagner & Tennant, attorneys for Colonial Trust Co., 
successor indenture trustee for adjustment bonds. 

John F. O'Donnell, attorney for Transport Workers Union. 

Bernard Newman and David Brady, special counsel for condemnation 
proceedings. 

Isidor J. Kresel and Baker, Obermeier & Rosner, cocounsel for Tinker 
protective committee for holders of 5-percent-adjustment-income bonds ; 
Edward R. Tinker, chairman. 

Eugene W. Annis, attorney for tort creditor. 

Alfred S. Julien, attorney for tort claimants’ committee, Harry Zeitlan, 
et al. 

William Mertens, Jr., attorney for committee on behalf of tort claimants, 
Harry A. Gair, et al. 

Edward C. Maguire, special counsel on labor relations. 


Allowances: There have been no final allowances in this proceeding. The follow- 
ing data are with respect to interim allowances to trustees and counsel: 





Applicant Requested | Recommended Allowed 





I. Ho 
Leste 


James Hodes, former additional trustee 


Saxe, 


ward Lehman, former trustee 5, $41, 000 $77, 500 
r T. Doyle, trustee ¥ 23, 000 39, 000 

\ 34, 500 40, 000 
Bacon, O’Shea & Bryan, counsel for trustees ' 127, 000 155, 000 
225, 500 311, 500 

















Former Commission personnel : 


Jacob Gruber, counsel for common-stockholders’ committee, was former!y 
assistant general counsel with the New York regional office. His employ- 
ment terminated on August 2, 1938. 

James J. Caffrey, a member of the firm of Gordon, Brady, Caffrey & Keller. 
counsel for debtor and speciai counsel for trustees, was formerly Chairman 
of the Commission. He resigned on December 31, 1947. 

W. C. Gilman & Co. was retained in August 1949 by the trustees as enczi- 
neering consultant. William C. Gilman was formerly Director of the 
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Division of Public Utilities. His employment terminated on December 10. 
1937. 

Godfrey L. Augustus, of that firm, was formerly utilities accountant- 
analyst with the Division of Public Utilities. His employment terminated 
on January 26, 19388. 

Samuel S. Schreiber, of the firm of W. C, Gilman & Co., was retained in 
April 1950 as general manager of the transit system. Schreiber was not an 
employee of the Commission. On December 81, 1950, the retainer of W. ¢ 
Gilman & Co. was terminated. 


MANUFACTURERS TRADING Corp. AND Sunsiprary; SEC Case No, 216-255 
NORTHERN DistTrRicr oF OHIO (CLEVELAND) 


Petition filed : October 15, 1948. Petition approved: October 15, 1948. 

Commission appearance upon motion: October 25, 1948. 

Total scheduled debt: $9,625,000. 

Securities : 

Preferred stock, 100,000 shares, $1,000,000. 
Common stock, 306,000 shares, $306,000. 

Plans filed: Trustee filed plan of liquidation and amendments. Banking cred- 
itors’ committee petitioned for adjudication in bankruptcy. Order adjudicat- 
ing debtor a bankrupt entered on September 11, 1950. 

Status of case: Debtor is in bankruptcy. The trustee has brought several law- 
suits which are presently pending. 

Allowances: The Commission, after the order of adjudication, did not partici- 
pate further in this proceeding and took no part in the allowance of fees. The 
following schedule shows the fees requested and the fees allowed by the court - 





Applicant | Requested Allowed 
| 





John A. Hadden, trustee | $129, 000 $120, 000 
McKeehan, Merrick, Arter & Stewart, attorneys for trustee 106, 000 100, 000 
Zalkin & Cohen (New York), attorneys for trustee _.__ mn | \ 100, 000 
Samuel K. Walzer, attorney for trustee for special purpose 2.3%) 
James M. Ryan, attorney for trustee for special purpose 200) 
Clarence Herlihy, attorney for trustee for special purpose 475 
Kupfer, Silberfeld, Nathan 4 Danziger (New York), at attorneys for debtor | 
(in part for trustee) - 13, 000 
William L. West, attorney for banking creditors’ committee. ..............- 38, 500 
Leig preferred- stockholders’ committee; Lawrence Leif, chairman.. 300 
Henderson, Quail, Schneider & Peirce, and Milton Loewe (New York), 
attorneys for Leif committee 
Bushinger preferred-stock holders’ committee; Howard L. Bushinger, 
chairman \ 60 
Thompson, Hine & Flory, and R. M. Arkush (New York), and T. C. 
Bonney (New York), attorneys for Bushinger committee 














Allowances granted November 1950. 
Other parties : 

Ezra Shapiro and Samuel K. Walzer, attorneys for debtor. 

Isseks, La Porte, Meyers & Verdon and Mooney, Hahn, Loezer & Freedheim, 
attorneys for Commercial Investment Trust, a creditor. Homer Kripke, 
assistant general counsel of Commercial Investment Trust, also partici- 
pated. Seymour Kleinman assisted Kripke. 

Robert M. Skall & Russell N. Chase, and Getz, Perkin & Twining (Allentown, 
Pa.) and Hayes, St. John, Abramson & Schulman (New York), attorneys 
for Charles Donin and other preferred-stockholders. 

Jones, Day, Cockley & Reavis, attorneys for Barrow, Wade, Guthrie & Co., 
accountants for debtor. 

Former Commission personnel : 
Richard B. Ainsworth was associated with the firm of Jones, Day, Cockley 

& Reavis. This firm represented Barrow, Wade, Guthrie & Co., accountants 

for debtor. Ainsworth was principal attorney, Reorganization staff, Cleve- 

land regional office. His employment terminated on January 12, 1944. 
Berkeley M. Henderson, of the firm of Jones, Day, Cockley & Reavis, was 

an attorney in the Reorganization Unit, New York regional office ef the 

Commission. His employment terminated on January 21, 1942. 
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Louis 8. Peirce was a member of the firm of Henderson, Quail, Schneider 
& Peirce, local attorneys for the Leif committee. Peirce was formerly 
principal attorney, Reorganization staff, Cleveland regional office. His 
employment terminated on July 29, 1940. 

Homer Kripke, assistant general counsel of Commercial Investment Trust, 
was formerly assistant solicitor of the Commission. His employment ter- 
minated on September 15, 1944. 

Seymour Kleinman, an assistant to Kripke on the legal staff of Commercial 
Investment Trust, was formerly an attorney in the office of the Solicitor of 
the Commission. His employment terminated on November 6, 1946 


Magsestic Rapio & TELEVISION Corp. ; SEC Case No. 209-471; NorrHern District 
or ILLINOIS (CHICAGO) 


Petition filed: May 14,1948. Petition approved : June 24, 1948. 
Commission appeared upon request : September 17, 1948. 

Total schedule debt : $2,796,748. 

Status of case: Debtor adjudicated bankrupt on May 27, 1949. 


Allowances requested, recommended by Commission, and allowed by court 





Applicant Requested | Recommended Allowed 





Michael Gesas, Luis Kutner, Philip A. Winston, and 
Edwin M. Slote, attorneys for petitioning creditors $42 
Oscar M. Holen, creditors’ committee secretar 5 
Collen & Kessler and Michael Gesas, attorneys for creditors’ 
commi 40, 
Yohn E. Dwyer and Donald J. Walsh, trustees . 8 
Martin J. McNally, attorney for trustees 1,08 
4. L. Schapiro.and B. C. Schiff, attorney for debtor 22, 500 


119, 087 | 
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Allowances granted February 9, 1950. 
Securities : 
5% percent preferred stock, 300,000 shares, $1,500,000. 
Common stock, 1,510,916 shares, $15,109. 
No former Commission personnel participated. 


AMERICAN Sriver Corp.; SEC Case No. 213-140; Sournern District or 
CALIFORNIA (Los ANGELES) 


Petition filed: May 6, 1948. Petition approved: May 7, 1948. 
Commission appeared upon request: May 11, 1948. 
Total scheduled debt: $131,935. 
Securities : Common stock, 1,918,300 shares, $191,830. 
Plans filed: None. 
Status of case: Debtor adjudicated bankrupt on July 1, 1948. 
Parties : 

Francis B. Cobb, attorney for debtor in possession. 

Richard C. Olson, attorney for debtor and president, N. James Elliott. 
No allowances according to our files. 

No former Commission personnel participated. 


PratT’s Fresu Frozen Foops, Inc.; SEC Case No, 212-624; District or 
New Jersey (NEWARK) 


Petition filed: April 13, 1948. Petition approved: April 13, 1948. 
Commission appeared upon motion: May 29, 1948. 
Total scheduled debt: $950,580. 
Securities: Capital common, 1,350,000 shares, $1,350,000. 
Plans filed: Plan filed by trustee providing for liquidation of the remaining 
assets of the estate. Plan disapproved by court. 
Status of case: Debtor adjudicated a bankrupt January 24, 1949. 
Parties: 
David T. Wilentz, trustee. 
Furst, Furst & Feldman, attorneys for trustee. 
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Milton, McNulty & Augelli, attorneys for debtor. 

Tweed, Milbank, Hope & Hadley, attorneys for Chase National Bank. 

White & Case, attorneys for Maxson Food Systems. 

Gross, Blumberg, Mehler & Goldberger, attorneys for stockholders and at- 
torneys for stockholders’ committee, chairman, Harry F. Tate. 

By order dated February 20, 1949, the court allowed Wilentz $8,000, Furst, 
Furst & Feldman $8,000, and Milton, McNulty & Augelli $200. The Com- 
mission took no position regarding allowances. 

Former Commission personnel: Irving Galpeer of the firm of Jaffin, Schneider & 
Galpeer filed a section 210 statement in this case as cocounsel for the stock- 
holders committee. (Neither the committee nor counsel requested a fee for 
their services.) The firm of Gross, Blumberg, Mehler & Goldberger were co- 
counsel for the committee. Galpeer was formerly Assistant Regional Ad- 
ministrator in the New York Regional Office of the Commission. His employ- 
ment terminated March 30, 1946. 


NEVILLE ISLAND GLAss CoMPANY, INc.; SEC Case No, 212-621; Western Disrxicr 
OF PENNSYLVANIA (PITTSBURGH ) 


Petition filed: March 1,1948. Petition approved: March 1, 1948. 
Commission appeared on motion: March 15, 1948. 
Total scheduled debt: $2,323,000. 
Securities : 
Class A stock, 70,000 shares, $700,000. 

Common stock, 340,000 shares, $34,000. 

Plans filed: National Container Corp. and the trustee each filed plans but no 
action was taken respecting them. 
Status of case: Proceedings dismissed May 19, 1950. 

When it became apparent in August 1949 that there was no equity for the 
class A stock, comprising the public investor interest in this case, the Com- 
mission took no active interest in the case. 

In early 1950 the trustee entered into an arrangement with Hartford Em- 
pire Co., lessor of bottle-making equipment, pursuant to which all equipment 
subject to the lease thereof was removed from the debtor’s plant. Addi- 
tional equipment was sold by the trustee, leaving the plant little more than 
a shell. 

By order dated April 24, 1950, the court fixed a hearing for May 19, 1950, 
on an application by the trustee (1) for approval of a compromise of exist- 
ing controversies with and claims against Pittsburgh Coke & Chemical Co.. 
(2) approval of the trustee's final account, (3) fixing of allowance, and (4) 
termination of the proceedings. 

We were advised that no objection having been raised at the hearing on 
May 19, 1950, an order granting the relief asked for and dismissing the 
reorganization proceeding was entered. 

Parties: 

Joseph H. Bialas, trustee. 

R. M. Marshall, additional trustee. 

T. F. Ryan, attorney for trustees. 

Thorp, Bostwick, Reed & Armstrong, counsel for debtor. 

Frank W. Stonecipher, attorney for protective committee for unsecured 
creditors. 

Kountz, Fry, Staley & Meyer, attorneys for common-stock holders. 

Thomas N. Griggs, attorney for Hartford Empire Co. 

Rose, Richenauer, Stewart & Rose and Kupfer, Silberfeld, Nathan & Dan- 
ziger (New York), counsel for National Container Corp., unsecured 
creditor. 

No former Commission personnel participated. 


Drake Sraprum & Frertp Hovse Corp.; SEC Case No. 209-461; Sovutnern 
District OF Iowa (Des MoINes) 


Petition filed : December 27,1947. Petition approved : December 27, 1947. 
Commission appeared upon request : February 16, 1948. 
Total scheduled debt : $544,000. 
Securities : 
First mortgage 6 percent bonds, $290,000; interest, $174,000. 
Debentures, $80,000. 
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Plans filed: Trustee filed plan and amendments. Drake University filed plan. 
Trustee and Drake thereafter filed joint plan. 
Status of case: Plan consummated July 21, 1949. Final decree August 4, 1950. 


Allowances requested, recommended by Commission, and allowed by court 





Requested | Recommended Allowed 





Philip H. Cless, trustee i $7,000 $7,000 $6, 500 
lowa Des Moines National Bank 152 152 152 
Herrick and Langdon, attorneys for Iowa Des Moines 
National Bank 250 250 250 

3 1, 225 1, 225 1, 225 


8, 627 8, 627 8, 127 

















Allowances granted July 12, 1949. 
No former Commission personnel participated. 


Atreon MAanvuracturtne Corp.; SEC Case No. 209-455; District or Kansas 
(KANsas CITY) 


Petition filed: November 22, 1947. Petition approved: November 22, 1947. 

Commission appeared upon motion: January 7, 1948. 

7 scheduled debt: $2,088,406 (subsequently, filed claims exceeded $3,000,- 

). 
Securities: 
Cumulative preferred stock, 64,060 shares, $640,600. 
Common stock, 866,238 shares, $433,119. 
Plans filed: Trustees filed plan and amendments in July 1948. Trustees filed 
second plan in October 1949. 

Status of case: Trustees’ plans excluded all claimants except secured creditors. 
Trustees’ second plan providing for turning over to RFC all 
assets of debtor; consummated January 17, 1950. Final order 
entered January 31, 1950. 

Parties: 

Harry Miller, Jr., independent trustee 

Harold Pearson, additional trustee 

Hugh E. Brownfield, counsel for trustee 

J. E. Schroeder, former counsel for debtor and counsel for William A. 
Hahn, creditor and participant in the RFC loan (of law firm of Stanley, 
Stanley, Schroeder, Weeks & Thomas, Kansas City, Kans.) 

James Carey of Marshall, All, Carey & Doub, Baltimore, Md., also repre- 
sented Hahn. 

Rufus Burrus, local counsel for RFC. 

The Commission took no position on allowances, The following shows the 

amounts requested and allowed. 





Requested 

















Allowances granted December 19, 1949. 
No former Commission personnel participated. 
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INDUSTRIAL OFFICE BUILDING CorP.; SEC Case No. 212-600; District or New 
JERSEY (NEWARK) 


Petition filed: October 3, 1947. Petition approved: October 3, 1947. 
Commission appeared upon motion: October 10, 1947. 
Total scheduled debt : $3,866,286. 


Securities : 


7 percent cumulative income notes 





8 percent cumulative preferred stock, 3,251 shares 
Common stock, 13,220 shares 


Plans filed: Trustee filed a plan and three revised plans. Debtor filed plan and 
an amended plan. Bondholders’ committee filed amendments to trustee’s first 
plan. Bondholders filed two plans and amendments. 

Status of case: Trustee’s plan as amended approved. Assets sold March 31, 1950, 
pursuant to plan. Consummation of plan confirmed by court order May 26, 
ll agg account not filed as yet pending disposition of certain minor 
litigation. 


Amounts requested, recommended and allowed 





Applicant 





Robert Carey, Jr., trustee 
George Furst, counsel for the trustee 
B. Fe so Ray, caeeney for bondholders (Albert Sylvester 


Id, 
berg & Finkelstein, counsel for Saadiekans, Selig- 
man & Lubetkin Co 
dabury, 

















Allowances granted December 27, 1950. 


Former Commission personnel: Ganson Purcell, of Root, Ballantine, Harlan, 
Bushby & Palmer. Purcell did not appear as a party in the proceeding but did 
represent Federal Trust Co. at conferences during the proceeding respecting 
claims asserted against the former management and the settlement thereof. 
Purcell did not request a fee from the estate. Purcell was formerly Chairman 
of the Commission. He left the Commission June 30, 1946. 


INTERNATIONAL Rartway Co., SEC Case No. 212-596; Western District or New 
York (BUFFALO) 


Petition filed: July 28, 1947. Petition approved, July 28, 1947. 
Commission appeared upon motion August 4, 1947. 
Total scheduled debt: $13,114,949. 


Securities : 
Refunding bonds $11, 120, 
Interest. = 1, 927, 
Buffalo traction bonds 121, 
7 percent cumulative preferred, 16,100 shares_ 1, 609, 
Common stock, 167,075 shares. 


Plans filed: Trustees filed a plan and amendments; refunding bondholders com- 
mittee filed a plan; Buffalo Traction bondholders committee filed a plan; pre- 
liminary plan proposal filed by John C. Montana and associates; Erie Rail- 
road filed amendments to trustees’ plan; refunding bondholders committee 
filed amendments to trustees’ plan. 
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Status of case: Trustees’ plan was approved and consummated on or about May 
23, 1950. The trustees filed their final accounting on April 30, 1951. Present- 
y pending are negotiations for settlement of certain claims by the city of 

uffalo. 


Allowances requested, recommended by Commission and allowed by court 





Applicant | Requested | Recommended Allowed 





8 
¥ 
8 


Szis £2 a28ESS 


John W. Van Allen, trustee 

Henry W. Keitzel, trustee 

Homer H. Woods, attorney for trustees 

Henry D. MacFarlane, Snyder committee member 

Joshua Morrison, Snyder committee member 

Stanley Srna, Snyder committee member-. 

Hellings, Ulsh, Morey & Stewart, Scribner & Miller, 
attorneys for baydes committee 

Harry P. Schaub, Schaub committee 

Morey, Schlenker & Murray, attorneys for Schaub and 


G gowns 
B pry BS 
= 2283s 
5S sssss 


— 


, 
None 


2, 000. 00 
None 
None 


rS go 
ss ss RSSSss 
Z Z 

sees § 


others 

William J. Minsch, Minsch committee member 
James H. Sheppard, Minsech committee member 
Regis O’Brien, soy y for Minsch committee 3, 000. 00 
Simpson, Thacher & Bartlett, attorneys for Minsch com- 

mittee __ ogi None | None 
Bankers Trust Co., trustee under 1912 trust indenture______ 13, 559.11 | 2, 000. 00 3, 500. 00 
Kenefick, Bass, Letchw orth, Baldy & Phillips, attorneys 

for Bankers Trust Co.!__ 13, 500. 00 | 3, 000. 00 3, 500. 00 
White & Case, attorneys for Bankers Trust Co 32, 000. 00 6, 000. 00 6, 500. 00 
George T. Ballachey, Frederick C. Stevens, Harry Sanders, 

committee for Buffalo traction bonds __- \ 500. 00 500.00 500. 00 
Penney, Penney agape & Siemer, attorneys. for Buffalo 

traction commit 16, 000. 00 2, 500. 00 3, 000. 00 
Manufacturers Trust Co., “trustee under Buffalo traction 

indenture_- 2, 514. 52 | 514. 52 1, O14. 52 
Chadbourne, Parke, W mene, Wolff & ‘Brophy, ‘attorney $ | 

for Manufacturers Trust Co. _- 5, 750.00 | 1, 500. 00 2, 500. 00 
Adrian Block, counsei for accident claimants 40, 000. 00 15, 000. 00 25, 000. 00 
Franchot, Runals, Cohen, Taylor & enamide. counsel for | 

FS lit POT EE ce tat OMEN FR ha a 9, 000. 00 | 2, 500. 00 3, 500. 00 


685, 280. 63 378, 514. 52 437, 014. 52 


~ 
i) 
2222 


Z 
5 
2 














1 John H. Hollands, of Kenefick, Bass, Letchworth, Baldy & Phillips. Hollands appeared as local counse| 
for the Bankers Trust Co., indenture trustee. (The firm was allowed a fee of $3,500. The Commission 
recommended $3,000.) Holiands was Director of the Investment Company Division of the Commission. 
He left the Commission on Mar. 1, 1942. 


Allowances were granted on April 18, 1951. 
No former Commission personnel participated. 


Cuicaco & West Towns Raiiways, Ino.; SEC Case No. 209-447; NorTHERN 
District or ILLInors (CHICAGO) 


Petition filed: June 30, 1947. Petition approved: July 1, 1947. 
Commission appeared upon motion: July 24, 1947. 
Total scheduled debt: $3,248,000. 


Securities : 
First-mortgage income bonds $2, 124, 000 
Interest 898, 000 
6 percent preferred stock (10,000 shares) 1, 000, 000 
8 percent preferred stock (2,100 shares) -— 210, 000 
Common stock (10,000 shares) 1, 000, 000 


Plans filed: Trustees filed plan in April 1951. Hearings on this plan have been 
continued from time to time. No order of approval entered at present time. 


Parties: 
Raymond P. Drymalski, trustee. 
Sidley, Austin, Burgess & Harper, counsel for trustee. 
Raymond T. O’Keefe, Jr., successor trustee. 
Bert Collett, additional trustee. 
Chapman & Cutler, attorneys for indenture trustee. 
Berthold L. Goldberg, counsel for debtor. 
Bell, Boyd & Marshall, attorneys for bondholders’ committee ; 























None 
20. 00 
None 
None 
0. 00 


Yone 
10. 00 


10. 00 
10. 00 


0. 00 
0.00 
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ond J, Friss, chairman. 
Gottlieb, Schwartz & Friedman, successor counsel for Friss bondholders’ 
committee. 
Raymond B. Morris and Harry A. Biossat, attorneys for bond owners’ com- 
mittee; Harvey G. Leason, chairman. 
Shulman, Shulman & Abrams, attorneys for bondholders. 
Joseph P. Savage and Francis L. Boutell, attorneys for bondholders. 


Applications for final allowances to parties not filed or requested to be filed. 
Former Commission personnel: Adolph C. Johnson, a member of the firm of 
Chapman & Cutler, was formerly Assistant Director, Registration Division. His 
employment terminated on June 9, 1936. 

No former Commission personnel participated. 


WapDe PARK MANor CorpP.: SEC Casr No. 216-220; NortHeERN DISTRICT OF OHIO 
(CLEVELAND) 


Petition filed: June 28, 1947. Petition approved: June 30. 1947 
Commission appeared upon motion: July 28, 1947. 
Total scheduled debt: $2,874,679. 


Securities : 
First-mortgage leasehold income bonds $1, 553, 675 
1, 118, 646 
Capital Meck, 17408 shares.......__......_...._._..-__.--------- ~~~ 17, 608 
In addition, land-trust certificates were outstanding in amount 


Plans filed: Bondholders’ committee filed two plans. Second one adopted by 
trustee. Debtor filed a plan and amendments, and bondholders filed two plans 
and amendments. Thereafter the trustee filed a plan involving a sale of the 
property. This plan as amended was approved by the court. 

Status of case: Plan consummated on October 28, 1948. Final decree on Novem- 
ber 22, 1950. 


Allowances requested, recommended by Commission, and allowed by court 





Applicant Requested | Recommended| Allowed 





Robert J. Bulkley, disinterested trustee $25, 000 $20, 000 $25, 000 
Garfield, Baldwin, Jamison, Hope & Ulrich, attorneys for 
the debtor __- 5, 700 2, 500 3, 500 
National City Bank of Cleveland, trustee of land trust. 3, 663 3, 663 3, 663 
Jones, Day, Cockley & Reavis, attorneys for National City 
Ban 10, 000 10, 000 10, 000 


1, 900 1, 900 


chairman 15, 000 »f 8, 500 
Glen O. Smith, attorney for McDonald committee. - 15, 000 i 9, 500 
Squire, Sanders & Dempsey, attorneys for Gill committee 

(prior to May 20, 1948) 2, 500 . 2, 250 
Squire, Sanders & Dempsey, attorneys for M. R. — 

(after May 20, 1948) 2, 500 None None 
John W. Wood, bondholder _ 1, 675 7. 
H. Walter Stewart, attorney for John W. Wood. 12, 500 
Miller & Hornbeck, attorneys for Gill committee (after May 

20, 1948) - 2, 080 
Miller & Horn beck, attorneys for debtor 2, 000 
Gill bondholders’ committee; K. F. Gill, chairman 5, 000 
Dorr E. Warner, attorney for bondholder 7, 500 
Baker, Hostetler & Patterson, attorneys for Joseph Lincoln 

and Gordon 8. Macklin, majority bondholders 12, 000 


124, 018 

















Former Commission personnel: Richard B. Ainsworth was associated with 
the firm of Jones, Day, Cockley & Reavis, which appeared in the proceeding as 
counsel for the National City Bank, trustee. Ainsworth was principal attorney, 
Reorganization Unit staff, Cleveland regional office. He left on January 12, 
1944. Berkeley M. Henderson, of the firm of Jones, Day, Cockley & Reavis, was 
an attorney in the Reorganization Unit, New York regional office of the Com- 
mission. His employment terminated on January 21, 1942. 
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Diversey Horer Corp., SEC Case No. 209-445; Norruern District or ILLrNots 
(CuIcago) 


Petition filed: May 29, 1947. Petition approved: May 29, 1947. 
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Commission appearance upon request: June 13, 1947. 


Total scheduled debt: $1,424,578. 
Securities: 


First- and general-mortgage income bonds 
Common stock (100 shares, held on behalf of bondholders) _.___ 


Pians filed: Trustee filed two plans and amendments. 


to plan of trustee. 


Debtor filed amendment 


Status of case: Plan consummated on May 21, 1948. Final decree on November 


23, 1949. 


Allowances requested, recommended by Commission, and allowed by court 





Applicant 


| 
| Requested | Recommended 


Allowed 





John —~ Ryan, trus 
—_ W. Ickes = P. Newton Todhunter, counsel 


Jon stmt? McAuliffe and Alster, Berger & Wall, attorneys 
for bondholders 

H. J. Rosenberg, attorney for bondholders 

Continental Illinois National Bank, indenture trustee 


$25, 000 
35, 000 
10, 000 

3, 500 
1, 605 


| 


$17, 500 
22, 500 
4,000 
500 

1, 605 


$25, 000 
25, 000 
5, 000 


500 
1, 605 





75, 105 








46, 105 





57, 105 





Randolph Bohrer and Edward Blackman, attorneys for the debtor, did not 
apply for fee. They represented the successful purchaser of the property of 


the debtor under the confirmed plan. 


No former Commission personnel participated. 


Po.tar FrRostep Foops, INc.; SEC Case No. 214-40; Western District 
oF WASHINGTON (SEATTLE) 


Petition filed: May 21,1947. Petition approved: May 23, 1947. 
Commission appeared upon request: June 19, 


Total scheduled debt: $2,615,516. 
Securities: 
Preferred stock, $100,000. 
Common stock, $650,000. 
Plans filed: Trustees filed plan. 


1947, 


Status of case: Plan consummated on December 23, 1947. Final decree on May 5, 


1948, 


Allowances requested, recommended by Commission, and allowed by court 





Applicant 


Requested 


Allowed 





John C. Wilson, trustee 

John Kelleher, trustee 

T. Russell 

Ernst itors 

Harroun & Shidler, attorneys for the trustees 
Johnson & Defoe , special 


Samuel A. Moffett, president of debtor 
Thomas Winter, treasurer of debtor 
Van C. Griffin, special master 





$29, 700 
, 250 
10, 000 
8, 318 
25, 000 
5, 250 
750 


$16, 000 
13, 000 
6, 000 
8, 318 
18, = 
w 

+ 0 
250 
None 
8, 325 





116, 743 











74, 193 





Allowances were granted on January 27, 1948. 
No former Commission personnel participated. 
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FRANKLIN Buriprne Co. ; SEC Case No. 209-448 ; Eastern District or WISCONSIN 
( MILWAUKEE) 


Petition filed : May 5, 1947. Petition approved: May 5, 1947. 
Commission appeared upon motion: August 14, 1947. 
Total scheduled debt : $590,885. 


Securities : 
First-mortgage bonds 
Interest__- 
Second-mortgage bonds 
Interest AS 


Plans filed: Trustee filed plan and amendments. 
Status of case: Plan consummated on January 31, 1949. Final decree on No- 
vember 6, 1950. 























Allowances requested, recommended by Commission, and allowed by court 





an 
Applicant | Requested | Recommended | Allowed 





| 
John W. Emmerling, trustee | ¥. $13, 500 
Harvey C. Hartwig, counsel for bondholders’ committee _._- , 500 | 6, 500 
Norman J. Baker, indenture trustee _- . . 1, 000 
William A. Schroeder, additional trustee ‘ 430 430 
A. W. Richter, counsel for debtor 2, y 1, 200 


22, 630 








Allowances granted December 29, 1948 
No former Commission personnel participated. 


AMERICAN Acoustics, Inc.; SEC Case No. 212-580; Disrrict or New Jersey 
(NEWARK) 


Petition filed: March 21, 1947. Petition approved: March 27, 1947. 

Commission appeared upon motion: April 21, 1947. 

Total scheduled debt : $138,631. 

Securities : 
Six percent cumulative convertible preferred stock, 59,200 shares, $296,000. 
Common stock, 626,300 shares, $62,630. 

Plans filed: No plan; assets sold. 

Status of case: Assets sold April 29, 1948. No final decree entered, litigation 

regarding allowances pending. 


Allowances requested, recommended by Commission and allowed by court 





Applicant Recommended Allowed 





Douglas Hicks, trustee b $7, 500 $11, 000 
Larkey, Mareiniss & Snyder, counsel for trustees L 11, 500 16, 300 
John B. Shearer, trustee a None 1 None 
Edward Kole, attorney for preferred stockholders. _-...__._. 3 . 750 750 
Unger & Unger, as attorney for petitioning creditors... .__- * None 1 None 

And as attorney for debtor i None None 


19, 750 28, 050 

















! Affirmed on appeal. Current litigation pending regarding a payment of $750 to Shearer after circuit 
court decision. 


Allowances granted April 26, 1951. 
No former Commission personnel participated. 


Cosmo Recorps, Inc., aNp Sursiprarres; SEC Case No. 212-573; Eastern 
District or New York (BrRooKiyN) 


Petition filed: January 27, 1947. Petition approved: January 27, 1947. 
Commission appeared upon motion January 30, 1947. 

Total scheduled debt: $652,067. 

Securities ; Common stock, 300,000 shares, $300,000. 
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Plans filed: No plans filed; adjudication of bankruptcy. 
Status of case: Orders adjudging debtors bankrupt and directing that bank- 
ruptey be proceeded with entered July 1, 1947. 


ilowances requested and allowed by court (the Commission took no position) 





Applicant Requested Allowed 
i 





Louis Castellano, trustee ___.._........-. CN ees scents 
Harry Schutte, attorney for trustee 

Merman Robbins, attorney for debtor 

Howard Fluckiger, special master _- 








No former Commission personnel participated. 
Guope ArrorAFr Corp.; SEC Case No. 211-101; Norruern District or Texas 
(Fort Wort ) 


Petition filed: December 27, 1946. Petition approved: January 3, 1947. 

Commission appeared upon motion: January 13, 1947. 

‘Total scheduled debt : $2,601,803. 

Securities : 

5% percent cumulative convertible preferred stock, 150,000 shares, $1,500,000. 
Common stock, 450,000 shares, $450,000. 

Plans filed: No plan filed; case dismissed and original bankruptcy proceeding 
reinstated April 15, 1947. No assets available for unsecured creditors or 
stockholders. 

Status of case: Chapter X proceeding dismissed and bankruptcy proceeded with. 

The following applications were filed in the bankruptcy proceeding for 
allowances : 


Wirt M. Norris, trustee 

George J. Newman, additional trustee 

Goggans and Ritchie, attorneys for trustees (Dallas) 

Cantey, Hanger, McMahon, McKnight and Johnson, attorneys for 


M. L. Ungerman, William C. Scurry and Wm. M. Hill, attorneys 
for creditors 
Rhodes, Kelly and Morris, attorneys for trustee 


The Commission took no position with respect to these requests. Our 
files do not indicate the amounts allowed by the court. The date of the 
hearing on allowances was December 10, 1947. 

former Commission personnel : 

In addition to the foregoing counsel, Morris L. Forer, of the law firm of 
Wolf, Block, Schorr, Solis-Cohen, of Philadelphia, Pa., represented a pre- 
ferred stockholders’ committee with Raymond E. Buck, of Fort Worth, Tex. 
Mr. Forer was formerly employed by the Commission. His employment 
terminated on August 31, 1944, at which time he was a group attorney in 
the Division of Public Utilities. 

Lester Hano of Newburger & Hano, Philadelphia, was chairman of the 
committee. 


KeLveTt ArgcrarT CorP.; SEC Case No, 212-566; EASTERN DisTRICT oF. PENN- 
SLYVANIA (PHILADELPHIA) 


Petition filed: October 18, 1946. Petition approved: October 18, 1946. 

Commission appeared upon motion: December 4, 1946. 

Total scheduled debt : $654,880. 

Securities : Capital stock, 434,762 shares, $434,762. 

Plans filed: Trustees filed plan embodying a purchase offer of Fairchild Engine 
& Airplane Corp. Hughes Tool Co. made a superior offer and received heli- 
copter assets and contracts of debtor. Trustees’ plan was thereupon abandoned 
and trustees were discharged. Subsequently the debtor in possession filed a 
plan involving a consolidation of debtor and Central Aero Supply Co. but it 
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was not approved. Another plan was filed later by the debtor but no action 
was taken on it. The case was dismissed on August 8, 1951, with reservation 
of jurisdiction on several claims against the estate still pending. 
Status of case : Proceeding dismissed August 8, 1951, but claims litigation pending. 
Parties: 
Paul R. Skilling, trustee 
Effingham B. Morris, Jr., trustee 
Charles A. Wolfe, attorney for trustee 
Ballard; Spahr, Andrews & Engersoll, Esqs., attorneys for debtor 
Wexler & Weisman, attorneys for creditor's committee (Retal Credit Men's 
Association ) 
Blank & Rudenko and Goff & Rubin, attorneys for committee of creditors 
Allowances: Allowances were requested by the trustees and their counsel] on 
June 22, 1948, prior to the submission of a plan of reorganization. Skilling and 
Morris requested $60,000 each and Wolfe requested $35,000. The Commission 
took the position that only interim allowances were proper prior to consumm: 
tion of the plan and recommended $15,000 for Skilling, $10,000 for Morris and 
$10,000 for Wolfe. The court allowed final compensation for the period covered 
of $33,000 for Skilling, $33,000 for Morris and $20,000 for Wolfe. Sub 
sequently, on October 21, 1948, at the time the request was made to discharge 
the trustees, Skilling and Morris requested $25,000 each as a final allowance 
and Wolfe requested $20,000. The Commission recommended $20,000 each to 
Skilling and Morris and $6,300 to Wolfe. The judge allowed $20,000 each to 
Skilling and Morris and $20,000 to Wolfe. Subsequently Ballard, Spahr, 
Andrews & Engersoll, attorneys for the debtor in possession, requested at 
allowance of $10,000. The Commission interposed no objection to this request. 
On August 8, 1951, at the time the proceeding was dismissed, the judge granted 
an allowance of $2,500 to Blank & Rudenko and Goff & Rubin, attorneys, for 
legal services. Wexler & Weisman were also allowed the sum of $2,500 for 
services rendered to the creditors’ committee (Retail Credit Men’s Association ). 
The Commission took no position on the latter requests. 
No former Commission personnel participated. 


Atuiep Contron Co., INC., AND SUBSIDIARIES ; SEC Case No. 209-432; NorrHern 
DIstTrRict oF ILLINOIS (CHICAGO) 


Petition filed: September 26, 1946. Petition approved: September 30, 1946 
Commission appeared upon motion: March 4, 1947. 
Total scheduled debt: $1,295,631. 
Securities : 
Cumulative preferred stock, 100,000 shares, $800,000. 
Common stock, 148,100 shares, $143,100. 
Plans filed: Trustee filed plan and amendments. 
Status of case: Plan consummated February 27, 1948. Final decree May 19, 1948. 


Allowances requested, recommended by Commission and allowed by court 





Applicant | Recommended | Allowed 





William France Anderson, trustee __.. . $20, 000 $20, 000 
Arthur L. Schwartz and Ben Copple, attorney s for trustee. i 25, 000 30, 000 
Sidley, Austin, Burgess & Harper and Horace A. Young, 
attorneys for debtors.............................--....- 2, 500 5, 000 
John K. Holbrook, Jr., New York attorney for debtor and 
trustee | 8, 000 8, 000 

Preferred stockholders committee (Theodore 8. Fisher, | 
250 250 


chairman) 
Gottlieb, Schwartz & Friedman, attorneys for pre ferred 
stockholders meine. 3, 1, 500 
James 8. Cox, secretary of unsecured creditors committee_- 250 
Collen and Kessler, eeweeneys for unsecured creditors com- sno 
mittee EE OT LE PRN SE 1,3 
Walter BE. Heller & Co., , mortgagee 350 


ie ich iedd ett hen nas ans wtipdand becagoosincaune 














Allowances granted April 6, 1948. 
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Mipwest ATHLETIC CLUB; SEC Case No. 209-430; NorTHERN DISTRICT oF ILLINOIS 
(CHICAGO) 
Petition filed: August 16, 1946. Petition approved: December 20, 1946. 
Commission appeared upon motion: January 21, 1947. 
Total scheduled debt: $2,919,000. 
Securities : 
First-mortgage bonds, $1,146,000. 
Second-mortgage bonds, $600,000. 
Status of case: On appeal, circuit court reversed order approving petition. Case 
dismissed August 11, 1947. 
Parties: 
John H. McAuliffe and Alster, Berger & Wald, attorneys for petitioning 
creditors. 
Fred E. Hummel, trustee 
Chicago Title & Trust Co., indenture trustee 
Charles H. Watson, attorney for indenture trustee 
Meyer Abrams, attorney for bondholders 
No former Commission personnel participated. 


SAVANNA-SABULA BripGe Co.; SEC Case No. 209-428; NorTHern DISTRICT or 
ILLINOIS ( FREEEORT ) 


Petition filed: May 24, 1946. Petition approved: May 25, 1946. 
Commission appeared on motion: July 5, 1946. 
Total scheduled debt: $364,990. 


Securities : 
‘** 6 percent first mortgage gold bonds 
Bond interest arrears certificates 
7 percent cumulative preferred stock, 4,320 shares 
Common stock, 10,699 shares, no-par value. 


Plans filed: Trustee filed plan and amendments. 
Status of case: Plan consummated November 25, 1947. Final decree July 3, 1948. 


Allowances requested, recommended by Commission and allowed by court 





Requested | Recommended 





Bert P. Snow, tru $10, 000 $8, 000 
John 8. Young, additional trustee 500 500 
Edward J. Sullivan, attorney for additional trustee - -_- 3, 500 500 
Robert P. Eckert, Jr., attorney for debtor 500 300 
Robert J. Schmelzle, special master 5, 000 5, 000 





19, 500 














Allowances were granted on May 24, 1948. 


Broapway Garaace, Inc.; SEC CAse No. 216-205; Sournern District or O#10, 
WESTERN DIVISION (CINCINNATI, OHIO) 


Petition filed: April 26, 1946. Petition approved: April 26, 1946. 
Commission appeared upon request : June 24, 1946. 
Total scheduled debt: $1,227,041. 


Securities : 
Land-trust certificates 
First-leasehold-mortgage bonds 
Second-leasehold-mortgage bonds 
Preferred stock (1,851 shares) ~......_.-_--___-----_--___---- wae 185, 100 
Common stock (3,657 shares, no par value) 


Plans filed : Debtor filed plan, and trustee filed two plans. ; 
Status of case: Plan consummated on January 31, 1947. Final decree on 
January 30, 1948. 
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Allowances requested, recommended by Commission, and allowed by court 





Applicant Requested Allowed 





Harry E. Marble and Harold C, San, comedy Chee 


$8, $3, 
John D. ee Se. Sk Praets ©. Sak etrusies.<s. aa 3, 3, 
James A. Clark and Bert H. Long, counsel for trustee do_ 3, 3, 
The ee ree es ustne ir enbarees athe 3 2 
ho! 
Mey ee Clyde M. Abbott, > 

erger, counsel for the the Central Trust ‘Co 3, 3, 





15, 15, 














2 Reasonable. 


The Commission did not recommend specific amounts because of lack of 
particulars as to time spent and services rendered furnished in applications. 
The Commission also called the judge's attention to the possible violation of 
the Borah Act as indicated by the uniform request of $3,000 by each of the 
applicants. 

Allowances were granted on April 16, 1947. 

No former Commission personnel participated. 


32 Wrest RANDOLPH Corp. ; SHC Case No. 209-426 ; NorrHern District or ILLINOIS 
(Curcago) 


Petition filed: April 15, 1946. Petition not approved. 
Commission appeared upon request: May 20, 1946. 
Total scheduled debt : $2,926,358. 
Securities : 
First-mortgage income bonds 
Voting-trust certificates 
Status of case: Upon motion of the debtor and after extended litigation, the 
petition for reorganization filed by creditors was dismissed March 31, 1949. 
Parties : 
Poppenhusen, Johnston, Thompson & Raymond, attorneys for debtor. 
Jacobson, Nierman & Silbert, attorneys for petitioning creditors. 
No former Commission personnel participated, 





ScorrisH Rite Masons Assocration ; SEC Case No. 211-96; Western District 
or Texas, SAN ANTONIO DIVISION 


Petition filed: April 8, 1946. Petition approved: April 9, 1946. 
Commission appeared upon motion: May 20, 1946. 
Total scheduled debt: $1,252,500. 


Securities : 
First-mortgage bonds 
First-mortgage interest coupons 
Construction bonds 
Interest 


Plans filed: Trustee filed plan and amendments 

Status of case: 
Plan consummated on February 10, 1947. Final decree on March 10, 1947. 
No applications for fees filed. The Masonic lodge controlling the debtor paid 
administration expenses. 

Parties: 
National Bank of Commerce of San Antonio, trustee. 
Lang, Byrd, Cross & Ladon, attorneys for debtor. 
Moursund, Ball, Moursund & Bergstrom, attorneys for debtor. 

No former Commission personnel participated. 
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Gramort Corp. ; SEC CAse No. 212-556; Sournern District or New York (New 
YorxK Crry) 


Petition filed: March 1, 1946. Petition approved: March 4, 1946. 
Commission appeared upon motion: March 21, 1946. 
Total scheduled debt: $722,266. 


Securities : 
Cumulative 4 percent income bonds 
Capital stock, 7,900 shares, no par value. 


Plans filed: Trustee filed plan. 
Status of case: Plan substantially consummated September 12, 1947. Final 
decree June 27, 1950. 


Allowances requested, recommended by Commission and allowed by court 





Applicant | Requested | Recommended | Allowed 





John Gerdes, trustee | $12, 000 | 000 | $7, 500 
Gerdes & Montgomery, attorney for trust 20, 000 | 7. OO 15, 000 
Wilkie, ee Farr, Gallagher & W ion, ‘attorney for | | 
debto | 10, 000 6, 000 
Kadel rs Hoffman, attorney for indenture trustee._____ 7, 500 5, 000 
The ye mg Bank & Trust Co. of New York as inden- | 
3, 500 | 1, 825 2, 100 


ture 
The Continental Bank & Trust Co. of New York as paying 

agen | « | € 332 
Charles. Segal, attorney for certain bondholders 3 | None 1, 000 
Paul E. [llman, appraiser Bae Ea NE ED | 400 400 
Puder & Puder, accountants y 2, 550 2, 550 


32, 107 | 39, 882 








Allowances granted January 12, 1950. 
No former Commission personnel participated. 


KeESHIN FREIGHT LINEs, INc., AND Sussmprartes; SHC Case No. 209-424; 
NorTHERN District oF ILLINOIs (CHICAGO) 


Petition filed: January 31, 1946. Petition approved: January 31, 1946. 

Commission appeared upon request: April 25, 1949. 

Total scheduled debt: $3,594,965. 

Securities : 

3% percent serial bonds, $1,954,700. 
Capital stock, 22,629 shares, no par value (none of the securities was pub- 
licly held). 

Plans filed: Trustees fled two plans. The second one as amended provided for 
sale at an upset price based upon a commitment from the so-called Walker 
interest. John L. Keeshin, principal stockholder, and David H. Ratner filed 
a plan under which they would obtain the equity interest and new securities 
and cash would be distributed to creditors. These plans were later abandoned 
when Pacific Intermountain Express acquired at a discount all the outstanding 
bonds of the parent company and filed a joint plan with the trustees providing 
for payment in full to other creditors and retention of the equity interest by 
Pacific Intermountain Express. This plan was approved and confirmed. John 
S. Kroese objected to confirmation of this plan and filed a counterproposal to 
purchase the debtor’s assets. This was rejected by the court. 

Status of case: The Pacific Intermountain Express plan has not been consum- 
mated. The Interstate Commerce Commission disapproved the acquisition of 
the Keeshin lines by Pacific Intermountain Express on November 14, 1950, and 
on April 2, 1951, denied a request for rehearing. Pacific Intermountain Ex- 
press thereupon filed an action to review the ICC ruling in the District Court 
for the Northern District of California. This action is pending and in the 
meantime the chapter X court has permitted extension of time for consum- 
mation of the Pacific Intermountain Express plan. 

Parties: 

Daniel D. Carmell, trustee. 
William F. Drohan, additional trustee. 
Manuel E. Cowan, attorney for trustees. 
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Gottlieb, Schwartz & Friedman, and D’Ancona, Pflaum, Wyatt, Marwick & 

Riskind, attorneys for debtor. 

Barrett, Barrett, Costello & Barrett, attorneys for Socony-Vacuum Oil Co., 
creditor. 

Morris Sider, attorney for creditor. 

Bohrer, Blackman & Loman, attorneys for creditors. 

Kirkland, Fleming, Green, Martin & Ellis, attorneys for American National 

Bank & Trust Co., indenture trustee. 

Helen W. Munsert, attorney for John L. Keeshin, as creditor. 
Bobb, Spoerri, Bourland & Harris, attorneys for creditors. 
Walter, Burchmore & Belnap, attorneys for John L. Keeshin and Beatrice 

Keeshin, as stockholders. 

Amberg, Kearns & Dahlin, and Winston, Strawn & Shaw, attorneys for 

White Motor Co., et al., creditors. 

Rooks & Freeman, attorneys for John L. Keeshin and David H. Ratner. 

Haight, Goldstein & Haight, attorneys for Esso Standard Oil Co., creditor. 

Pope & Ballard and Minier Sargent, attorneys for General Motors Corp., and 
other creditors. 

I. Harvey Levinson, attorney for D. D. Walker. 

John B. Stephan, attorney for D. D. Walker. 

Lord, Bissell & Kadyk, attorneys for St. Paul Fire & Marine Insurance Co., 
et al. 

Ryan, Condon & Livingston, attorneys for American Fidelity & Casualty Co. 

Mayer, Meyer, Austrian & Platt, attorneys for Pacific Intermountain Express 
(Hodges, Reavis, Pantaleoni & Downey (New York) were associated as 
counsel). 

E. C. Davis and R. J. Goss, attorneys for Borden Co., creditor. 

BE. W. Lademan, attorney for B. & O., Chicago Terminal Corp., creditor. 

Franklin R. Overmyer, Donald Mackay, and William R. Rawick (New York) 
and Harris G. Klein (New York), attorneys for John 8S. Kroese. 

Herman E. Klein, Kalman 8S. Schindel and Lawrence S. Adler, attorneys for 

Westchester Fire Insurance Co. 

Applications for final allowances have not been filed or requested to be filed. The 
Commission has not taken any position on interim allowances to the trustees 
and their counsel except that in June 1949 the Commission advised the court 
that interim allowances to counsel for the trustees were excessive and in Decem- 
ber 1949 that the request for interim allowances by counsel should be denied at 
that time and in any event was excessive. The amounts requested were allowed. 
Former Commission personnel : 

No former Commission attorney appeared in this proceeding except that 
the firm of Hodges, Reavis, Pantaleoni & Downey, of New York, was retained 
by Pacific Intermountain Express in connection with application for ap- 
proval of its acquisition of the Keeshin lines and has been associated with 
Chicago counsel for Pacific Intermountain Express in the reorganization pro- 
ceedings. Marland G. Gale, a member of this firm, was formerly an attorney 
in the Reorganization Unit of the New York Regional Office. He left the 
Commission on April 11, 1944. 

W. McNeil Kennedy is associated with the firm of Pope & Ballard. 
Kennedy was formerly regional administrator of the Chicago Regional Office. 
His employment terminated on July 31, 1942. Charles R. Kaufman, also 
associated with that firm, was formerly principal attorney (trial) with 
former Legal Division of the Commission. He left November 22, 1937. They 
did not participate in the case. 


322 Eient AVENUE Corp.; SEC 7 212-552; Sourmern District or New 
ORK 


Petition filed: December 3, 1945. 
Petition approved: December 4, 1945. 
Commission appeared upon motion: December 18, 1945. 
Total scheduled debt : $1,283,286. 
Securities : 
Five percent income debentures, $1,103,600. 
Common stock, 11,387 shares, no par value. 
Plans filed : Trustee filed three plans and amendments. 
— of case: Plan consummated September 29, 1947. Final decree May 25, 


23578—52—pt. 134 
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Allowances requested, recommended by Commission and allowed by court 





Allowed 


Hy 
5 





William M. Wherry, trustee 

Edwin P. ce counsel for trustee 

Hibbard bon dholders committee (C. B. Hibbard, chairman). 
arter, Ledyard & Milburn, attorneys for Hibbard commit- 


Brill bondholders committee (David Brill, chairman) ______- 
—_ Scholer, Fierman & Hays, attorneys for Brill commit- 


City Bank Farmers Trust Co., indenture trus 

Delafield, Marsh, Porter & Hope, attorneys for City Bank_- 
Park, Potter & Co., accountants 

Hetkin, Jervis & Hetkin, counsel for bondholders 

Edward Endelman, counsel for bondholders 


$17, 500 


rp » pee 
B88 88 835 


S35 





Si eo 
£ 
So 














1 Joseph G. Connelly, a member of this firm, was formerly employed by the Commission. His employ- 
ment terminated on Sept. 27, 1946, at which time he was Chief of Interpretation and Rules Section, Cor- 
poration Finance Division. 


Allowances granted January 27, 1948. 
No former Commission personnel participated. 


KrmparkK Manor Reatty Trust; SEC Case No. 209-421; Norturen District or 
lttinors (Curcaco) 


Petition filed : November 14, 1945. Petition appproved: November 20, 1945. 
Commission appeared upon motion: April 27, 1946. 
Total scheduled debt : $151,736. 
Securities : 
First mortgage bonds, $122,500; interest. 
Capital stock, 2,271 shares, $28,481; no par value. 
Plans filed : Trustee filed two plans. 
vn of case: Plan consummated January 7, 1947. Final decree December 
17, 1947. 


Allowances requested recommended by Commission and allowed by court 





Applicant Recommended Allowed 


; 
i 





Meneae Trust Co., reorganization trustee 
Warren H. Orr, attorney for reorganization trustee. 
Gustave E. ey attorney for bo 
of Chicago, 


of 


5/888 84 898 


$1, 500 
4, 


312 

Robert C. Baumgartner, attorney for debtor 

John H. McAuliffe & Alster, Berger & Wald, attorneys for 
bondholders 


Lawrence Lenit, attorney for bondholders 
Samuel Fumel, ‘attorney for bondholder 


rer 





E 














Allowances granted May 12, 1947. 
No former Commission personnel participated. 


Firta & Prerce Co.; SEC Case No. 209-417; NorrHern Distaict or Iowa, 
WESTERN Division (Sroux Crry, Iowa) 


Petition filed: October 1, 1945. Petition approved: October 1, 1945. 
Commission filed appearance upon motion: January 9, 1946. 
Total scheduled debt: $661,578. 
Securities : 
First-mortgage bonds, $639,800. 
Capital stock, $14,000. 
Plans filed: Indenture trustee suggested a plan adopted by trustee, then aban- 
doned. Trustee then filed another plan. 
Status of case: Plan consummated August 31, 1946. Final decree March 5, 1947. 
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Allowances requested, recommended by Commission, and allowed by court 





Allowed 





Berkson, yee Levinson & Morse, at- 


torneys for pg leagee 7, 000 
sifford, Wadden epson, attorneys for debtor 2, 000 


Service Corp., corporate agent 1, = 


auditor 
First National k in oe City, mortgage trustee 5 500 
Jesse E. Marshall, title 250 


18, 500 


Franklin E. Gill, trustee $6, 500 

















Allowances granted October 26, 1946. 
No former Commission personnel participated. 


80 JoHN Streer Corp. ; SEC Case No. 212-549; SourHern District or New York 
(New York Ciry) 


Petition filed: September 14, 1945. Petition approved: September 14, 1945. 
Commission appeared on motion : October 8, 1945. 
Total scheduled debt : $3,125,093. 
Securities : 
First mortgage, $1,442,434. 
General mortgage bonds, $1,268,000 ; Interest, $395,193. 
Common stock, 28,100 shares, no par value. 
Plans filed : Trustee filed one plan. 
Status of case: Plan consummated August 7, 1947. Final decree December 28, 
1951. 


Allowances’ requested, recommended by Commission and allowed by court 





! 
Requested | Recommended} Allowed 


| 
William H. Hickin, trustee $60, 000 $45, 000 
Manufacturers Trust Co., indenture 4, 356 3, 856 
Chadbourne, Wallace, Park & Whiteside, attorneys for 

+ 


Manufacturers Trust Co 
Reeves, - a Ely & Beatty, attorneys for debtor 7 750 
Frederick Bo Harry einstein, Littel Rust, ‘general 
mortgage ittee 750 300 
Frank & Gonnett, attorneys for committee _- J 7, 500 1,000 
Rathbone, Perry, Kelley & Drye, attorneys for Central 
Hanover Bank & Trust Co., first mortgagee. 7, 500 3, 000 


93, 856 60, 406 





rx of 
88 58 &8 


pp 














z 





ca jadge determined that applicant firm was entitled to a fee of $7,500 but payable by its clients and 
not the estate. 


Allowances granted December 30, 1948. 
No former Commission personnel participated. 


Fort Mapison Gas Licut Co.; SEC Case No. 209-415; SourHern DIsTRICT oF 
Iowa, EasTerRn Division (Des Moines, Iowa) 


Petition filed: August 30, 1945. Petition approved: August 30, 1945. 
Commission appearance upon motion : November 21, 1945. 
Total schedule debt : $348,128. 
Securities : 
First-mortgage 6-percent bonds, $207,500 interest, $22,375. 
Common stock, 756 shares, $75,600. 
Plans filed : Trustee filed plan and amendments. 
bigs of case: Plan consummated April 16, 1946. Final decree, December 
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Commission and allowed by court 





Applicant 


| 
Requested | Recommended | Allowed 





W. Smith, trustee 
. Hutton, "additional trustee. - 


: $i, s00 
A Phelan, attorney for trustees . 
a 


1, 500 
1, 000 
3, 500 


H. Pollard, attorney for debtor... 
lenn G. Paxton, attorney for parent company 


$1, 500 
800 

1, 000 
1, 000 
3, 000 











Allowances granted May 20, 1946. 
No former Commission personnel participated. 


Cuicaco, AurorA & ExeGIn Rariroap Co.; SEC Case No. 
District OF ILLINOIS 


Petition filed March 22,1945. Petition approved : April 30, 1945. 
Commission appeared upon motion: May 10, 1945. 
Total scheduled debt: $17,941,000. 
Securities : 
First-mortgage bonds 
Interest 
First and refunding mortgage 6-percent bonds, series A 
Interest __- % 








209-406 ; 








10-year 6-percent notes ide 

Interest 

Prior lien 7-percent preferred, 7,460 shares 
Common, 95,000 shares 

Plans filed: Trustee, one plan and amendments, 





6, 800 


NORTHERN 


Status of case: Plan consummated November 1, 1946. Final decree entered 


January 15, 1947. 


Allowances requested, recommended by Commission and allowed by court 








Applicant 


Requested | Recommended Allowed 
) | 








Arthur L. Schwartz, trustee 
Grenville Beardsley & Ben ( Jopple, counsel for trustee 
Gottleib & Schwartz, counsel 


$20,000 | 


bondholders committee. 

First and refunding mortgage bondholders committee (reim- 
bursement of expenses) cscs 

Duff & Phelps, engineering experts __ 

City os Bank & Trust Co., “of Chicago, indenture 
trus' 

Pam, Hurd & Reichmann, counsel for indenture trustee __ 

Continental IMinois National Bank & Trust Co. of C hicago, 
indenture trustee - 

Mayer, Meyer, Austrian & Platt, “counsel for above 

Meyer "Abrams, counsel for bondholders ARISE ST 2S St 


1, 450 
5, 000 


or petitioning creditors and | | | 


anaee 
et 


None | 


None | 


6, 750 | 
7, 500 
2, 250 | 
1, 150 
350 


$30, 000 
30, 000 


20, 000 


None 
None 


6, 750 
7, 500 
3, 137 


1, 450 
2, 000 








116, 667 





68, 000 





102, 837 





Allowances granted on September 10, 25, and 30, 1946. 
No former Commission personnel participated. 
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Trinity Bur~prncs Corp. or New York (WHOLLY OwNep Suspsiprary or UNITED 
Srates Reatty & IMPROVEMENT Co. ALSO IN CHaprerR X. Boru Cases Con- 
SOLIDATED) ; SEC Case No. 212-537; SourHern District or New York 


Petition filed: January 18, 1945. Petition approved: January 18, 1945. 
Commission appeared upon motion: February 19, 1945. 

Total scheduled debt : $4,652,983. 

Securities : 


1, 000 
Unirep STATES REALTY & IMPROVEMENT Co.; SEC Case No. 212-508; SourTHERN 
District or New YorkK 


Petition filed: February 1, 1944. Petition approved: February 1, 1944. 
Commission appeared on motion: February 7, 1944. 
Total scheduled debt: $8,939,788. 
Securities : 
6 percent debentures 
6 percent debentures of GAF Realty Corp. guaranteed by debtor_ 
Interest on both issues 
Common stock, 900,000 shares, no par value, debtor also guaran- 
teed Trinity Building Corp. bonds. 


Status of case: Joint plan for Trinity and United States Realty consummated 
May 16, 1946. Litigation by trustee on behalf of estate pending. 


Allowances requested, recommended by Commission and allowed by court 





Applicant 


Requested 


| 
Recommended | 


Allowed 





. James J. O'Connell, disinterested trustee 
. Effa H. Sanders, as executrix of the estate of Frederick 
M. Sanders, additional trustee 
3. Goldwater & Flynn, attorneys for trustee 
. David Berdon and Co., accountants for trustee 
. Arthur Anderson & Co., accountants for trustee 
. William MacRossie and John C. Tredwell, appraisers 





for trustee 
oe < Blumberg, ” special” ‘New Jersey 


4 wen Saitard Ge., appraiser for trustee ____- 

. Charles F. Noyes 6 o., Inc., appraiser for trustee 

. Charles F. Noyes Co., Inc., for services as broker___._. 
. Percival Robert Moses, ocnsultant engineer to trustee 
. Tra A. Lurie, appraiser ‘for trustee __ 


‘counse 7 “to 


. Joseph P. Simmons, appraiser of securities for trustee __ 
. J, Rhodes O’ Rielly, temporary trustee for Fuller pide. 


Corp. class B stock pledge agreement : 

. Central Hanover Bank & Trust Co., pay ing agent _ 

. Maurice Finkelstein, and Wagner Quillinan, Tenant 
& Wagner, counsel to United States Realty deben- 
ture holders protective committee 

. Cornelius J. Smyth, chairman Walter K. Hardt, Irland 

McKnight, Beckman and Harry C. Thompson, mem- 

bers of above committee 


. Edward M. Benton. secretary of the above committee _- 


\ bar gs >! Miller and Pomerantz, Levy, Schreiver 
‘ i tele ek, counsel to debenture holders committee 
lor United 


ward W. Smith, and Clermont Cartw right, members 
of the above committee. ; 
, : ecnalians B. Sheridan, secretary to above committee. 
et Vought, committee's real estate exper 

Montgomery Arkush, and Milton ete, counsel 
a Tr nity Building Corp. ‘of New York first mortgage | 
bondholders committee 
. Peter Grimm, chairman, Charles F. Simmons, Philip L. 
Carret, W illfam Stuberfield, and Erwin Stugard, 
members of the above committee 
. C. Wagner, secretary to above committee 
. WwW td White & Sons, Inc., real estate expert of com- 
mi 








S +re 8 ; 
gees @ Ges & & 


8 


$45, 000 
9, 000 
100, 000 
15, 050 
735 

5, 

2, 


3 
3, 
7. 





$60, 000 


9, 000 
100. 000 
15, 050 
1, 100 


15, 000 


1, = 

3, 500 

3, 500 

10, 000 

2, 200 
300 
100 
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Allowances requested, recommended by Commission and allowed by court—Con. 





Applicant Allowed 





Guaranty Trust Co., of New York, indenture trustee for | 
Trinity bonds é 
Davis, Polk, Wardwell, Sunderland, & Kiendl, attor- | 
neys for Guaranty Trust Co., indenture trustee... __- 
——- Gottlieb, attorney for certain Trinity bond- | 


$2, 500 


’ . 8 





ealer 
Knox & Dooling, counsel to 111-115 Broadway Building, 
first mortgage bondholders’ committee 
John E. Hoffman, chairman, and Marie F. G. Roehrig, | 
secretary, members of the above committee | 
George Gusaro, , ae a Trinity bondholder 
Maurice B. and Daniel W. Blumen counsel to the | 
pectecties committee for the stockholders of United | 
tates Realty and Improvement Co 
Stewart Forshay, chairman, Louis B. Simonds, John J. 
Gray, Sim Simons, Reuben 8. Adler, and Claire Foley | 
(secretary), members of the committee___...........-- 
. Eva P. Seaver, assistant secretary to the committee 
. Robert H. Armstrong, appraisal expert of committee ___- 
. Arthur J. Harnett and Russell A. Conn, | 
committee - 4 : 
. Fenimore C. Goode, appraiser for committee...........- 
. Hetkin, Jervis & Hetkin, and Edward A. Kole, counsel | 
to Trinity Buildings Corp., preferred stockholders 
committee 
. Edwin Mayer, real estate expert of Trinity Buildings 
Corp., preferred stockholders committee 
43. White & Case, attorneys for the debtor... ........... : 
44. Milbank, Tweed, Hope, Hadley & McCloy, at 
for Equitable Life Assurance ty, Mortgage. 12, 500 
45. Morris Natelson, securities expert for trustee 7, 500 


BS 8 8S 


45, 000 


2, 500 


a 
»p 
—) 


gs 28 ge 


11 
2, 000 


Ne 


OO 
2, 500 


fr 


2, 0 


cd 


A : 
g8 88 888 § 838 88 8 8 


300 


27, 500 


$ 
5 
8 
E 


5, 000 
0) 


8 











707, 513 308, 185 367, 200 





Plans filed: Trustee filed one plan and amendments; debtor filed two plans; 
certain Trinity bondholders filed a plan and certain stockholders of United 
States Realty filed a plan and amendments. The trustee’s plan as amended 
was approved and consummated. 

Former Commisson personnel: No former Commission personnel appeared in 
this case, except that Marland G. Gale, of Hodges, Reavis, Pantaleoni & Downey, 
represented the underwriters under the debtor’s plan, which was withdrawn. 
This firm did not request a fee for services from the estate. Marland G. Gale 
was formerly an attorney in the New York regional office, reorganization unit. 
His employment terminated April 11, 1944. 

Mr. Hetuer. Mr. Loss, there seems to have been some criticism that 
reorganization proceedings run too long. Is it possible for the Com- 
mission to do anything about it, and has it done anything? 

Mr. Loss. Well, it would be interesting to know—I do not know 
offhand—whether a X reorganizations have been shorter on the 
whee than the old 77B reorganizations were, where the Commis- 
sion did not participate. : 

There is one case quite recently : The Pittsburgh Railways reorgan- 
zation in Pittsburgh. Pittsburgh Railways was a subsidiary of the 
old Philadelphia Co., which was a subsidiary of the old Standard Gas 
group-——— 

Mr. Hetter. What was that? i vag 

Mr. Loss. Pittsburgh Railways, which was a subsidiary of the 
Philadelphia Co., which was a holding company and itself a subsidiary 
of Standard Gas. 

The Pittsburgh Railways case dragged along, I understand, for 
quite a few years under chapter X, and we finally got it transferred 
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to our jurisdiction under the Holding Company Act, and I think that 
expedited things very considerably nO that is just one case. 

suppose that the ultimate answer is that modern financial life is 
complicated. It is like some of these proceedings under the Sherman 
Act. Perhaps the world is just getting too complicated to live in. 

Mr. Hewier. It would be helpful to get this information down so 
that we can analyze it. 

Mr. Loss. Oh, yes. 

I think it is generally agreed—certainly I can say it is among com- 
mentators and legal writers—that one of the happiest experiences in 
the whole SEC picture has been this business of making the Commis- 
sion an impartial adviser to reorganization courts. As Judge Frank 
said at the time—I think he was Ghaivenen of the SEC at that time— 
a corporate reorganization is only superficially judicial litigation. It 
is really administrative law in the courts. And chapter x more or 
less frankly recognizes the fact. 

In other words, a judge sitting cut in Oshkosh or somewhere else 
simply cannot possibly, along with all of his other duties, handle com- 
plicated reorganizations; and I think it is generally agreed that the 
Commission’s participation in such cases has helped considerably; 
and, if they take a long time now, perhaps they would take a longer 
time if the Commission were not around to help. 

Mr. Hewter. Mr. Loss, there is a little more information that we 
would like you to furnish us. 

As to cases instituted under the Public Utility Company Holding 
Company Act of 1935, start with the year 1945 and bring it down to 
date, giving the average time elapsed between the institution of the 
action and the date when the case was finally closed. 

As to pending cases under the 1933, 1934, and 1935 acts give us a 
list of ap a td wear a brief statement of the issues i the 
names of counsel for all the defendants—and if counsel was previously 
associated with the SEC, the date of termination of such employment 
and the position held during employment—and the present status 
of the case. 

Mr. Loss. I shall be glad to. 

(The information requested is as follows :) 


Court actions instituted by the Commission under the Holding Company Act 
of 1935 


I. The cases listed below are court actions instituted by the Commission under 
the Public Utility Holding Company Act of 1935, since January 1, 1945, through 
March 31, 1952. The time from opening to closing of the case is the interval 
between the date on which the application was filed in the district court to the 
date on which the court entered its order approving the application. Where an 
appeal followed the district court’s order, the time is from the date the appli- 
cation was filed in the district court to the date of affirmance of the order on 
final appeal. 
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(Total cases: 81. Average time: 6 months] 





Entry or | Time 


United States Initiating affirmance of 
Name of the case district court papers filed | enforcement 


order months 





rw 


| | 

Southern district | Nov. 8, 1945 . 2, ial 
of New York, 

Oct. 5, 1949 


Do | Maine June 30, 1950 
American States Utilities Corp | Oct. 7, 1947 
American’ Utilities Service Corp Mar. 14, 1945 
American Waterworks & Electric aia le eae ee OH 8 ag 
Central & Southwest Utilities Co. et al.....-.|--.-. PREF 
Central States Power & Light OnP-- sip ebvieandiaieaths Sees oS * 
Cities Service Co_. rp A eT Kit | Apr. 
Commonwealth & Southern Corp... TO eee 
Community Gas & Power Co, et al IRS ot 
Consolidated Electric & Gas Co shales sweet ee 

I Sees: - 

| Feb. 

Apr. 

Mar. 

Aug. 

| June 
| Nov 





a Soe 


~ 


ede 





ore) 


ae 
“Southern district | Oct. 

of New York. | 
Electric Bona & Share Co. et al d | May 
Electric Bond & Share Co : ee ta Aug. 
Electric Power & Light Corp. __..........--- Mar. 
Engineers Public Service Co., Inc r Jan. 
Federal Water & Gas Corp._.............-.-- ‘Rae. ited .....| July 

De tala it Eas Ail eee 8 1 Tags ” Nov. 

| Sept. . 
Aug. . 22,1945 





. | New York. 


Georgia Power & Light Co —— district of | Jan. - 6,1945 


Great Lakes Utilities Co Eastern district of | Feb. . 25, 1947 
Pennsylvania. 
Green Mountain Power oop May 4, 4, 1951 
Illinois Power Co Delaware May . 28, 1950 
—_ Aistrict Nov. 30, 1945 . 19,1945 


Northern “district | Dec. 20, 1946 16, 1947 


of Indiana. 
la . 24,1947 | Nov. 14, 1947 
. 31, 1947 . 12,1949 
, 1,1949 . 2, 1950 
do . 21, 1951 | . 16, 1951 
Eastern district of | . 99,1947 7, 1948 
New York. | 
Eastern district of | . 26, 1948 | . 28, 1948 
Pennsylvania. 
Long Island Lighting Co bag oa of | Nov. 19, 1949 | . 9, 1950 
Louisville Gas & Electric Co Delaware. | Oct. 29, . 28, 1948 
Memphis Street Railway Co Western district | Mar. 23, . 22,1949 


Middle West Corp Delaware | June 7, 1950 | 29, 1950 
Minnesota Power & Light Co 2 

National Gas & Electric Corp 

New Bnathd Gas & Electric Association - .-- 


New England Power Association 
New England Public Service Co 





do. 
Southern district. 
of New York. 
Northern district 
of New York. 
Do ae Mtn eee 
North ' Continent Utilities Corp | Delaware | 
wae States Power Co es “ae toa. 
sees ee eb. 
North” West Utilities Co Delaware. wn e-nene| Jan. 
Peoples Light & Power Co do | Oct. 
Philadelphia Co Western district | Mar. 
of Pennsyl- 
vania. 


Portland Gas & Coke Co Oregon. . 13, 1951 
Public Service Co. of New Jersey New —7 77. .-| Feb. . 19, 1948 








— 
—wmmenon~ 
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[Total cases: 81. Average time: 6 months] 
oa eo 
| Time 
in 
| months 





Entry or 
United States Initiating affirmance of 
district court papers filed enforcement 
order 


Name of the case 





May 3, 1948 
| Sept. 17, 1948 
“Western district Jan, 13,1947 | 
of Washington. 
Scranton Spring-Brook Water Service Co....| Middle district of | Mar. 11,1946 | Apr. 4, 1946 
Pennsylvania. 
Sioux City Gas & Electric Co a district _ Sept. 8,1949 | Oct. 24,1049 
of Iowa. 
Spokane Gas & Fuel Co Eastern district of | Oct. 26,1945 | Dec, 18, 1945 
Washington. | | 
United Gas Improvement Co Connecticut | Dee. 15, 1947 . 19,1948 
United Public Utilities Corp | Delaware... .. Oct, 14,1946 | Nov. 20, 1946 
| i Feb, 20,1948 | Mar. 12, 1948 
July 28,1948 | J . 20,1948 
Aug. 26,1948 | Sept. 14, 1948 
Dec. 7,1948 >. 27,1948 
c a ay 27,1949 16, 1949 
Utah Power & Light Co Ita Nov, 13, 1945 . 14,1946 
Washington Railway & Electric Co District of Colum- | M: ay 16, 1947 16, 1947 
ia. 
West Penn Electric Co Southern district July 29,1949 . B, 1949 
of New York, | 


May 28, 1948 
Sept. 17, 1948 
Feb. 25, 1947 | 


Delaware. . Apr. 18, 1945 May 18, 1945 
| 


_ 





on = 


mt ND ae et et et est 


~ 





Information with respect to pending criminal cases (primarily under the 
Securities Act of 1933 and the Securities Exchange Act of 1934) and pending 
actions instituted by the Commission under the Public Utility Holding Com- 
pany Act is attached. Information with respect to other pending cases is set 
forth above at page 478. 
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Court AcTIONS INSTITUTED BY THE CoMMISSION UNDER THE Pustic Usiniry 
Hotpine Company Act or 1935 Wuicn Were PENDING ON Fepruary 19, 1952 


1. Name of the case-—North American Light & Power Co. 

Companies in reorganization.—Illinois Power Co.; North American Light & 
Power Co.; the North American Co. et al. 

Brief statement of issues.—A supplemental application No. 2 was filed by the 
SEC for an order approving and enforcing the carrying out of the provisions 
of portions of plan I and amended plan I relating to the denial of payment of 
fees and expenses pursuant to section 11 (e) of the Holding Company Act, as 
approved by the Commission’s orders dated May 7 and June 1, 1951. The 
district court (United States District Court, Delaware) approved the SEC's 
supplemental application on December 3, 1951 (101 F. Supp. 931), except for the 
Commission’s disallowance of fees for one James F. Masterson, as to whom 
the district court reversed the Commission indicating that the Commission had 
failed to consider all the necessary elements in determining fees, particularly 
that of the lawyer-client relationship. The issue to be decided upon a rehearing 
is whether the Commission erred in disallowing the fees requested by James F. 
Masterson. 

Counsel previously associated with SEC.—None in connection with matter 
now pending. Earlier the Commission denied a fee requested by Lewis M. 
Dabney and this denial was approved by the court in its decision of December 3, 
1951; Mr. Dabney was special counsel in the Division of Public Utilities prior 
to his resignation on February 4, 1941. 

Present status of the case (as of May 1, 1952).—On January 11, 1952, the 
Commission petitioned the district court for a rehearing and on January 14, 
1952, Judge Leahy entered an order granting the petition. Hearing set for 
June 6, 1952. 

2. Name of the case.—International Hydro-Electric System. 

Company in reorganization.—International Hydro-Electric System. 

Brief statement of the issues.—An action under section 11 (d) of the Holding 
Company Act to enforce compliance with the Commission’s order issued under 
section 11 (b) of the act. On June 29, 1951, the Commission authorized the 
payment of $85,017.60 as interest on interest to the debenture holders. This 
order was presented to the district court for approval and to enforce the plan. 

Counsel previously associated with SEC.—Edmund Burke, Jr., who was a 
member of the Commission prior to August 19, 1943, and is now with the firm 
of Clark, Carr & Ellis, appeared for Carter Committee for Preferred Stock- 
holders. Ganson Purcell, who was Chairman of the Commission prior to his 
resignation on June 30, 1946, and subsequently was with the firm of Root, 
Ballantine, Harlan, Bushby & Palmer, appeared for Paul H. Todd, class A 
stockholders. 

Present status of the case (as of May 1, 1952).—The Commission has before it 
part III of the trustee’s plan, as well as other plans for the disposition of the 
residual estate of THES. After the Commission issues its order on these 
matters, the United States District Court of Massachusetts will be petitioned 
to approve the same. Also pending approval of the said court fs an applica- 
tion approved by the Commission authorizing the trustee to renew for 1 year 
a bank loan of $9,500,000 from the Chase National Bank of the city of New York. 


Mr. Hetzer. As to appeals now pending in which the SEC is par- 
ticipating, would you give us the name of the petitioner or peti- 
tioners, the date the notice of appeal was filed, the circuit court in 
which the appeal is pending, counsel for appellants, and if any of 
these were formerly associated with the SEC, advise the date when 
such employment terminated and the position held during employ- 
ment ? 

Mr. Loss. Yes. I suppose you also include counsel for any inter- 
veners in these cases. 

Mr. Hetzer. That is right; and counsel for interveners. 

(The information requested follows :) 

Information with respect to appeals from court decisions has been included 


in the data submitted elsewhere with respect to court litigation, and the material 
set forth below is therefore limited to appeals from administrative orders. The 
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only pending appeals were under the Securities Exchange Act of 1934 and the 
Public Utility Holding Company Act of 1985. 


Pending appeals from administrative orders under Securities Exchange Act 
of 1934 


1. Name of petitioner.—Irving A. Shayne.t 

Petition for review filed —December 10, 1951. 

Name of court.—Court of Appeals, Second Circuit. 

Counsel for petitioner—Sidney B. Josephson. 

Counsel formerly associated with SEC.—None. 

2. Name of petitioner—Samson Wallach. 

Petition for review filed.—January 22, 1952. 

Name of court——Court of Appeals for District of Columbia. 

Counsel for petitioner—Wm. J. Cogan. 

Counsel formerly associated with SEO.—Mr. Cogan was a trial examiner in 
the New York regional office prior to his resignation on October 1, 1945. 


Pending appeats from administrative orders under the Public Utility Holding 
Company Act of 1935 

1. Name of petitioner —Edw. R. Downing; Randolph Phillips and 22,081 stock- 
holders of United Corp. (United Corp. case). 

Petition for review filed.—August 23, 1951. 

Name of the court.—United States Court of Appeals, District of Columbia. 

Counsel for petitioners.—Krieger & Jorgensen. 

Counsel for United Corp.—Harold F. Noneman, Richard J. Smith, Patrick H. 
Sullivan, and Wm. T. Farley. 

Counsel for interveners.—John Mulford, counsel for warrant holders who 
have filed application to intervene; M. Quinn Shaughnessy, local counsel. 

Counsel previously associated with SEC.—M. Quinn Shaughnessy, who was 
Assistant Director of the Registration Division prior to his resignation on 
February 11, 1942, and now practices law in Washington, is local counsel for 
warrant holders who seek to intervene. 

2. Name of petitioner —Wm. J. Cogan, Charles T. Jones (Market Street Rail- 
way case). 

Petition filed—July 11, 1950; September 8, 1950; September 15, 1950; and 
December 15, 1950 (appeals consolidated). 

Name of court—United States Court of Appeals, Ninth Circuit. 

Counsel for petitioners.—N. Mitchell Bourquin and Wm. J. Cogan. 

Counsel for other parties——For Market Street Railway: Douglas Newman. 
For Standard Gas & Electric Co.: A. Louis Flynn and Helman Hansen. For 
Standard Power & Light Co.: Siebert Riggs and Emal Moresini, Jr., and Wm. 
A. Todd. 

Counsel formerly associated with SEC—Wm. J. Cogan, a trial examiner in 
the New York regional office prior to his resignation on October 1, 1945, repre- 
sented the Van Kirk Committee, and this action appeals on his own behalf 
from an adverse decision on a fee application. 

3. Name of petitioner—S. Z. Kantor, Harry and Rose Zuker, and Frances Sil- 
ver (American & Foreign Power Co. case). 

Petition. filed—January 17, 1952. 

Name of the court.—United States Court of Appeals, First Circuit. 

Counsel for petitioners.—For 8S. Z. Kantor: Otto G. Geringer. For Harry 
and Rose Zukor: Norris Rossinoff, of the firm of Burton Rossinoff & Nowitz. 
For Frances Silver: Simon Klein and Wm. J. Cogan. 

Counsel for companies affected.—For American & Foreign: James L. Boone, 
Edwin D. Ford, and John R. Burton, of Reid & Priest, New York; and Adrian L. 
Foley, of White & Case, New York. For Electric Bond & Share: John F. Me- 
Lane and Benj. C. Milner, of Simpson, Thacher & Bartlett, New York. 

Counsel for committees affected.—Berdell Committee for $7 and $6 pre- 
ferred stockholders: Herbert H. Klein, of Steward & Shearer, New York. Car- 
ter Committee for $7 and $6 Preferred Stockholders. Carlos L. Israels, of Ber- 
lack & Israels, and Harold P. Seligson, New York; Norman Johnson. Com- 
mittee for Second Preferred Stockholders: Claude L. Gonnett, of Frank & Gon- 
nett, New York. McKenna Second Preferred Stockholders Committee: Arnold 
R. Ginsburg. 


+ Subsequently, on February 20, 1952, the petition was withdrawn by stipulation. 
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Counsel formerly associated with SEC——Wm, J. Cogan, formerly trial ex- 
aminer in New York regional office, represents one petitioner. Arnold Gins- 
burg, attorney in the Solicitor’s Office prior to September 30, 1947, represents 
the McKenna Second Preferred Stockholders Committee. 

4. Name of petitioner—Skowhegan Savings Bank, Auburn Savings Bank, ani 
Eastport Savings Bank (Central Maine Power Co. case). 

Petition filed—January 28, 1952. 

Name of the court—United States Court of Appeals, District of Columbia. 

Counsel for petitioners.—Oliver & Donnally, 110 East Forty-second Street, 
New York 17, N. Y. 

Counsel for intervenors.—Hutchison, Pierce Attwood & Scribner for Centra! 
Maine Power Co. 

Counsel formerly associated with SEC.—None. 

5. Name of petitioner.—Public Utility District No. 1 et al.” (American Power 
& Light Co. case). 

Petition filed.—January 24, 1952. 

Name of the court.—United States Court of Appeals, Ninth Circuit. 

Counsel for petitioners.—Justin N. Reinhard, attorney for Publie Utility Dis- 
trict No. 1. 

Counsel for intervenors.—Morris L. Forer, attorney for William Gerstley, Sun- 
stein & Co., common stockholders. Simpson Thacher & Bartlett, for Dlectriv 
Bond & Share Co. Robert E. Smylie, for Idaho Public Service Commission. 

Counsel formerly associated with SEC.—Morris L. Forer, former Commis. 
sion employee, represents Sunstein & Co., William Gerstley, common stock- 
holders. 

Mr. Heuirr. Now, there are some cases pending against the SEC 
and its employees; is that correct ? 

Mr. Loss. At the moment there may be one, arising out of the 
Tucker controversy, which is still pending, involving our Chairman. 
One of them was dismissed, I know. I think there is one pending. 
I can supply that. 

Mr. Hetter. With respect to that one case, if only one is pending, 
will you be good enough to give us the name of the plaintiff; the name 
of the defendant; the issues involved; the date when the action was 
instituted ; the relief sought, and the present status of the case? 

Mr. Loss. Yes, sir. 

(Mr. Loss later supplied the following :) 

There is no case pending against any member or employee of the Commission 
relating to the Commission’s activities, in connection with the Tucker contro- 
versy or otherwise. 

Mr. Hetier. Are you able to tell us, Mr. Loss, if there are any cases 
in which the SEC has participated in any way which has run for 
more than 5 years from the date of institution until the time it was 
closed ¢ 

Mr. Loss. Yes; there were a few such cases. 

Mr. Hetier. And would you list those cases ? 

Mr. Loss. You mean all or going back to 1946? 

Mr. Heuer. Going back to 1946. 

Mr. Loss. I am not sure about any that recently. There have been 
some chapter X cases. 

Mr. Heuter. I believe we will have to go back further than 1946 for 
that. Make that 1945. ; ; 

Mr. Loss. All right; beginning with 1945, there will be a few chap- 
ter X cases, and again you mean court actions. fiw 

Mr. Hetier. Yes. In that respect, I assume that you will list the 
types of cases, the statutes involved, the status of the SEC in the pro- 


2 Subsequently, on March 14, 1952, motion to dismiss was granted, and on March 21, 
1952, stay was ordered vacated. 
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ceedings, and a brief statement explaining the reasons why the case 
has run for 5 years or more. 

Of course, I recognize that in some of these statistics there is going 
to be duplication, but we just want it for the breakdown. 

Mr. Loss. I understand. 

Do you mean, Congressman, only cases which were begun after 1945, 
or cases Which may have been begun earlier and are still pending ? 

Mr. Heuier. Well, if there are any that were begun earlier and are 
still pending, we certainly want those. 

Mr. Loss. Yes; I would think so. 

( 1 eae referred to above was furnished for the subcommit- 
tee’s files. 

Mr. Hetxer. Mr. Loss, you have talked about the participation of 
the SEC in proceedings under chapter X. Now, while I realize that 
your office does not appear in district court proceedings in connection 
with chapter X proceedings, I am sure = can give us some infor- 
mation on matters involved in chapter X reorganizations in which 
the SEC participates. 

Mr. Loss. You mean the kind of questions involved? 

Mr. Hetier. That is right. 

Mr. Loss. I can give you a few examples of that; yes, sir. 

We have been particularly interested, I think as much as anything 
else, in examining the qualification of trustees, in order to enforce the 
standards of the statute as to disinterestedness. 

We have also made it a policy, for example, to urge that the court’s 
power to appoint an officer or director or employee of the debtor as 
additional trustee in order to assist in the operation of the business 
should be reserved only for exceptional cases, and in recent years we 
have found it increasingly necessary, when an additional trustee has 
been appointed, to prevent his encroachment on the special functions 
which the law delegates to the disinterested trustee—such, for ex- 
ample, as the investigation of the debtor’s affairs and any causes of 
action which the debtor may have against individuals and the formu- 
lation of a plan of reorganization. 

We have also urged as a matter of policy full comfliance with the 
provision of chapter X—section 167 (5)—which requires the trustee 
to report to the security holders with respect to his investigation 
of the property and the liabilities and the financial condition of the 
debtor, the operation of its business, and the desirability of its 
continuance. 

Occasionally we have ourselves investigated possible causes of ac- 
tion for mismanagement or fraud or other misconduct by insiders, 
and we have presented our views to the trustee or to the court. 

We have also interested ourselves particularly in those provisions 
of chapter X which require committees and trustees under inden- 
tures—under bond indentures—to disclose information concerning 
their appointment, their affiliations, and their security transactions. 
And we have also tried generally to lift the standards of conduct of 
fiduciaries—namely, trustees, committees, and their lawyers—espe- 
cially in the matter of their trading in the corporate securities of 
the debtor. 

We have tried to reduce to a minimum the number of cases in 
which the court permits solicitation of assents to a plan before the 
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court’s consideration and approval of the plan. As you know, chap- 
ter X prohibits solicitation before approval unless the court eatibiatly 
so permits. 

e have also tried to facilitate free communication among security 
holders by urging that the lists of security holders and creditors 
which are filed by the trustee should be made available without re- 
striction and should be impounded only in very unusual situations. 

We have also taken an active part in the matter of allowances and 
fees generally and in this connection we have had the benefit. of our 
experience in connection with the Holding Company Act, where we 
pass on fees. This is one good example, I think, of the integration 
of our expertness under the Holding Company Act and chapter X. 
Of course, the Holding Company Act is basically a reorganization 
statute. 

We have been particularly strong for the strict priority doctrine 
in chapter X. I think we had a deal to do with the formulation 
of that doctrine by the courts. We have argued generally that ap- 
propriate capitalization of earnings which are reasonably anticipated 
should be the proper method of valuation for reorganization purposes. 
And we have stood for the so-called Deep Rock doctrine, whereby the 
claims of controlling persons are subordinate to those of public in- 
vestors if the sontrelitiee persons have been guilty of mismanagement 
or other misconduct. 

We have also tried to prevent a recurrence of the experience under 
the old section 77 (B) and old equity receivership, where companies 
would emerge from reorganization only to come back again for an- 
other round after a short time. We have tried to avoid that experi- 
ence by paying particular attention not only to the fairness of plans, 
but to their feasibility. 

We have closely examined the adequacy of working capital, of 
corporate earning power. 

I think those are perhaps the outstanding examples insofar as one 
can generalize in this complicated area. No two cases involve the 
same problems, of course, altogether. 

Mr. Heuer. gs I understand the law, if the debtor’s scheduled 


- 


indebtedness is more than $3,000,000, then before any pin may be 


approved, it must be submitted to the SEC and the SEC must file a 
report or, if no report is to be filed, the SEC must so advise the court. 
Is that correct ? 

Mr. Loss. That is correct; yes, sir. 

Mr. Hetier. Or the plan may be approved, if the time for filing a 
report expires; is that correct? 

r. Loss. That is correct. 

Mr. Hetter. Have there been any cases in which the judge has re- 
jected the SEC’s recommendation, in an advisory report filed by the 
SEC preliminary to the approval of a plan? 

Mr. Loss. It is my impression, Mr. Chairman, there have been a 
few such cases and I will lad, if I may, to insert them at this point 
in the record—the names of the cases. 

(The material requested was furnished for the subcommittee’s files.) 

Mr. Hetxer. Can you also supply us with a list, of the cases, the 
names of the parties, the courts in which the proceedings were pend- 
ing, the date when the petition was filed, the date when the SEC’s 
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report was filed, the date when the plan was confirmed or not con- 
firmed or when there was an adjudication of bankruptcy or other 
court action ¢ 

Mr. Loss. Going back how far? 

Mr. Hexter. Going back to 1946. 

Mr. Loss. That should not be difficult. We will be glad to do that. 

(The matter referred to above was furnished for the subcommittee’s 
files. ) 

Mr. Hetier. Have there been any cases in which the scheduled in- 
debtedness was more than $3,000,000 and the SEC did not file a report ? 

Mr. Loss. There have been; there may have been a few. There 
again I would have to supply that answer. 

Mr. Hetier. If there have been, would you furnish us with a list 
of those cases with identification of the names of the cases and the 
parties involved and the names of counsel, and if such counsel were 
connected with the SEC, the date of termination of their employment 
and the position held during employment with the SEC? 

Mr. Loss. Again, back to 1946, Mr. Chairman ? 

Mr. Hewter. Yes. 

Mr. Loss. I might say that I have here some statistics which per- 
haps ought to go into this record. Through June 30, 1950, we had 
filed altogether only 31 reports, together with several supplemental 
reports. But, whether or not we file a formal report, it is our practice 
always to advise the court of our opinion on any plan under con- 
sideration where we are in fact a party to the proceeding. So we 
frequently give our advice informally, rather than by means of a 
formal report. In other words, our function of appearing as a party 
is much more important than our function of writing a formal report. 

(The matter referred to above was submitted for the subcommittee’s 
files). 

Mr. Loss, you undoubtedly are familiar with the decision in the case 
of Shaw versus Dreyfus. That is the insiders’ profit matter under 
section 16 (b). 

Do you believe an amendment to section 16 (b) is desirable in order 
to overcome the effect of the decision in that case ? 

Mr. Loss. No; I do not think so, Mr. Chairman. I happen to agree 
with the majority. The court split 2 te 1, Judge Clark dissenting. I 
think the majority was correct. I do not think that any amendment 
to section 16 (b) is necessary to bring gifts under a ban of the statute. 
I think that 16 (b), while admittedly a rough rule of thumb, on the 
whole has had a salutary operation, as I said before, and I think 
the Commission is making the section increasingly less crude by adopt- 
ing rules as experience indicates. But it is the sort of situation, Mr. 
Congressman, where one can hardly spell the thing out any more in 
the statute. So the Commission must feel its way in adopting rules, 
always, of course, subject to the congressional power to step in. 

Mr. Hevier. Are you familiar with the stockholders’ derivative suit 
instituted by one Stella versus Kaiser-Frazer ? 

Mr. Loss. Yes, I am. 

Mr. Hextier. In which the question of alleged violation of the sta- 
bilization provisions of the Exchange Act were involved. 

Mr. Loss. Yes; I filed a brief as amicus curiae on behalf of the 
Commission in that case. 


23578- 


52—pt. 1—— 35 
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Mr. Hetirr. Do you believe, Mr. Loss, that legislation is necessary 
to clarify the particular issue involved in that case ¢ 

Mr. Loss. If I may say so, with all due respect—I am not trying to 
be facetious—I do not think legislation could be drafted to cover it. 
We have attempted to draft rules for some years. I would not know 
how to draft legislation in such a complicated matter. We think, and 
the industry I think agrees, that it is best to handle it more or less 0), 
a case-by-case basis, and we are gradually developing what might be 
called a common law on stabilization. I think myself the common-lay 
system has great advantages, and we should not try to codify too muc)). 

Mr. Hetter. In your prepared statement the statement is made that 
your office prepares comments on proposed legislation. 

Mr. Loss, could you explain what procedure is followed leading u) 
to your preparation of comments on proposed legislation ¢ 

r. Loss. When a bill is sateoduned which has anything to do with 
our work, the appropriate committee usually refers the bill to us for 
comment. I understand that that is the general practice with Gov- 
ernment agencies, as you know better than I, I am sure. 

When we get such a proposal we examine it in our office and report 
to the Commission. Perhaps it is correct to say that more often than 
not we really do not have any interest. In such event we so inform 
the committee, after clearing with the Bureau of the Budget. We are 
under instructions from the White House to clear everything with the 
Bureau of the Budget, as you know, before we make any comments on 
proposed legislation, in order to make certain that the comments are 
not inconsistent with the President's program. If we do have any 
comments we simply spell them out in a letter, which sometimes we ask 
the committee to incorporate in the record. Oveasionally we will ask 
to testify. 

Mr. Hetxier. Who is in charge of that ? 

Mr. Loss. Generally our office, under the supervision of the Coam- 
mission. Of course, the General Counsel consults the interested oper- 
ating divisions. 

Mr. Hetrer. Did your office prepare any memoranda in connection 
with the 1941 program for amendment or the 1933 act and the 1934 
act ? 

Mr. Loss. At that time, the Commission appointed a special staff 
committee headed by the then Assistant General Counsel, John Davis. 
The other members were Irving Turman, who was then in the Trading 
and Exchange Division; Byron Woodside, who was and still is Assist- 
ant Director of the Corporation Finance Division, although he is now 
on temporary leave; and myself. 

We reported to the Commission and generally kept the directors of 
the operating divisions informed as to what we were doing. We were 
told to devote full time to the legislative program and for about a year 
we did nothing else. That shows how difficult a job it was. 

So, there was this interdivision committee at that time, which con 
sisted of two members of the General Counsel’s Office and one each 
from two other divisions. I was the junior member of that com- 
mittee. That was 11 years ago. 

So that, to answer your question more specifically concerning memo 
randa, I have, perhaps, a file cabinet full of documents. 

Mr. Hewuer. Are those comments available? 
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Mr. Loss. Well, many of them are public. We sent them to the 
Congress on August 7, I think it was, 1941—July or August of that 
year—sent a report which was printed as a House committee print 
and the securities industry as represented by the Investment Bankers 
Association, the NASD, the Curb Exchange and the New York Stock 
Exchange, sent its own report. 

I believe you either have copies of those two documents, or we cer- 
tainly will give them to you. 

And, there was also a committee print, which was not formally in- 
troduced as a bill. We and the industry got together and drafted our 
proposals in the form of a bill—their proposals as well as ours, with 
different kinds of print indicating where we agreed and disagreed— 
and that print was about 75 pages long, as I recall, which was the 
basis of the hearings, and the hearings themselves were reported in 
six volumes and an index volume. 

So that isall by way of documents. That tells the whole story. 

Mr. Hetzer. Did the Commission comment on the Frear bill ¢ 

Mr. Loss. That was later—the Frear bill. 

Mr. Hetxier. Those comments are available ? 

Mr. Loss. Oh, yes. We sent the Congress two reports, one in 1946 
and one in 1950, and then there were hearings before a subcommittee 
of the Banking and Currency Committee of the Senate, in February 
1950, before whom I testified at some length for the Commission. 

Mr. Heuxier. Mr. Loss, I presume you are familiar with the Com- 
mission’s activities in connection with fraudulent Canadian securities ? 

Mr. Loss. I am generally familiar with that subject matter. 

Mr. Heiier. Has your office worked on the preparation of a treaty 
with Canada to arrive at some measure of protection to American 
investors ? 

Mr. Loss. Yes; very intensively, and that is being handled by Mr. 
Milton Kroll, who is the Assistant General Counsel in charge of the 
Commission’s criminal work, and he has handled it, if I may say so on 
the record, he has admirably handled the Canadian problem. We 
are rather proud of it. 

Mr. Heuer. Can you briefly describe the nature of the treaty ? 

Mr. Loss. Yes; the treaty is very brief and would simply add to the 
list of extraditable offenses violations of the mail fraud statute and 
the fraud provisions of the SEC acts. I do not think the treaty refers 
to those provisions in so many words, but the language of the new 
clause was intended to encompass violations of the mail fraud act and 
the fraud provisions, as distinguished from the registration provisions, 
of the SEC acts. We are hopeful that that treaty will be ratified by 
both countries promptly. 

Mr. Heiter. Are you able to give us your best approximation of 
how much time the lawyers assigned to your office spent in informal 
conferences with potential issuers, underwriters, and their counsel 
and accountants ? 

Mr. Loss. Not very much. Those conferences are the responsibility 
of the Division of Corporation Finance. So far as such matters are 
concerned with legal questions, basically, as lawyers we are consulted. 
That is, we are consulted by the two operating divisions when they get 
tough legal problems or cases where they may want to reverse an 
administrative precedent or questions requiring extensive research. 
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Those cases, under instructions from the Commission, come to the 
general counsel. We give advice to the operating divisions which is 
not published. Occasionally the general counsel writes an opinion 
which is made public—the name is deleted, it is published with the 
name cut put—and it is simply an interpretation as to what a particu- 
lar legal provision means. For example, we published one a year or 
so ago as to the effect of the so-called hedge clause in the prospectus— 
the clause which purports to say in effect, “We hope this information 
is accurate. We believe itis. But we do not guarantee it.” 

Mr. Hewtier. Mr. Loss, I want to thank you very much on behalf 
of the committee for coming here this afternoon and giving us the 
benefit of your experiences, as an attorney with the SEC. Your testi- 
mony has been very helpful, clear and lucid, and I can readily see why 
you were hired by the SEC, as you testified, before you even graduated 
from Yale Law School. We thank you very much. 

Mr. Loss. Thank you very much, Mr. Chairman. You have been 
very kind. 


TESTIMONY OF EARLE C. KING, CHIEF ACCOUNTANT, SECURITIES 
AND EXCHANGE COMMISSION, WASHINGTON, D. C., AND ANDREW 
BARR, ASSISTANT CHIEF ACCOUNTANT, SECURITIES AND Ex- 
CHANGE COMMISSION, FOR THE DIVISION OF CORPORATION 
FINANCE 


Mr. Hetier. Mr. King, will you please rise and raise your right 
hand ? 

Do you solemnly swear that the testimony which you will give will 
be the truth, the whole truth, and nothing but the truth, so help you 
God? 

Mr. Krne. I do. 

Mr. Heiter. Would you give the reporter your full name and 
address ¢ 

Mr. Kina. Earle C. King, 3909 Dunnel Lane, Kensington, Md. 

Mr. Heuier. Mr. King, would you tell us something about your 
educational background ? 

Mr. Krne. Well, I went through public schools and high school up 
in Poughkeepsie, N. Y. I never went to college. I took a business 
course. After I finished, I immediately went to work. I have been 
in public accounting some 8 or 9 years. I worked for industrial com- 
panies for some 10 years, and I came with the Commission in December 
1934; December 10. 

Prior to that I was with the Reconstruction Finance Corporation 
for 4 months, working for the General Auditor over there on a special 
assignment. 

Mr. Heuer. I take it then that you are not a certified public ac- 
countant. 

Mr. Kine. I am not a certified public accountant. 

And, in case those years might add up too much, I am 57. 

Mr. Hetiter. You do not look it. 

Mr. Kine. Thank you. 

Mr. Hetter. Tell us something about this business course; what 
school did you attend ? 

Mr. Kine. The Eastman Business College. 
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Mr. Heiter. How long was that course ? 

Mr. Krtnc. About 6 months. 

Mr. Hetter. You did public accounting work after that; is that 
correct ? 

Mr. Kine. That is right. 

Mr. Heiter. Were you connected with any firm or did you do public 
accounting work on your own ¢ 

Mr. Kine. No; I was with Deloitte, Plender, Griffiths & Co. 

Mr. Hetter. In Poughkeepsie ? 

Mr. Krna. No; that was in New York; they are one of the larger 
firms there. Subsequent to that, I was with Arthur Andersen & Co. in 
New York and I was, when I left there, office manager in the New 
York office. 

Mr. Hewter. In charge of accounting? 

Mr. Kine. Well, an office manager’s job with an accounting firm 
is one which is responsible for all personnel, does the hiring and 
firing, and arranges the schedules for all of the accountants, and takes 
charge of all assignments for which no one else is available in the 
rush season. 

Mr. Hetier. You are now the chief accountant of the SEC ? 

Mr. Kina. That isright. Ihave been for 5 years. 

Mr. Heiter. How many accountants do you have in your depart- 
ment ? 

Mr. Kine. Well, directly in my own Division I have now only six 
and indirectly, reporting to me, for matters of policy principally, 
two assistant chief accountants; one in the Division of Corporation 
Finance and one in the Division of Public Utilities. 

Mr. Hetrer. What do you mean directly and indirectly? 

Mr. Kina. Well, Mr. Barr here, who is assistant chief accountant 
in the Division of Corporation Finance, is responsible to Mr. Bane 
for his general activities, but he is responsible to me for carrying out 
the policies set by the Chief Accountant’s Office, and we have that 
same set-up with respect to the other assistant chief accountants. 
Up until about a month ago there was an assistant chief accountant in 
the Division of Trading and Exchange. He has just recently left and 
gone with the Renegotiation Board, and up until 2 months ago I had 
an assistant chief accountant in my immediate Division. He left 
and went with a public accountant concern. So, that leaves me with 
two to carry out our policies at present. 

Mr. Hetirr. Did I understand you to say that you have six ac- 
countants ¢ 

Mr. Kine. I have six in my immediate office. 

Mr. Heiter. Would you please give their names? 

Mr. Kine. Yes. I have Elmer Koch, Alexander J. Breslin, Joseph 
Bernstein, James A. Swink, and Wallace Dunlap. 

In addition to that I have presently one secretary, one clerk-typist, 
and one junior accountant. 

Mr. Hetxier. The six accountants that you named—incidentally, 
the junior is included in that six, is he not ? 

Mr. Kina. No. 

Mr. Heiter. You named only five. 

Mr. Kina. The other was Mr. Kellogg, who left. He was an as- 
sistant chief accountant. 
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Mr. Hetxer. Are any of them certified public accountants? 

Mr. Kine. Three in addition to Kellogg are certified public ac- 
countants. 

Mr. Hetter. Who in that group is not certified ¢ 

Mr. Krne. James Swink, Elmer Koch, and Miss Brown, the junior 
accountant, are not certified. 

I might add we have made every effort to get all our people certified 
in spite of the fact that I am not. 

I should also like to add that prior to being chief accountant I was 
assistant to the chief accountant from the time the Office of Chief Ac- 
countant was started in 1935 until 1938 when I became assistant chief 
accountant. 

Mr. Hetter. Mr. King, do you adopt the statement of January 15, 
1952, as your direct testimony ? 

Mr. Krwne. I do. 

(‘The statement referred to follows :) 


Duties AND FUNCTIONS OF THE OFFICE OF THE CHIEF ACCOUNTANT 


The activities of the Office of the Chief Accountant are supervised directly by 
the chief accountant, who is under the general administrative direction of the 
Commission. The personnel of the office presently consists of six accountants, 
three of whom are certified public accountants, one stenographer and one clerk- 
typist. Until the latter part of November 1951 the staff included an assistant 
chief accountant, responsible for the performance of the duties of the chief ac- 
countant in the latter’s absence, who resigned and entered private practice. 
Since this statement was prepared the assistant chief accountant in the Trading 
and Exchange Division also has left. He left on February 8, 1952. 

The chief accountant has full and complete responsibility for the initiation, 
planning, and direction of the accounting and auditing policies of the Commission 
under the several acts administered by it, i. e., the Securities Act of 1933, the 
Securities Exchange Act of 1934, the Public Utility Holding Company Act of 1935, 
the Investment Company Act of 1940, and chapter X of the National Bankruptcy 
Act (the Chandler Act.) In addition he has supervision, with respect to account- 
ing and auditing procedures and policies, over the assistant chief accountants 
(and through them the accounting staffs) assigned to the Divisions of Corpora- 
tion Finance, Public Utilities, and Trading and Exchanges, as well as the head 
accountants (and through them the accounting staffs) in the 10 regional offices 
of the Commission. More specifically, the duties of the chief accountant may be 
described as follows: 

(1) To act as consultant and to render advisory service to the Commission and 
to members of the Commission’s staff on all accounting and auditing matters in- 
volving general questions of policy. 

(2) To develop and prepare for consideration by the Commission accounting 
rules and regulations, including uniform classifications of accounts, necessary for 
the proper administration of the various statutes. 

(3) To interpret the rules and regulations pertaining to accounting and audit- 
ing promulgated by the Commission and determine their applicability to partic- 
ular cases involving or complex situations. 

(4) To consider, at the request of the Commission or the staff, or at the request 
or on appeal of the registrant, novel or difficult accounting or auditing questions 
arising with respect to particular registrants, and to render a decision thereon, 
which decision is final except for appeal to the Commission. 

(5) To keep abreast at all times of new developments in industrial, economic, 
and financial affairs which affect accounting; to determine changes in Commis- 
sion policy and rules and regulations necessitated thereby; and to initiate, plan, 
and conduct studies and researches designed to accomplish such changes. 

(6) In the conduct of such studies and researches, to correspond and hold 
conferences with outside persons and professional and other groups interested 
in the subject matter under consideration to determine their views concerning 
the desirability and acceptability of proposed courses of action, or concerning 
problems arising in the compliance with particular rules, if accepted; and to 
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present conclusions and recommendations to the Commission as a basis for appro- 
priate action. 

(7) To act as the representative of the Commission in cooperating with pro- 
fessional organizations, corporate officials and other groups allied to business 
generally in developing sound accounting and auditing practices and in promot- 
ing an understanding of the needs, viewpoint, and objectives of the Commission 
in the field of financial statement presentation. 

(8) To act as the representative of the Commission on intergovernmental ac- 
counting committees with respect to accounting and auditing matters affecting 
the Commission and other Government departments and agencies. 

(9) To participate in, or to supervise others participating in administrative 
or court proceedings involving accounting and auditing matters, and to testify 
as an expert witness therein. 

(10) To supervise the conduct of field investigations wherein complex ac- 
counting and auditing questions are involved, and to establish procedures for 
the conduct thereof. 

(11) To act as consultant, and to render advice in the preparation of formal 
Commission opinions wherein complex accounting and auditing questions are 
involved. 

(12) To be responsible for the consideration of all cases involving important 
questions as to the independence and qualifications of accountants practicing 
before the Commission, and to make recommendations for and to supervise pro- 
ceedings to determine whether accountants should be denied temporarily or per- 
manently the privilege of practicing before the Commission. 

Most of the problems engaging the attention of the Office of the Chief Ac- 
countant arise in connection with the great quantity and variety of financial 
statements filed with the Commission pursuant to the various statutes. It has 
been the consistent policy of the Commission to insist that such financial state- 
ments clearly and unequivocally present to the users thereof, particularly in- 
vestors and prospective investors, dependable data upon which to make their 
financial decisions. To this end all accounting rules and regulations, or changes 
therein, considered necessary to obtain compliance with the applicable statutes 
are presented to the Commission for consideration only after extensive study 
and research by the Office of the Chief Accountant. 

Such study and research involves extensive correspondence and consultations 
with all persons and groups having an interest in the contemplated action ; usually 
these will include, among others, corporate officials, American Institute of Ac- 
countants, Controllers’ Institute of America, American Accounting Association, 
American Petroleum Institute, economists, attorneys, investment advisers, and 
other Federal agencies. Where the desirability therefor is indicated, public 
hearings are held. 

The necessity for new or changes in existing accounting rules and regulations 
arises in various ways. Seldom does a change in economic conditions fail to 
affect the financial activities of corporations. World War II caused many such 
changes and with the end of hostilities and the conversion of industry to a 
peacetime basis the pent-up demand for consumer goods resulted in shortages 
therein and, inevitably, in increased prices and wage and other compensation de- 
mands; in short, the purchasing power of money decreased. Each phase of this 
phenomena had a direct effect upon corporate earnings and financial status and 
brought with it an accounting problem. Likewise the threat of a reversal to 
a wartime economy and the resultant urgent need for increased production and 
income taxes made necessary the reconsideration of many accounting practices. 

Thus it has been necessary, during the short space of the last 6 years, for the 
Commission, through the Office of the Chief Accountant, in cooperation with 
industry and the accounting profession, to develop, among other things, con- 
sistent methods of accounting for accelerated depreciation due to excessive use 
of fixed assets and the construction of facilities for which certificates of neces- 
sity have been granted by the Government, pension plans, stock options, stock 
dividends, foreign currency devaluation, income taxes or deductions applicable to 
exceptional items of profit or loss, inventory valuation, extraordinary increases 
in the value of, assets as compared with cost and the effect of the decrease in 
purchasing power of the dollar upon corporate profits and financial condition. 

While examination and reexamination of sound and generally accepted ac- 
counting practices consumes a majority of the time of the Office of the Chief 
Accountant, the many daily decisions of the Commission require the almost con- 
stant attention of some of the staff. These include questions raised by each of 
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the operating divisions of the Commission and the regional offices, as well as the 
Commission itself. From time to time members of the staff are called upon to 
assist in involved field investigations, to participate in hearings, and to review 
opinions insofar as they pertain to accounting matters. The staff is at all times 
ready to asist, and on several occasions has furnished one or more persons to 
assist, congressional committees. 

Considerable time is spent by members of the staff, and particularly by the 
chief accountant, in prefiling and other conferences, in person or by phone, with 
the officials of corporations, practicing accountants, and others. This proce- 
dure, which is considered by the chief accountant to be one of the most important 
functions of the office, saves registrants and their representatives both time and 
expense. 

Most financial statements filed with the Commission are required to be certi- 
fied by independent public accountants or certified public accountants. The 
Commission’s rules require that a certifying accountant must (1) if he is a 
certified public accountant, be registered and in good standing as such under the 
laws of the place of his residence or principal office; (2) if he is a public 
accountant, be in good standing and entitled to practice as such under the laws 
of the place of his residence or principal office; and (3) be in fact independent 
with respect to the person whose accounts he certifies. 

While it may be assumed that either the public accountant or the certified 
public accountant who meets the requirements mentioned above is qualitied 
professionally to perform the duties necessary to make his certification possible, 
experience has shown that such is not always the case and the Commission must 
take cognizance of indications in the financial statements or in circumstances 
surrounding their presentation that the certifying accountant may not be quali- 
fied properly to pass upon the statements or may have performed, either through 
lack of knowledge, carelessness or indiscretion, an unprofessional job. It is the 
duty of the chief accountant to determine whether, in such cases, the certifying 
accountant meets the Commission’s requirements and to institute such action 
as may be warranted. 

Departure from proper procedures on the part of certifying accountants are 
dealt with through the application of rule II (e) of the Commission’s Rules of 
Practice which provides that: 

“The Commission may disqualify, and deny, temporarily or permanently, the 
privilege of appearing or practicing before it in any way to an person who is 
found by the Commission after hearing in the matter: (1) not to possess the 
requisite qualifications to represent others or (2) to be lacking in character or 
integrity or to have engaged in unethical or improper professional conduct.” 

Rule II (g) states that “For the purposes of this rule, practicing before the 
Commission shall include the preparation of any statement, opinion or other 
paper by any * * * accountant * * * filed with the Commission * * *.’ 

While instances in which proceedings pursuant to this rule have been insti- 
tuted have been few and in only six cases have they resulted in disciplinary 
action against the accountants, it often has been necessary, following discussions 
with the accountant and his client, to request and obtain certification by another 
accountant. Most of these cases, however, have involved accountants who were 
certifying their first statements to be filed with the Commission. 

The chief accountant has been invited to present papers and participate in 
humerous accounting conferences, thus making it possible for him to acquaint 
large numbers of persons interested in the presentation of financial statements 
with the accounting viewpoints of the Commission, and in turn to obtain a better 
knowledge of the problems of the accounting profession and industry. The 
present incumbent has presented papers at 20 such meetings in 12 States. 


Mr. Kina. Might I also say that my immediate staff at its highest 


post, away back in 1941, was composed of 19 people. We have been 
ollowing the program of economy, and have not replaced any who 


have left except where it was absolutely necessary. 

Mr. Heiter. Would you say that you are undermanned now? 

Mr. Kina. I would; yes. 

Mr. He.iter. How many more accountants do you think you should 
have? 

Mr. Krna. I could use a half a dozen more. 
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Mr. Herter. Mr. King, are certified financial statements required 
under regulation A ? 

Mr. Kina. They are not; no. 

Mr. Heuter. In your opinion, should they be required ¢ 

Mr. Kuna. I think they should be required, more so, if possible, 
than others, because of the type of statements that are usually gotten 
out in connection with regulation A offerings. 

Mr. Heuer. How does the SEC, and your Division particularly, 
check financial statements? In order that you might be fo to appre- 
ciate the question, let me add this: Are they accepted with any question 
because they are certified ? 

Mr. Kine. No; certainly not. Shall I continue to answer your 
question ¢ 

Mr. Hetirr. Yes; please elaborate on that. 

Mr. Kine. My particular Division does not, except in exceptional 
cases, examine financial statements. If there are any statements which 
give rise to a question of policy, then we will be called in on them, 
yut the examination is done by the Division of Corporation Finance 
under the assistant chief accountant in that Division, and I can assure 
you the mere fact that the financial statements are certified does not 
mean that they are accepted without question. 

Mr. Hetcer. I am not quite sure I understand what you mean when 
you say except in exceptional cases. Would you please explain it? 

Mr. Kine. Well, if a filing contains financial statements which re- 
flect an item or items in a manner which may be debatable among 
accountants, I will be consulted and I may examine or one of my 
assistants may eXamine the statements. With the background of 
investigation or research we have made with respect to the particular 
question involved I will have to decide how it should or should not be 
treated. I think I have included in my direct testimony a statement 
that in those cases where there is a disagreement, perhaps, as between 
the staff and the registrant or between the staff and certifying account- 
ants, that in those particular cases whatever my office decides, with 
the right of appeal to the Commission, of course, is the answer that 
is accepted for filing. 

Mr. Hexter. If an examination of the statement shows that the 
accountants complied with the accounting formula, according to the 
testimony that you just gave, there would still be a check made; is 
that correct ? 

Mr. Krne. That is right. I do not quite understand what you mean 
by “accounting formula.” 

Mr. Hetier. There has been a discussion by some of the Commis- 
sioners, and some statements have been made to the effect that the 
Commission is guided by certain principles and the independence of 
the accountant, and if that is apparent immediately from the financial 
statement, no further examination is made. Is that a correct state- 
ment, or an incorrect statement ? 

Mr. Krne. I think I would have to elaborate on it somewhat. 

Mr. Heuer. I wish you would. 

Mr. Kina. When a statement comes in, it is referred to the Division 
of Corporation Finance to be examined. 

This particular statement will include certain financial statements. 
Those financial statements are specifically required by the form on 
which the filing is made and an examination will be made by one or 
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more accountants in the Division of Corporation Finance to determine 
first whether they meet our regulations as to accounting, which are 
laid down specifically in regulation S-X, which is our general account. 
ing regulation. They will next be examined to determined whether 
they meet with the requirements of the particular form on which they 
are filed. They will then be further examined, and this, to me, is the 
most important part of the examination, to determine whether they 
may or may not on their face be misleading, because after all it is our 
job to determine whether these financial statements might be mislead- 
ing to investors. 

Now, there is no set formula for such examination. Each one of the 
accountants who makes an examination is qualified by experience— 
most of them in the Division of Corporation Finance are certified 
public accountants who have had experience with certified firms or wit) 
industry or both. I do think on the average they have been with the 
Commission better than 13 years; some up to 15 or 16 years. And, this 
examination that they make cannot take any set formula. They have 
to follow their noses so to speak, in determining whether the accounts 
look right. 

Now, for example, if they are presented with a statement which has 
a sizable inventory—and the inventory will be broken down into its 
components or on the balance sheet or in a schedule—they will, I pre- 
sume, compare the inventory with the previous statements. They will 
try every way they can to determine whether on its face this inventory 
looks out of line. Now, that is just one of our tests, and in any number 
of cases we have found that inventories which appeared out of line 
were, in fact, out of line. For example, an inventory will be broken 
down between finished goods, goods in process and raw material. If, 
as we have found in some cases, the finished goods—that is, the salable 
product—look out of line with sales, we will ask questions of the ac- 
countant or of the company to determine what the makeup of that par- 
ticular inventory is, and we have found in any number of cases, for 
example, obsolete items are included in there. Recent changes made 
them obsolete, which means it is necessary to put a lesser value on that 
particular inventory. Now, that is only one example. You can go 
right down the balance sheet and find many other instances which are 
uncovered by our examination. 

So, to say that we have a formula, it is awfully hard to pin it down. 

I will say this, the statements get a very thorough examination and 
I think perhaps from previous testimony you are familiar with our 
procedure of sending out deficiency letters whenever there is some- 
thing indicating that there might be something wrong. These de- 
ficiency letters are not uncommon. Many of them are sent and many 
of them result in changes in the statements themselves. 

So that goes back to your other question as to “Do we, when we get a 
certified accountant’s statement, accept it”, and the answer is certainly 
“No.” 

Mr. Hetter. You look over registration statements, do you not? 

Mr. Krne. Only very occasionally. As I mentioned to you, regis- 
tration statement examinations are done in the Division of Corpora- 
tion Finance under Mr. Barr’s supervision. 

That does not mean that I do not see a lot of them. I do see a lot 
of them. They are continually coming to me with them. 
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Mr. Heiter. Would the name of the accounting firm make any dif- 
ference in the thoroughness of the checking process ? 

Mr. Kine. Absolutely not, with one important factor, that is, if we 
were to get a statement filed, we will say, in connection with a new issue 
certified by a small accounting firm that has not certified statements 
filed with the Commission before, it might mean more queries of the 
individual accountant than we would have if, let us say, a larger 
firm—although the size does not mean an awful lot—certified it; but 
there is no distinction so far as we are concerned, generally speaking, 
as between accountants. 

Mr. Hetzer. Knowing the accounting firm which submits the reg- 
istration statement, do you accept that statement because it is certi- 
fied or do you make an independent investigation under certain cir- 
cumstances ? 

Mr. Kine. We make very few examinations outside as such. 

Mr. Hetter. In what kind of a case would you make an independ- 
ent investigation ¢ 

Mr. Kine. Well, I think if we found—and we have found very 
few—if we found again an inventory which was completely out of 
line and we had reason to believe that there might be, for the want of 
a better word, collaboration between the accountants and the regis- 
trant to misstate the inventory, I am sure we would go out and make 
an investigation; but again, I do not think we have ever had occasion 
to do that. 

Mr. Heiter. When Mr. Bane appeared before this committee, he 
described in some detail the procedures followed when a registration 
statement is filed. 

We would appreciate it if you would tell us exactly what procedure 
is followed by your office in examining the financial data contained in 
a registration statement. 

Mr. Kine. Again, Mr. Chairman, that examination is made in the 
Division of Corporation Finance. Mr. Barr could give you a much 
better answer than I. I know how he does it, but he can answer it a 
lot better than I can. 

Mr. Hetixr. Mr. Barr is sitting beside you? 

Mr. Kine. Yes. 

— Hetier. Mr. Barr, would you please rise and raise your right 
rand ? 

Do you solemnly swear that the testimony which you will give will 
a ry truth, the whole truth, and nothing but the truth, so help you 

od ? 

Mr. Barr. I do. 

Mr. Heiter. Would you answer that question, Mr. Barr? 

Mr. Barr. I think I can make the case clear in this way, perhaps. 

There are several copies of the registration statement filed, as was 
explained last time. One of those copies goes to what we call the 
group accountant. 

Mr. Bane told you that each section has one accountant. It is that 
accountant’s duty to examine the financial material in the registration 
statement. That involves an examination of financial statements 
themselves; summary of earnings, and in order to do a proper job he 
must read the entire prospectus and any supporting documents that 
might be involved in the preparation of the financial statement. 
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He has, I should say, three stages in his investigation. He must 
first determine if the financial statement meets the requirement of 
the form. Now, each form specifies what financial statement should 
be filed with that form. 

That, you might consider to be a fairly routine proposition, and 
it is, in many cases; but it is not completely routine in that there is 
leeway in the form itself for judgment as to what method of presenta- 
tion would best reflect the financial condition of the registrant and 
its subsidiaries or affiliates. 

The most complicated cases are those growing out of reorganiza- 
tions and mergers. There is a great deal of leeway in instructions as 
to what method of presentation should be used in those cases, so that 
it takes a trained accountant with some judgment to determine 
whether the presentation is satisfactory and in compliance with those 
complicated portions of the form. 

Having decided that the financial statements are complete as re- 
quired by the form or determined what deficiencies shonhd be cited, 
the next step is to see whether the financial statements within these 
themselves meet the requirements of regulation S-X. Mr. King men- 
tioned that document. It is the instructions which govern the form 
and content of, to be specific, the balance sheet, profit and loss state- 
ment; statement of surplus; the supporting schedules, and anything 
else that may be required to make the statement completely informa- 
tive to the investor. 

Now that again requires a degree of judgment to see whether the 
statements are presented in a clear and complete fashion. 

The next step is to see whether the financial statements comply 
with generally accepted accounting principles. It is in that field in 
which we have division of opinion among accountants, between ac- 
countants and oflicers of the registrant who prepared the statements; 
between accountants and our staff; and I think it is fair to say that 
the layman is not aware of the fact that there is this wide divergence 
of opinion on certain accounting questions. That is where the judg- 
ment and training of the account enters. He must examine every 
scrap of evidence that will lead to a proper judgment as to whether 
the balance sheet, profit and loss statement, statements of surplus and 
supporting salbben and other information as given in the statements 
are adequate. 

Mr. Heiter. You say “must” make that examination. I suppose 
you mean that he just examines the record. He does not make any 
physical examination. 

Mr. Barr. He does not go into the field ; no, sir. 

Mr. Hetier. Am I correct in saying that your office examines the 
various reports required to be filed under the Securities Exchange 
Act, the Public Utility Holding Company Act, and the Investment 
Company Act? 

Mr. Barr. We examine the financial statements required in any 
forms, required to be filed with the Division of Corporation Finance. 

Now, there are some forms that are joint filings with our Division 
and the Division of Public Utilities. The 1934 act includes most of 
the forms Mr. Bane mentioned in his testimony. The 1940 act in- 
cludes certain annual reports for investment companies and other 
filings required by the 1940 law, and the regulations published under 
it. 
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In the 1935 act, we do not have any direct responsibility there un- 

less the company is subject to the 1935 act and is also a listed com- 
any or selling securities in which case they have a filing with our 
ivision. 

Mr. Hetier. With respect to the acts which you have just outlined, 
and the cases which just mentioned, you would examine the finan- 
cial statements, would you not ? 

Mr. Barr. We examine all financial statements that are filed with 
the Division of Corporation Finance. 

Mr. Hevter. Are you up to date in your examination of these state- 
ments and the reports? 

Mr. Barr. Those that have to do with the selling of securities or 
are contained in proxy filings must be examined promptly, as Mr. 
Bane explained. 

The annual reports on 10-K, we are behind for the reason that Mr. 
Bane told you. 

Mr. Hetter. How far behind are you on the 10-K’s? 

Mr. Barr. On the final statements themselves, I think I am about 
a third of the total filings behind. 

Mr. Hetxer. In length of time would that be a 6-month period or 
a 3-month period, or a year behind ¢ 

Mr. Barr. Over-all, I should say about 6 months. We made a spe- 
cial effort to get that caught up. It got very far behind during the 
war. 

Mr. Hevier. You are referring now specifically to the 10-K reports? 

Mr. Barr. Yes. 

Mr. Heiter. Are you up to date and current on the rest of the 
reports ? 

{r. Barr. The financial] statement, requirements in other reports 
are negligible. I do not think that they need even be considered in 
this category. 

Mr. Kine. May I supplement what Mr. Barr has said? 

Mr. Hewrer. Yes. 

Mr. Krne. You appreciate again, I am talking now of the Office of 
the Chief Accountant which is set up somewhat like the General 
Counsel’s office. We have a certain amount of divided responsibility, 
and you appreciate that I am not trying to evade the questions as to 
what I do on these statements. I simply wanted to get it in the right 
spot, where the examination is done. 

Now, there is another part of the job. The particular job of Mr. 
Barr and the other assistant chief accountants is to make a final review 
of the statements that are filed with each of those divisions, whatever 
they may be, and the financial data contained in them. They consult 
with me on those constantly—certainly Mr. Barr does—if only because 
the bulk of the current work is going through is under the 1933 act, 
and in connection with proxies, and he consults with me almost con- 
tinuously on questions of policy. 

I do not mean that he calls me up every 5 minutes, but if it is a 
major point, we get in agreement as to what should be done, before 
it is finally cleared. 

That goes not only to the 1933 act statements, which are filed in con- 
nection with the sales of securities and the 1934 act statements, which 
includes the annual reports of listed companies, but also includes all 
of those statements required to be filed under the Public Utility Hold- 
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ing Company Act. Then, too, in the Trading and Exchange Division, 
and there are the statements to be filed by the broker-dealer. There 
are some 3,000 of them who must file annual reports. Each such state- 
ment clears through an assistant chief accountant whose job it is to 
review it and see that it is in proper form and he clears with my office 
each one of the points that may involve a difference of opinion. 

Now, in addition to that, I think the important job in my office, 
and perhaps in Mr. Barr’s is to try to have no questions on a state- 
ment when it is filed. To accomplish that, so far as we can, we have 
conferences with representatives of the registrant and their account- 
ants, prefiling conferences, in which they raise questions that there 
may be any doubt about and we do our best to try to iron them out 
before the statements are filed. 

Mr. Hetrer. When do you go out and make an examination ? 

Mr. Kine. Only, as I said, in very exceptional cases. There have 
been very few where we have had to make any, and as I say, my 
experience goes back quite a ways. 

Mr. Heiter. Coming back to the 10—K reports, you say that you 
are about 6 months behind. Mr. King, I address this question to 
you. In what respect do you believe that the failure to keep current 
on these reports might adversely affect investors ? 

If you wish to consult with Mr. Barr on that question, you may 
do so. 

Mr. Kina. In my opinion, a failure to be able to examine those 
statements probably might very well result in considerable harm to 
investors. 

Mr. Hetxier. And that situation you say can be cured if you had 
more help; is that correct ? 

Mr. Kine. That is the only thing that keeps us from being up to 
date. 

Mr. Hetier. Approximately what proportion of the time of the 
members of your staff and your own time is spent in prefiling and 
other conferences with officials of corporations, accountants, and 
others? 

Mr. Kine. I would say as to my own time that more than a ma- 
jority of it is taken up with such conferences. As to the immediate 
staff probably half as much as mine. 

I very seldom sit down at a conference without one or more of the 
staff. I try to have each staff member specialize as much as he can 
with respect to types of companies and under the various statutes, so 
that a very substantial part of the time of the whole division is taken 
up on these prefiling conferences. + 

Mr. Hetier. How does your office coordinate the accounting activi- 
ties conducted at the 10 regional offices of the Commission ? 

Mr. Kina. There is presently very little coordination or supervision 
by my office of the regional office accounting activities. I would 
say that that is principally an administrative problem, something 
that has got to be worked out. ; 

Mr. Hetzer. Do you have any procedure that you follow with re 
spect to conferences with the regional offices? 

Mr. Kine. Ordinarily, if the regional office has a conference on 4 
particular company in connection with a registration statement or a 

10-K, the matters involved must clear through the Division of Cor- 
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poration Finance and will be referred to them. Whatever questions 
may be raised, may be handled by letter or may be handled by tele- 
phone. Ordinarily when there are matters of general accounting 
procedure or policy raised I will get a telephone call on it or they 
will write to me about it, but I am very much afraid lots of things 
go on in regional offices in the way of decisions with respect to ac- 
counting policies that I do not see. 

Mr. Hexxier. Are they permitted to exercise independent judgment ? 

Mr. Kine. Well, I think if any regional office ever exercises any, 
no doubt they think that they are following out our policies. I would 
not for a minute think they were not, but lots of times what they 
think our policies are does not prove to be correct. 

Mr. Hetxer. Let me see if we cannot get something definite on the 
record. Insofar as filings which are made directly with regional 
offices are concerned, what supervision does your office exercise 

Mr. Kina. Well, there is no direct filing made of 1933 act. state- 
ments, or 10-K’s, with field offices. They all have to be made with the 
Division of Corporation Finance in Washington. 

Mr. Hetier. I understand; but outside of those. 

Mr. Kine. Outside of those, we have regulation A filings, of course, 
and they are pretty much generally handled in the field. Then, of 
course, they are examined by the personnel of the Division of Corpora- 
tion Finance who have charge of the regulation A filings generally; 
but to what extent—well, I will put it this way: I very seldom get in 
on a regulation A filing unless it is brought up through the Division 
of Corporation Finance here in the head office. 

As Mr. Barr points out, and I said before, he brings to me plenty 
of these problems on regulation A as they come to him. 

Mr. Hetxier. Your division develops the actual rules and regula- 
tions; is that correct ? 

Mr. Krnea. That is right. 

Mr. Hetier. What procedure do you follow in developing account- 
ing rules and regulations’ I am referring to conferences with ac- 
counting societies and the like. Will you give us an idea as to what 
goes on and how it is done? 

Mr. Kine. Well, ordinarily we will be alerted of changing economic 
situations, particularly such as we have been having here during the 
last 6 or 8 years, and it is our job to anticipate these problems. If we 
see there is, or there is about to be an accounting problem involved, or 
the necessity of a change in procedure or perhaps a change in prin- 
ciple, we will immediately institute a research project—project is 
probably too big a word for it—we will immediately search all of the 
accounting literature on the subject and when we get-to a point where 
we determine whether or not something should be done, ordinarily I 
would get in touch with a committee of the American Institute of Ac- 
countants—they have a committee on cooperation with the Securities 
and Exchange Commission with which we have meetings every so 
often—but I will get in touch with them or the research director of the 
American Institute and discuss it informally. Occasionally, when it 
appears that a change in procedure or an entirely new method is de- 
sirable, we will, in conference with the committee, with “our hair 
down,” talk the thing out. If it comes to a point where a change in 
rules appears necessary, we will then draw up such a rule. 
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Mr. Hetzer. Do you prepare a statement after these conferences 
have been held? 

Mr. Krna. I usually make memoranda at most of the conferences. 
They are sort of off-of-the-record conferences. There is nothing 
formal about them. Once we get to the point where we need a rule 
or we need a regulation, it is the job of my office to draw up such a 
rule. Then, of course, under the Administrative Procedure Act, we 
must send it out for consideration by everybody who is interested in 
it, which usually includes not only the American Institute of Ac- 
countants, but the American Accounting Association, the Comptrol- 
lers Institute, accounting forums, professors and attorneys—those 
whom we have listed as having an interest in our accounting require- 
ments. 

We announce, of course, that anybody interested in it may make 
comments, and they get a copy of this particular proposed rule if they 
have not gotten it directly. Then a month must elapse before it can 
become effective. When we have considered all of the comments that 
are received we will perhaps draw up another draft, and it will be 
sent out in the same way. Ultimately, before the rule may become 
effective, it will have received consideration by everybody interested 
in it, and then it will be presented to the Commission to be passed or 
changed, or whatever they see fit to do with it. Now, you understand, 
an example of that is our regulation S—X, which we got out in 1940, 
and which contains the instructions as to the form and content of 
financial statements. That went through such a process in 1940. We 
originally started that even before the Administrative Procedure Act 
was enacted. We have always followed that procedure. And then 
again, in the latter part of 1948, because there were certain changes 
in accounting cuenadate we thought necessary and desirable, we went 
through this same procedure, and it took us almost 2 years. We 
started in 1949, and it really took over 2 years to get this regulation 
finally amended to the satisfaction, more or less, of everybody inter- 
ested in accounting and people interested in financial statements. 

Mr. Hetzer. Have you promulgated any of these rules or amended 
any of them in the past 3 years? 

Mr. Kina. Regulation S—X is one of them. 

Mr. Hetier. Any others besides that ? 

Mr. Krna. None in the last 3 years. No; we have not gotten out 
any. What I was speaking of does not refer to accounting rules, but 
pertains to Plage statements. 

Prior to the last 3 years we have a series of accounting series re- 
leases which comprise expressions of opinion by the chief accountant, 
with the approval of the Commission, as to certain types of account- 
ing ‘alias and procedures that may need interpretation. There 
are some 72 of these releases which have been gotten out by the chief 
accountant. Most of them were gotten out by my predecessor. 

Mr. Hetier. There have been several proceedings, I understand, 
arising out of the application of rule II (e) of the Commission’s Rules 
of Practice. 

Mr. Kine. That is right. 

Mr. Hetxer. Your statement says that there have been only six 
cases in which disciplinary action has been taken against accountants. 
Is that correct ? 
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Mr. Kine. That is right; only about six in which we have taken 
disciplinary action. 

Mr. Hetier. Can you give us a list of the cases in which proceedings 
were instituted pursuant to rule IT (e) or rule IT (g) ? 

Mr. Kine. You mean those which were instituted and there has been 
no decision on ¢ 

Mr. Hewier. Yes. 

Mr. Kine. May I go off of the record for a minute on that? 

Mr. Heuixr. Yes. 

(After informal discussion off the record.) 

Mr. Hetier. Suppose you answer, as you have just stated, that you 
are not in a positon to furnish the list, because of the reasons explained 
and then we will go on to the next question. 

Mr. Krxe. Well, on these six only. Those other cases are cases that 
have been started and no decision has been made public. They are 
confidential. 

Mr. Hetrier. How about the cases which have been made public? 

Mr. Kina. Those are public and are included in the official decisions 
of the Commission. 

Mr. Hetiter. How many such cases are there ? 

Mr. Kine. Six. 

Mr. Hetier. Can they be made public here? 

Mr. Kine. Yes, they can; they are public now. 

Mr. Hetier. Would you give the reporter a list of them ? 

Mr. Kina. The first case was in 1941. That was Puder & Puder; 
suspended for 3 months. 

The next was in 1942, Kenneth N. Logan, suspended for 60 days. 

In 1944, C. Cecil Bryant, permanently disqualified. 

In 1947, Williams & Kingsolver, suspended for 1 year. 

In 1949, Darrow, Wade, Guthrie & Co.; proceedings were dismissed 
with the publication of the facts regarding the case. 

In 1949, F. G. Masquelette & Co., rand J. E. Cassell. 

Masquelette was suspended for 30 days. Cassell was suspended for 
a year. Those are six cases which have been decided and made public. 

Mr. Hewter. Is C. C. Bryant the only one who has been perma- 
nently disqualified ¢ 

Mr. Kine. That is right. 

Mr. Hetcer. The rest of them were suspended, is that correct ? 

Mr. King. That is correct. 

Mr. Heiter. Of those accountants involved in disciplinary action, 
are any now actually practicing before the SEC ¢ 

Mr. Kine. Puder & Puder are practicing. 

Mr. Heiter. When were they reinst: ated ? 

Mr. Kine. The suspension ran for 3 months, from October 27, 1941. 

Mr. Heiter. Would you please go down the list and tell us about 
the rest of them? 

Mr. Krna. Barrow, Wade, Guthrie & Co., that firm was taken over 
in 1950 by Peat, Marwick, Mitchell & Co. So the firm, as such, is 
no longer in existence. Peat, Marwick, Mitchell & Co. is practicing 
before us. 

As to Williams & Kingsolver, I would have to get more information 
on that. I do not know whether they have ever practiced or not. 
To my knowledge neither Logan, Bryant, Masquelette, or Cassell have 
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since practiced before us. That is subject to correction though because 
they may have filed since. They could have. 

There is one other case that we had proceedings over that is public. 
The accountant was not named in the published release, but he agree«| 
not to practice before the Commission. The name, of course, is avail- 
able in our files, but has not been made public. 

Mr. Hetier. That case, I suppose you would mark as the X case; 
is that correct? 

Mr. Kine. That is right. 

Mr. Hetier. From your own personal experience do you know 
whether former members of your staff have acted on behalf of regis- 
trants or investment companies subsequent to their termination of em- 
ployment with the Commission ? 

Mr. Kina. Are you referring to accountants on my staff? 

Mr. Heuer. That is right; accountants. . 

Mr. Kine. Well, there are a number of them. I do not recall, off- 
hand, just who they are now, but a number of them have left and at 
least three have gone with public accounting firms; large public ac- 
counting firms, who have many registration statements with us and 
who certify many 10—K’s, and these individuals I presume work on 
those statements. At least, that is involved. As a matter of fact, two 
of them must, because they are partners in the firms. 

Mr. Hetier. The former chief accountant, William Werntz, and a 
former senior accountant, Arthur Abbott. 

Mr. Kine. William Werntz is with Touche, Niven, Bailey & Smart 
whose principal offices are in New York, and Arthur Abbott is with 
Arthur Andersen & Co., whose principal offices are in Chicago. 

Mr. Hetier. Are there any others? 

Mr. Kine. Mr. Kellogg, who was an assistant chief accountant until 
about 2 months ago. 

Mr. Hetier. Who is he with? 

Mr. Kine. He is with Arthur Young & Co. 

Mr. Herter. Where are they located ? 

Mr. Kina. In New York. He is not a partner and my understand- 
ing is that he is working on nothing but research work. Now, I would 
like to add with respect to Mr. Abbott, Mr. Abbott—it was during the 
war when he left, I am not sure just when, but I can furnish the date. 
He has become a partner of Arthur Andersen, and recently, Mr. 
Werntz has become a partner of Touche, Niven, Bailey & Smart, only 
recently. 

When Mr. Werntz left, he furnished us a letter showing names and 
addresses of all clients of his firm filing financial statements with us. 

Mr. Hetxer. After you read your statement, Mr. King, if you find 
that you have omitted some names, would you be good enough to in- 
clude them in your answer ? 

Mr. Krna. I will, because I am sure that there are some whom | 
do not reeall who worked with us. 

Mr. Hetrer. Do you know whether or not these accountants and 
members of your staff worked on matters involving these registrants 
or investment companies during the time that they were employed by 
the Commission ? 

Mr. Kina. Well, it is safe to say that they all did. 

Mr. Hetxrr. Can you prepare for this committee a list giving us the 
name of the accountant, the period of employment with the Com- 
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mission, the cases in connection with which these accountants have 
appeared subsequent to their employment by the SEC and the date of 
their first appearance before the SEC following termination of em- 
ployment ? 

Mr. Kine. I think I can. 

Mr. Hetter. It will be included at this point in the record. 

(The information requested follows :) 


APPEARANCES BEFORE COMMISSION OF FORMER MEMBERS OF STAFF OF CHIEF 
ACCOUNTANT 
Abbott, A. J. 

Employed by Commission from May 23, 1938, to November 6, 1943. First sub- 
sequent contact with the Commission with respect to a registrant was on June 13, 
1951, when he conferred with members of the staff relative to a proposed filing 
by Commonwealth Edison Co. under the 1935 act. No record of any other 
appearance. He is now a partner of the accounting firm of Arthur Andersen 
& Co., which firm certifies many financial statements filed with the Commission. 


Blough, C. G. 

Employed by Commission from December 3, 1934, to June 1, 1938. First sub- 
sequent contact with the Commission with respect to a registrant was on June 28, 
1940, when he inquired by telephone concerning the financial statements required 
to be included in a proposed filing by American Public Service Co. under the 1953 
act. Subsequent appearances were made with respect to Resources Corp. Inter- 
national and Armour & Co. He left the Commission to become a partner of 
Arthur Andersen & Co., but for the past several years has been research director 
of the American Institute of Accountants. 


McClare, J. K. 

Employed by Commission from May 1, 1937, to September 14, 1949. First 
subsequent contact with the Commission with respect to a registrant was on 
October 5, 1949, when he discussed by telephone an annual report (Form 10—-K) 
of United Merchants & Manufacturers, Inc. Subsequent appearances were made 
with respect to Bymart, Inc., J. P. Stevens & Co., Inc., and Hudson Pulp & Paper 
Corp. He is now a partner of the accounting firm of S. D. Leidesdorf & Co., 
which firm certifies many financial statements filed with the Commission. 


Rickard, B. B. 

Employed by Commission from March 25, 1941, to November 9, 1945. ‘First 
and only subsequent contact with the Commission with respect to a registrant 
was on September 9, 1946, when he inquired by letter concerning the financial 
statements required to be included in a proposed filing by 8S. Frieder & Sons Co. 
under the 1933 act. He left the Commission to join the accounting firm of 
Griffith & Co., but for the past several years has been employed by Ford Motor Co. 
Werntz, W. W. 

Employed by Commission from June 25, 1935, to April 25, 1947. First contact 
with the Commission with respect to a registrant was on December 22, 1947, when 
he inquired by telephone concerning the financial statements required to be 
included in a proposed filing by Kaiser-Frazer Corp., under the 1933 act. Subse- 
quently inquiries were made by telephone or in person concerning financial state- 
ments of Fairchild Engine & Airplane Corp., H. J. Heinz Co., Climax Molybdenum 
Co., Vanadium Corp. of American, and Dobeckmun Co. He is now a partner of 
the accouuting firm of Touche, Niven, Bailey & Smart, which firm certifies many 
financial statements filed with the Commission. 

Mr. Heuier. As I understand regulation S—X, it is the regulation 
which prescribes the form and content of the financial statement. Is 
that correct ¢ 

Mr. Kine. That is right. 

Mr. Heuier. This regulation was adopted originally in 1940? 

Mr. Kine. That is right. 

Mr. Hetxier. And revised in 1950? 

Mr. Kina. That is right. 
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Mr. Hetier. What major revisions were made and can you briefly 
tell us why these revisions were found desirable or necessary? If 
you are unable to explain it in detail now, we will take your answer 
after you have prepared it and you will be permitted to put it into 
the record at this point. Which do you prefer? 

Mr. Kina. Well, I can tell you what the present revisions were, 
the major revisions. They were mostly a matter of form and coordi- 
nation. 

Mr. Hetter. We will appreciate that.- 

Mr. Kine. But I can tell you the principal revisions in regulation 
S-X. There was a requirement that all items of profit and loss given 
recognition in an accounting period should be included in the income 
statement. That, I think is the principal amendment to the state- 
ment. 

Now, if you want it, I can go into great length and explain the 
desirability of this requirement and any information along that line. 

Mr. Hetier. If you can furnish us with a statement giving us the 
information, you can incorporate that at this point in the record. 

Mr. Kina. I would rather give you a statement. As a matter of 
fact, it is a matter of record in a release that announced the adoption 
of regulation S—X. It is included in there and I think it might be 
very well if that be made my answer. 

Mr. Hetier. Suppose you get it and make it a part of the record 
then. 

What is the number of that release? 

Mr. Kine. It is release No. 70, accounting series release No. 70, 
dated December 20, 1950, which pretty well covers the subject of 
the changes in the regulation. 


Mr. Hetxer. Do you want to include that as part of your answer? 
Mr. Kine. Yes. 

Mr. Hetter. Very well. 

(The release referred to is as follows:) 


[For immediate release Wednesday, December 20, 1950] 
SECURITIES AND EXCHANGE COMMISSION 


WASHINGTON, D. C. 
ACCOUNTING SERIES 
Release No. 70 
Securities Act or 1933 
Release No. 3402 
SECURITIES EXCHANGE AcT or 1934 
Release No. 4538 


INVESTMENT CoMPANY Act or 1940 
Release No. 1550 


The Securities and Exchange Commission today announced a genera! revision 
of articles 1, 2,3, 4,5, and 11 of regulation S-X. While amendments and changes 
pertaining to specific items in the regulation have been made from time to time, 
this is the first comprehensive amendment since its promulgation in February 
1940. 

The amended regulation reflects the adoption by the Commission of a number 
of suggestions made by practicing accountants, professional accounting groups,. 
financial officers of corporations, educators, and others to whom drafts of the 
revision were sent... The amendment makes it clear also that the several re- 


1A preliminary staff draft of the proposed revision was sent to approximately 600 
persons on September 21, 1949, and more than 3.000 persons received copies of a second 
draft dated July 12, 1950, which was published in the Federal Register pursuant to the 
requirements of the Administrative Procedure Act. Approximately 175 persons com- 
mented upon each draft. 
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quirements previously expressed in published opinions continue to reflect con- 
sidered Commission policy. This has been accomplished, to a large extent, by 
amending rule 1-01, which now reads, in part, as follows: 

“Rule 1-01 (a). This regulation (together with the Accounting Series Re 
leases )* states the requirements applicable to the form and content of all financial 
statements required to be filed as part of * * * [applicable statements are 
listed ].” 

The principal new requirement pertains to profit-and-loss or income state- 
ments and is contained in rule 5-03 (a) which states: 

“All items of profit and loss given recognition in the accounts during the period 
covered by the profit and loss or income statements shall be included.” 

The inclusion of this requirement, which states a long-established policy of the 
Commission,* is deemed necessary because of the not always consistent practice 
followed by some registrants of excluding certain items from the profit-and-loss 
or income statements with the result that the amount shown thereon as net in- 
come or loss has been susceptible to misinterpretation by investors. Recogniz- 
ing that there might be exceptional circumstances which would make it appro- 
priate to deviate from this rule, but keeping in mind the Commission’s responsi- 
bility for prohibiting the dissemination of financial statements which might be 
misleading to investors, rule 5-03, Profit and loss or income statements was 
amended to read: 

“Baxcept as otherwise permitted by the Commission, the profit-and-loss or in- 
come statements filed for persons to whom this article is applicable shall comply 
with the provisions of this rule.” [Italicized phrase added in revision.] 

The purpose of this revision is to make clear to registrants that they are not 
forestalled from giving exceptional treatment to exceptional items when both 
the representatives of the registrant and the Commission are convinced that such 
treatment is appropriate. 

Notwithstanding this provision, representatives of the executive committee of 
the American Institute of Accountants appeared before the Commission and pro- 
posed that either rule 5-03 (a) be eliminated from the regulation or the require- 
ments with respect to the presentation of the final section of profit-and-loss or 
income statements be amended to permit, where appropriate, the exclusion of 
extraordinary items from those making up the caption “Net income or loss.” 

To accomplish this, additional items, described in rules 5-08 (17) and 5-08 
(18), were added to those previously set forth in the regulation, and the last 
three items of the section pertaining to profit and loss or income statements 
(rule 5-083) now appear as follows: 

“16. Net’ income or loss. 

“17. Special items.—State separately and describe each item of profit and 
loss given recognition in the accounts, included herein pursuant to rule 5-03 
(a), and not included in the determination of net income or loss (item 16). 

“18. Net income or loss and special items.” 

Captions 17 and 18 are to be used in those instances where it is believed that 
the showing of a single unqualified figure of net income or loss might be mis- 
construed. 

The next of the Commission's action follows: 

The Securities and Exchange Commission, acting pursuant to authority con- 
ferred upon it by the Securities Act of 1933, particularly sections 6, 7, 8, 10, 
and 19 (a) thereof, the Securities Exchange Act of 1934, particularly sections 
12, 18, 15 (d), and 23 (a) thereof, and the Investment Company Act of 1940, 
particularly sections 8, 30, 31 (c), and 38 (a) thereof, and deeming such action 
necessary and appropriate in the public interest and for the protection of invest- 
ors and necessary for the execution of the functions vested in it by the said acts, 
hereby amends articles 1, 2, 3, 4, 5, and 11 of regulation S—X to read as follows: 


2The accounting series releases, of which presently there are 70, are obtainable from 
the Superintendent of Documents. U. S. Government Printing Office, Washington 25, D. C. 

* Attention is directed to the F ourteenth Annual Report, Securities and Exchange Com- 
mission, 1948, at p. 111, wherein the Commission's views advocating and “all inclusive” 
as opposed to the “current operating performance” profit-and-loss or income statement 
are expressed. This report is obtainable from the Superintendent of Documents, U. 8S. 
Government Printing Office, Washington 25, D. C 
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ARTICLE 1. APPLICATION OF REGULATION S—X 


Rule 1-01. Application of regulation S—X. 

(a) This regulation (together with the Accounting Series Releases) states 
the requirements applicable to the form and content of all financial statements 
required to be filed as part of— 

(1) Registration statements under the Securities Act of 1933, filed on Form 
8-1, S-2, S-3, S+4, S-5, S-6, or S-11, except as otherwise specifically provided in 
such forms; 

(2) Applications for registration of securities under the Securities Exchange 
Act of 1934, filed on Form 8—A, 8-B, 10, or 14; 

(3) Supplemental or periodic reports under section 13 of the Securities Ex- 
change Act of 1934 filed on Form 8-K, 10-K, 14-K, 16—-K, or U5-K; 

(4) Supplemental or periodic reports under section 15 (d) of the Securities 
Exchange Act of 1934, filed on Form 2-MD, 4-MD, or U5-MD; and 

(5) Registration statements and annual reports under the Investment Company 
Act of 1940. 

(b) The term “financial statements” as used in this regulation shall be deemed 
to include all supporting schedules. 


Rule 1-02. Definitions of terms used in regulation S—X. 

Unless the context otherwise requires, terms defined in the General Rules and 
Regulations or in the instructions to the applicable form, when used in regula 
tion S—X, shall have the respective meanings given in such instructions or rules. 
In addition the following terms shall have the meanings indicated in this rule 
unless the context otherwise requires: 

“Affiliate —An “affiliate” of, or a person “affiliated” with, a specified person, 
is a person that directly, or indirectly through one or more intermediaries, con- 
trols, or is controlled by, or is under common control with, the person specified. 

Bank holding company.—The term “bank holding company” means a person 
which is engaged, either directly or indirectly, primarily in the business of 
owning securities of banks, for the purpose and with the effect of exercising 
control. 

Control.—The term “control” (including the terms “controlling,” “controlled 
by,” and “under common control with”) means the possession, direct or indirect, 
of the power to direct or cause the direction of the management and policies of 
a person, whether through the ownership of voting securities, by contract, or 
otherwise. 

Equity security—The term “equity security” means any stock or similar se- 
curity; or any security convertible, with or without consideration, into such a 
security, or carrying any warrant or right to subscribe to or purchase such a 
security ; or any such warrant or right. 

Fifty-percent owned person.—The term “fifty-percent owned person” means 
a person in respect of which the registrant owns directly or indirectly approxi- 
mately 50 percent of the voting securities and approximately 50 percent of the 
voting securities of such person is owned directly or indirectly by another single 
interest. 

Material_—The term “material,” when used to qualify a requirement for the 
furnishing of information as to any subject, limits the information required to 
those matters as to which an average prudent investor ought reasonably to be 
informed before purchasing the security registered. 

Majority-owned subsidiary.—The term “majority-owned subsidiary” means a 
subsidiary more than 50 percent of whose outstanding securities representing 
the right, other than as affected by events of default, to vote for the election 
of directors, is owned by the subsidiary’s parent and/or one or more of the 
parent’s other majority-owned subsidiaries. 

Parent.—A “parent” of a specified person is an affiliate controlling such person 
directly, or indirectly through one or more intermediaries. 

Principal holders of equity securities —The term “principal holders of equity 
securities,’ used in respect of a particular registration statement or report, 
means the persons named in the item of such statement or report calling for 
holders of record or beneficial owners of more than 10 percent of any class of 
equity securities. If the particular statement or report contains no such item, the 
term means the persons named in the most recent related registration statement, 
application, or report of the registrant which contains such an item. 

Registrant.—The term “registrant” means the issuer of the securities for which 
an application, a registration statement, or a report is filed. 
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Significant subsidiary.—The term “significant subsidiary’? means a subsidiary 
meeting any one of the following conditions: 

(a) The assets of the subsidiary, or the investments in and advances to the 
subsidiary by its parent and the parent’s other subsidiaries, if any, exceed 15 
percent of the assets of the parent and its subsidiaries on a consolidated basis 

(b) The sales and operating revenues of the subsidiary exceed 15 percent 
of the sales and operating revenues of its parent and the parent’s subsidiaries 
on a consolidated basis. 

(c) The subsidiary is the parent of one or more subsidiaries and together 
with such subsidiaries would, if considered in the aggregate, constitute a signifi- 
cant subsidiary. 

Subsidiary.—A “subsidiary” of a specified person is an affiliate controlled by 
such person directly, or indirectly through one or more intermediaries. 

Totally held subsidiary.—The term “totally held subsidiary” means a sub- 
sidiary (@) substantially all of whose outstanding securities are owned by its 
parent and/or the parent’s other totally held subsidiaries, and (b) which is 
not indebted to any person other than its parent and/or the parent's other 
totally held subsidiaries in an amount which is material in relation to the 
particular subsidiary, excepting indebtedness incurred in the ordinary course 
of business which is not overdue and which matures within 1 year from the 
date of its creation, whether evidenced by securities or not. 


ARTICLE 2. CERTIFICATION 


Rule 2-01. Qualifications of accountants. 

(a) The Commission will not recognize any person as a certified public ac 
countant who is not duly registered and in good standing as such under the 
laws of the place of his residence or principal office. The Commission will not 
recognize any person as a public accountant who is not in good standing and 
entitled to practice as such under the laws of the place of his residence or 
principal office. 

(b) The Commission will not recognize any certified public accountant or 
public accountant as independent who is not in fact independent. For example, 
an accountant will not be considered independent with respect to any person, 
or any affiliate thereof, in whom he has any financial interest, direct or in- 
direct, or with whom he is, or was during the period of report, connected as a 
promoter, underwriter, voting trustee, director, officer, or employee. 

(c) In determining whether an accountant is in fact independent with respect 
to a particular registrant, the Commission will give appropriate consideration 
to all relevant circumstances including evidence bearing on all relationships 
between the accountant and that registrant or any affiliate thereof, and will not 
confine itself to the relationships existing in connection with the filing of reports 
with the Commission, 


Rule 2-02. Accountants’ certificates. 

(a) Technical requirements.—The accountant’s certificate shall be dated, shal! 
be signed manually, and shall identify without detailed enumeration the finan- 
cial statements covered by the certificate. 

(b) Representations as to the audit.—The accountant’s certificate (i) shall 
state whether the audit was made in accordance with generally accepted auditing 
standards; and (ii) shall designate any auditing procedures generally recog- 
nized as normal, or deemed necessary by the accountant under the circumstances 
of a particular case, which have been omitted, and the reasons for their omission 

Nothing in this rule shall be construed to imply authority for the omission 
of any procedure which independent accountants would ordinarily employ in 
the course of an audit made for the purpose of expressing the opinions required 
by paragraph (c) of this rule. 

(c) Opinions to be expressed.—The accountant’s certificate shall state clearly : 
(i) The opinion of the accountant in respect of the financial statements cov- 
ered by the certificate and the accounting principles and practices reflected 
therein; (ii) the opinion of the accountant as to any material changes in ac- 
counting principles or practices or method of applying the accounting principles 
or practices, or adjustments of the accounts, required to be set forth by rule 
3-07; and (iii) the nature of, and the opinion of the accountant as to, any 
material differences between the accounting principles and practices reflected in 
the financial statements and those reflected in the accounts after the entry of 
adjustments for the period under review. 
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(ad) Heceptions—Any matters to which the accountant takes exception sha}! 
be clearly identified, the exception thereto specifically and clearly stated, and, 
to the extent practicable, the effect of each such exception on the related 
financial statements given. 


Rule 2-03. Certification by foreign-government auditors. 

Notwithstanding any requirements as to certification by independent account- 
ants, the financial statements of any foreign governmental agency may be certi- 
fied by the regular and customary auditing staff of the respective government, 
if public financial statements of such governmental agency are customarily 
certified by such auditing staff. 


Rule 2-04. Certification of financial statements of persons other than the regis- 
trant 

If a registrant is required to file financial statements of any other person, 
such statements need not be certified if certification of such statements would not 
be required if such person were itself a registrant. 
Rule 2-05. Certification of financial statements by more than one accountant 

If, with respect to the certification of the financial statements of any person, 
the principal accountant relies on an examination made by another independent 
public accountant of certain of the accounts of such person or its subsidiaries, 
the certificate of such other accountant shall be filed (and the provisions of rules 
2-01 and 2-02 shall be applicable thereto) ; however, the certificate of such other 
accountant need not be filed (a) if no reference is made directly or indirectly to 
such other accountant’s examination in the principal accountant’s certificate, or 
(b) if, having referred to such other accountant’s examination, the principal 
accountant states in his certificate that he assumes responsibility for such other 
accountant’s examination in the same manner as if it had been made by him. 


ARTICLE 3. RULES OF GENERAL APPLICATION 


Rule 3-01. Form, order, and terminology 

(a) Financial statements may be filed in such form and order, and may use 
such generally accepted terminology as will best indicate their significance and 
character in the light of the provisions applicable thereto. 

(bv) All money amounts required to be shown in financial statements may be 
expressed in even dollars or thousands of dollars, provided that, in the latter 
case, an indication to that effect is inserted immediately beneath the caption of 
the statement or schedule, or at the top of each money column. The individual 
amounts shown need not be adjusted to the nearest dollar or thousand if in a 
note it is stated that the failure of the items to add to the totals shown is due 
to the dropping of amounts less than $1 or $1,000, as appropriate. 


Rule 3-02. Items not material 

If the amount which would otherwise be required to be shown with respect to 
any item is not material, it need not be separately set forth in the manner pre- 
scribed. 
Rule 3-03. In applicable captions and omission of unrequired or inapplicablé 

financial statements 

(a) No caption need be shown in any financial statement as to which the items 
and conditions are not present. 

(b) Financial statements not required or inapplicable because the required 
matter is not present need not be filed. 

(c) Financial statements omitted and the reasons for their omission shall 
be indicated in the list of financial statements required by the applicable form. 


Rule 8-04. Omission of substantially identical notes 

If a note covering substantially the same subject matter is required with re- 
spect to two or more financial statements, the required information may be 
shown in a note to only one of such statements provided that a clear and specific 
reference thereto is made in each of the other statements with respect to which 
the note is required. 


Rule 3-05. Omission of names of certain subsidiaries 


Notwithstanding the requirements as to particular statements, subsidiaries, 
the names of which are permitted to be omitted from the list of affiliates re- 
quired by the applicable form, need not be named in any financial statement. 
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Reasonable grouping of such subsidiaries may be made, with an explanatory 
group caption which shall state the number of subsidiaries included in the group. 


Rule 8-06. Additional information 

The information required with respect to any statement shall be furnished as 
a minimum requirement to which shall be added such further material informa- 
tion as is necessary to make the required statements, in the light of the cireum- 
stances under which they are made, not misleading. This rule shall be applicable 
to all statements required to be filed, including copies of statements required to 
be filed in the first instance with other governmental agencies. 


Rule 8-07. Changes in accounting principles and practices and retroactive adjust- 
ments of accounts 

(a) Any change in accounting principle or practice, or in the method of apply- 
ing any accounting principle or practice, made during any period for which 
financial statements are filed which affects comparability of such financial state- 
ments with those of prior or future periods, and the effect thereof upon the net 
income for each period for which financial statements are filed, shall be disclosed 
in a note to the appropriate financial statement. 

(b) Any material retroactive adjustment made during any period for which 
financial statements are filed, and the effect thereof upon net income of prior 
periods, shall be disclosed in a note to the appropriate financial statement. 

Rule 3-08. Summary of accounting principles and practices 

Information rquired in notes as to accounting principles and practices reflected 
in the financial statements may be presented in the form of a single statement. 
In such case specific references shall be made in the appropriate financial state- 
ments to the applicable portion of such single statement. 


Rule 3-09. Conversion of items in foreign currencies 
The basis of conversion of all items in foreign currencies shall be stated, and 
the amount and disposition of the resulting unrealized profit or loss shown. 


Rule 8-10. Opening balances 

Instructions which permit the balance of an account at the beginning of the 
period for which financial statements are being filed to be “as per the accounts” 
shall not be applicable with respect to companies which have previously filed 
financial statements under the Securities Act of 1933 or the Securities Exchange 
Act of 1934. As to such companies, however, balances as per accounts may be 
taken as of the close of the most recent period for which certified financial state- 
ments are on file. 


Rule 8-11. Valuation and qualifying reserves 
Valuation and qualifying reserves shall be shown separately in the financial 
statements as deductions from the specific assets to which they apply. 


Rule 3-12. Basis of determining amounts—book value 

If an instruction requires a statement as to “the basis of determining the 
amount,” the basis shall be stated specifically. The term “book value” will not be 
sufficiently explanatory unless, in a particular instruction, it is stated to be 
acceptable with respect to a particular item. 


Rule 3-13. Current assets 

Items classed as current assets shall be generally realizable within 1 year. 
However, generally recognized trade practices may be followed with respect to 
the inclusion ‘of items such as installment receivables or inventories long in 
process, provided an appropriate explanation of the circumstances is made and, 
if practicable, an estimate is given of the amount not realizable within 1 year. 


Rule 8-14. Current liabilities 

Items due and payable within 1 year shall in general be classed as current 
liabilities. However, generally recognized trade practices may be followed with 
respect to the exclusion of items such as customers’ deposits and deferred income, 
provided an appropriate exp!anation of the circumstances is made. 
Rule 3-15. Reacquired evidences of indebtedness 

Reaquired evidences of indebtedness shall be shown separately as a deduction, 
under the appropriate liability caption. However, reacquired evidences of indebt- 
edness held for pension and other special funds not related to the particular 
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issues may be shown as assets of such funds, provided that there be stated 
parenthetically the amount of such evidences of indebtedness, the cost thereof, 
and the amount at which carried. 


Rule 3-16. Reacquired shares 

Reacquired shares shall be shown separately as a deduction from capital 
shares, or from the total of capital shares and surplus, or from surplus, at either 
par or stated value, or cost, as circumstances require. 


Rule 3-17. Discount on capital shares 
Discount on capital shares, or any unamortized balance thereof, shall be shown 
separately as a deduction from capital shares or from surplus, as circumstances 


require. 


Rule 3-18. Commitments 

(a) If material in amount the pertinent facts relative to firm commitments 
for the acquisition of permanent investments and fixed assets and for the pur- 
chase, repurchase, construction, or rental of assets under long-term leases sha!! 
be stated briefly in the balance sheet or in footnotes referred to therein. 

(b) Where the rentals or obligations under long-term leases are material there 
shall be shown the amounts of annual rentals under such leases with some in 
dication of the periods for which they are payable, together with any important 
obligation assumed or guaranty made in connection therewith. If the rentals 
are conditional, state the minimum annual amounts. 


Rule 8-19. General notes to balance sheets 

If present in regard to the person for which the statement is filed the following 
shall be set forth in the balance sheet or in notes thereto: 

(a) Assets subject to lien—The amounts of assets mortgaged, pledged, or 
otherwise subject to lien shall be designated and the obligations secured shall be 
briefly identified. However, in the case of commercial, industrial, and public 
utility companies this rule need not be followed with respect to assets (other 
than current assets and securities) given as security for bonds, mortgages, and 
similar debt. 

(b) Intercompany profits and losses.—The effect wpon any balance-sheet item 
of profits or losses resulting from transactions with affiliated companies shall! be 
stated. If impracticable of accurate determination, without unreasonable effort 
or expense, give an estimate or explain. 

(c) Defaults—The facts and amounts concerning any default in principal, 
interest, sinking fund, or redemption provisions with respect to any issue of 
securities or credit agreements, or any breach of covenant of a related indenture 
or agreement, shall be stated. Notation of such default or breach of covenant 
shall be made in the balance sheet, 

(d) Preferred shares—(1) If callable, the date or dates and the amount per 
share at which such shares are callable shall be stated. 

2) Arrears in cumulative dividends per share and in total for each class of 
shares shall be stated. 

(3) Preferences on involuntary liquidation, if other than the par or stated 
value, shall be shown. When the excess involved is material there shall be shown 
(i) the difference between the aggregate preference Gn involuntary liquidation 
and the aggregate par or stated value; (ii) a statement that this difference, 
plus any arrears in dividends, exceeds the sum of the par or stated value of 
the junior capital shares and the surplus, if such is the case; and (iii) a 
statement as to the existence, or absence, of any restrictions upon surplus grow- 
ing out of the fact that upon involunatry liquidation the preference of the 
preferred shares exceeds its par or stated value. 

(e) Pension and retirement plans—(1) A brief description of the essential 
provisions of any employee pension or retirement plan shall be given. 

(2) The estimated annual cost of the plan shall be stated. 

(3) If a plan has not been funded or otherwise provided for, the estimated 
amount that would be necessary to fund or otherwise provide for the past service 
cost of the plan shall be disclosed. 

(f) Restrictions which limit the availability of surplus for dividend pur- 
poses.—Describe any such restriction, other than as reported in (d) above, 
indicating briefly its source, its pertinent provisions, and, where appropriate and 
determinable, the amount of the surplus so restricted. 

(9) Contingent liabilities—A brief statement as to contingent liabilities not 
reflected in the balance sheet shall be made. In the case of guaranties of secu- 
rities of other issues a reference to the appropriate schedule shall be included. 
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Rule 8-20. General notes to profit and loss statements 

If present in regard to the person for which the statement is filed, the following 
shall be set forth in the profit and loss statement or in notes thereto: 

(a) Installment or deferred sales.—If sales are made on a deferred basis, such 
as installment sales or sales of equipment long in process of manufacture, the 
pasis of taking profits into income shall be stated. 

(b) Intercompany profits and losses.—The amounf of any profits or losses 
resulting from transactions between affiliated companies shall be stated. If 
impracticable of determination without unreasonable effort and expense, give 
an estimate or explain. 

(c) Depreciation, depletion, obsolescence, and amortization.—State for the 
period for which profit and loss statements are filed, the policy followed with 
respect to— 

(1) The provision for depreciation, depletion, and obsolescence of physical 
properties or reserves created in lieu thereof, including the methods and, if 
practicable, the rates used in computing the annual amounts; 

(2) The provision for depreciation and amortization of intangibles, or reserves 
created in lieu thereof, including the methods and, if practicable, the rates used 
in computing the annual amounts ; 

(3) The accounting treatment for maintenance, repairs, renewals, and better- 
ments; and 

(4) The adjustment of the accumulated reserves for depreciation, depletion, 
obsolescence, amortization or reserves in lieu thereof, at the time the properties 
are retired or otherwise disposed of, including the disposition made of any profit 
or loss on sale of such properties. 


ARTICLE 4. CONSOLIDATED AND COMBINED STATEMENTS 


Rule 4-01. Application of article 4 

This article shall govern the preparation of consolidated and combined state- 
ments. 

Rule 4-02. Consolidated statements of the registrant and its subsidiaries 

The registrant shall follow in the consolidated statements principles of inclu- 
sion or exclusion which will clearly exhibit the financial condition and results 
of operations of the registrant and its subsidiaries: Provided, however, That— 

(a) The registrant shall not consolidate any subsidiary which is not a majority- 
owned subsidiary ; 

(b)If the statements of a subsidiary are as of a date or for periods different 
from those of the registrant, such subsidiary may be consolidated only if all the 
following conditions exist: (1) Such difference is not more than 93 days; (2) 
the closing date of the subsidiary is expressly indicated; (3) the necessity for 
the use of different closing dates is briefly explained; and (4) any changes in the 
respective fiscal periods of the registrant and the subsidiary made during the 
period of report are clearly indicated, together with the manner of treatment; 

(ce) Consolidation of foreign subsidiaries.—Due consideration shall be given to 
the propriety of consolidating with domestic corporations foreign subsidiaries 
whose operations are effected in terms of restricted foreign currencies. If con- 
solidated, disclosure should be made as to the effect, insofar as this can be 
reasonably determined, of foreign exchange restrictions upon the consolidated 
financial position and operating results of the registrant and its subsidiaries. 
Rule 4-08. Group statements of subsidiaries not consolidated 

For majority-owned subsidiaries not consolidated with the registrant there may 
be filed statements in which such subsidiaries are consolidated or combined in one 
or more groups pursuant to principles of inclusion or exclusion which will clearly 
exhibit the financial condition and results of operations of the group or groups. 
If it is essential to a properly summarized presentation of the facts, such 
consolidated or combined statement shall be filed. 

Rule 4-04. Statement as to principle of consolidation or combination followed 

(a) The principle adopted in determining the inclusion and exclusion of sub- 
sidiaries in each consolidated balance sheet and in each group balance sheet of 
unconsolidated subsidiaries shall be stated in a note to the respective balance 
sheet. 

(b) As to each consolidated statement and as to each group statement of 
unconsolidated subsidiaries, a statement shall be made as to whether there have 
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been included or excluded any persons not similarly treated in the corresponding 

statement for the preceding fiscal period filed with the Commission. If the 

answer to the foregoing is in the affirmative, the names of such persons shall be 

given. 

Rule 4-05. Reconciliation of investment of parent in subsidiaries and 50-percent 
owned persons and equity of parent in their net assets 

(a) Consolidated subsidiaries—There shall be set forth in a note to each 
consolidated balance sheet filed a statement of any difference between the 
investment in subsidiaries consolidated, as shown by the parent’s books, and 
the parent’s equity in the net assets of such subsidiaries, as shown by the books 
of the latter. If any such difference exists, there shall be set forth the amount 
of the difference and the disposition made thereof in preparing the consolidated 
statements, naming the balance sheet captions and stating the amount included 
in each. 

(b) Subsidiaries not consolidated.—A statement shall be made of the amount 
of any difference between the investment of the parent and its consolidated sub- 
sidiaries, as shown by their books, in the unconsolidated subsidiaries, and 50- 
percent owned persons for which statements are filed and the equity of such 
persons in the net assets of such unconsolidated subsidiaries, and 50-percent 
owned persons, as shown by the books of the latter. 


Rule 4-06. Reconciliation of dividends received from, and earnings of, uncon- 
solidated subsidiaries 
The proportion of the sum of, or difference between, current earnings or losses 
and the dividends declared or paid by the unconsolidated subsidiaries required 
to be included in the schedule prescribed by rule 12-17 that is applicable to the 
parent and its consolidated subsidiaries shall be set forth in a note to each 
consolidated profit and loss statement. 


Rule 4-07. Minority interests 


(a) Minority interests in the net assets of subsidiaries consolidated shall be 
shown in each consolidated balance sheet. Separation shall be made between 
the minority interest in the capital and in the surplus. 

(b) The aggregate amount of profit and loss accruing to minority interests 
shall be stated separately in each consolidated profit and loss statement. 


Rule 4-08. Intercompany items and transactions 


In general, intercompany items and transactions shall be eliminated. If not 
eliminated, a statement of the reasons and the methods of treatment shall be 
made. 


Rule 4-09. Special requirements as to insurance companies 


(a) Except as provided in paragraph (b) of this rule, the statements of an 
insurance company shall not be consolidated or combined with the statements of 
any person. 

(b) The statements of an insurance company other than a life insurance 
company may be consolidated if all of the following conditions exist: 

(1) The insurance company is a totally held subsidiary of the top parent 
included in the consolidation ; 

(2) Such top parent is not an insurance company, investment company, or 
bank holding company ; 

(3) The insurance company engages in no business of a material amount 
other than the insuring of risks arising in the ordinary course of business of 
such top parent and its other subsidiaries ; and 

(4) Separate financial statements for the insurance company are filed. 


Rule 4-10. Special requirements as to, registrants which are bank holding com- 
panies 


If the registrant is a bank holding company— 

(a) Statements of the registrant may be consolidated only with the state- 
ments of subsidiaries which are bank holding companies. 

(b) A consolidated statement of the registrant and any of its bank holding 
company subsidiaries shall not be filed unless accompanied by a consolidating 
statement which sets for the individual statements of each subsidiary included 
in the consolidated statement. 

(c) Consolidated or combined statements filed for subsidiaries not consoli- 
dated with the registrant shall not include any bank holding companies unless 
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accompanied by consolidating or combining statements which set forth the in- 
dividual statements of each included bank holding company subsidiary. 


Rule 4-12. Special requirements as to banks 


If two or more majority-owned subsidiaries of a person are banks and are 
directly owned by a single parent, there shall be filed, in lieu of individual 
statements for such subsidiaries, combined statements showing the minority 
interest separately and eliminating any material interbank items; except that 
the statements of any such subsidiary which on the date of filing is a closed 
or liquidating bank shall not be included in any combined statement. Except 
as provided in the preceding sentence, statements of banks shall not be included 
in any consolidated or combined statements. 


Rule 4-18. Special requirements as to public utility holding companies 


There shall be shown in the consolidated balance sheet of a public utility 
holding company the difference between the amount at which the parent’s in- 
vestment is carried and the underlying book equity of subsidiaries as at the 
respective dates of acquisition. 


Rule 4-14. Special requirements as to commercial, industrial and mining com- 
panies in the promotional, exploratory or development stage subject to 
article 5A 

The financial statements required by article 5A shall not be prepared on a 
consolidated basis but shall, insofar as practicable, be prepared so as to show 
the information for the registrant and each of its subsidiaries in parallel columns. 


ARTICLE 5. COMMERCIAL AND INDUSTRIAL COMPANIES 


Rule 5-01. Application of article 5 ° 


(a) This article shall be applicable to financial statements filed for all per- 
sons except— 

(1) Commercial, industrial, and mining companies in the promotional, explor- 
atory or development stage. (See art. 5A.) 

(2) Management investment companies. (See art. 6.) 

(3) Unit investment trusts. (See Art. 6A.) 

(4) Insurance companies other tban life and title insurance companies. (See 
art. 7.) 

(5) Committees issuing certificates of deposit. (See art. 8.) 

(6) Banks. (See art. 9, rule 9-05.) 

(7) Brokers and dealers. (See rule and form X-—1T-5.) 

(b) Bank holding companies.—Financia! statements and schedules filed for 
bank holding companies shall be prepared in accordance with this article except 
that rules 9-01 to 9-04, inclusive, of article 9 shall be applicable thereto. 


Rule 5-02. Balance sheets 

Except as otherwise permitted by the Commission, the balance sheets filed for 
persons to whom this article is applicable shall comply with the following 
provisions : 


ASSETS AND OTHER DEbITS 
CURRENT ASSETS 
(See rule 3-13) 


1. Cash and cash items.—State separately (a) cash on hand, demand deposits 
and time deposits; (0b) call loans; and (c) funds subject to withdrawal restric- 
tions, 

2. Marketable securities—Include only securities having a ready market. 
Securities of affiliates shall not be included here. State the basis of determining 
the amount at which carried. The aggregate cost, and aggregate amount on the 
basis of current market quotations, shall be stated parenthetically or otherwise. 

3. Notes receivable (trade). 

4. Accounts receivable (trade). 

5. Reserves for doubtful notes and accounts receivable (trade).—Notes and 
accounts receivable known to be uncollectible shall be excluded from the assets 
as well as from the reserve accounts. 
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6. Inventories.—(a) State separately, if practicable, the major classes of 
inventory such as (1) finished goods; (2) work in process; (3) raw materials: 
and (4) supplies. 

(b) The basis of determining the amounts shall be stated. If a basis such 
as “cost,” “market,” or “cost or market whichever is lower” is given, there 
shall also be given, to the extent practicable, a general indication of the metho: 
of determining the “cost” or “market”: e. g., “average cost,” “first-in, first-out,” 
or “last-in, first-out.” 

7. Other current assets.—(a) State separately (1) total of current amounts, 
other than trade accounts subject to the usual trade terms, due from directors, 
officers, and principal holders of equity securities other than affiliates; (2) tota! 
of current amounts due from parents and subsidiaries; and (3) any other 
amounts in excess of 10 percent of total current assets, indicating any such 
amount due from affiliates other than parents and subsidiaries. 

(b) Indebtedness of a parent or subsidiary, or any affiliate designated under 
(a) (3) shall not be considered as current unless the net current asset position 
of such person justifies such treatment. In the registrant’s balance sheet show 
separately that indebtedness which in the related consolidated balance sheet is 
(1) eliminated and (2) not eliminated. 

8. Total current assets. 


INVESTMENTS 


9. Securities of afiliates.—State the basis of determining the amount. State 
separately the amounts which in the related consolidated balance sheet are (a) 
eliminated and (0) not eliminated. 

10. Indebtedness of afiliates—not current.—State separately the indebtedness 
which in the related consolidated balance sheet is (a) eliminated and (b) not 
eliminated. 

11. Other security investments.—State the basis of determining the amount. 
If available, state parenthetically or otherwise, the aggregate amount on the 
basis of market quotations. 

12. Other investments.—State separately, by class of investments; any items 
in excess of 10 percent of the amount of all assets other than fixed and intangible 


FIXED ASSETS 


13. Property, plant and equipment.— 

(a) State separately, if practicable, each major class, such as land, buildings 
machinery and equipment, leaseholds, or functional grouping, and the basis of 
determining the amounts. 

(6b) Tangible and intangible utility plant of a public utility company shall be 
segregated so as to show separately the original cost, plant acquisition adjust- 
ments, and plant adjustments, as required by the system of accounts prescribed 
by the applicable regulatory authorities. This rule shall not be applicable in 
respect of companies which are not otherwise required to make such a Classifi- 
cation or have not completed the necessary original cost studies. If such classi- 
fication is not otherwise required or if such original cost studies have not been 
completed, an appropriate explanation of the circumstances shall be set forth in 
a note which shall include a specific statement as to the status of the original 
cost studies and, to the extent practicable, the results indicated thereby. 

14. Reserves for depreciation, depletion, and amortization of property, plant 
and equipment (or reserves in lieu thereof). 


INTANGIBLE ASSETS 


15. Patents, trade-marks, franchises, good will, and other intangible assets.— 
State the basis of determining the amounts. 
16. Reserves for depreciation and amortization of intangible assets. 


DEFERRED CHARGES 


17. Prepaid expenses and other deferred items.—State separately any materi:! 
items. Prepayments of services to be received within one year may, howeve! 
be included under caption 7. 

18. Organization erpense.—State the method of amortization, if any. 

19. Debt discount and expense.—State the method of amortization. 

20. Commissions and expense on capital shares.—State the method of amor 
tization, if any. These items may be shown as deductions from surplus. 
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OTHER ASSETS 


21. Other assets.—State separately (a) total of amounts due from directors, 
officers, and principal holders of equity securities other than affiliates; (b) each 
pension or other special fund; and (c) any other item in excess of 10 percent of 
the amount of all assets other than fixed and intangible. 


LIABILITIES, CAPITAL SHARES, AND SURPLUS 
CURRENT LIABILITIES 


(See rule 3-14 


22. Notes payable.—State separately amounts payable (a) to banks; (b) to 
trade; and (c) to others. 

23. Accounts payable (trade). 

24. Aocrued liabilities—State separately (a) accrued payrolls; (b) tax lia- 
bility ; (¢) interest; and (d@) any other material items. 

25. Other current liabilities —State separately (a) dividends declared; (b) 
bonds, mortgages and similar debt; (c) total of current amounts due to parents 
and subsidiaries, showing separately in the registrant's balance sheet the amounts 
which in the related consolidated balance sheet are (1) eliminated and (2) not 
eliminated; (d@) total of current amounts; other than items arising in the ordi- 
nary course of business, due directors, officers, and principal holders of equity 
securities other than affiliates; and (¢) any other item in excess of 10 percent of 
total current liabilities, indicating any such liability due to afliliates other than 
parents and subsidiaries. Remaining items may be shown in one amount. 

26. Total current liabilities. 


DEFERRED INCOME 
27. Deferred income. 
LONG-TERM DEBT 


28. Bonds, mortgages and similar debt.—State separately here, or in a note re- 
ferred to herein, each issue or type of obligation and such information as will 
indicate (a) the general character of each type of debt including the rate of in- 
terest; (0) the date of maturity, or if maturing serially, a brief indication of the 
serial maturities, such as “maturing serially from 1950 to 1960": (c) the aggre- 
gate amount of maturities, and sinking fund requirements, each year for the 5 
years following the date of the balance sheet; (d) if the payment of principal or 
interest is contingent, an appropriate indication of such contingency; (e) a brief 
indication of priority ; and (f) if convertible, the basis. 

29. Indebtedness to affiliates—Not current.—State separately indebtedness 
which in the related consolidated balance sheet is (a) eliminated and (b) not 
eliminated. 

30. Other long-term debt.—Include under this caption all amounts of long-term 
debt not provided for under captions 28 and 29 above. State separately (a) 
total amounts due banks, (0) total amounts due directors, officers, and principal 
holders of equity securities other than affiliates and (c) other long-term debt, 
specifying any material item. Indicate whether secured. Show here, or in a 
note referred to herein, the information required under caption 28. 


OTHER LIABILITIES 


31. Other liabilities —State separately any amount in excess of 10 percent 
of the total of liabilities other than long-term debt. 
32. Commitments and contingent liabilities —(See rules 3-18 and 8-19 (g).) 


RESERVES, NOT SHOWN ELSEWHERE 
33. Reserves, not shown elsewhere.—State separately each major class and 
indicate clearly its purpose. 
CAPITAL SHARES AND SURPLUS 
(See rule 3-01 (a) ) 


84. Capital shares.—State for each class of shares the title of issue, the 
number of shares authorized, the number of shares outstanding and the capital 
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share liability thereof, and, if convertible, the basis of conversion. Show als» 
the dollar amount, if any, of capital shares subscribed but unissued, and wf 
subscriptions receivable thereon. 

35. Surplus—(a) Separate captions shall be shown for (1) paid-in surplus; 
(2) surplus arising from revaluation of assets; (3) other capital surplus; and 
(4) earned surplus (i) appropriated and (ii) unappropriated. 

(b) If undistributed earnings of subsidiaries are included, state the amount 
thereof parenthetically or otherwise. However, in a consolidated statement the 
preceding sentence shall have reference only to the undistributed earnings oi 
subsidiaries not consolidated in such statement. 

(c) Subsequent to the effective date of a quasi reorganization any description 
of earned surplus shall indicate the point of time from which the new earned 
surplus dates and for a period of at least 3 years shall indicate the total amount 
of the deficit eliminated. 

(d) An analysis of each surplus account setting forth the information pre- 
scribed in rule 11-02 shall be given for each period for which a profit and loss 
statement is filed, as a continuation of the related profit and loss statement or 
in the form of a separate statement of surplus, and shall be referred to here. 


Rule 5-03. Profit and loss or income statements 

Except as otherwise permitted by the Commission, the profit and loss or 
income statements filed for persons to whom this article is applicable shail 
comply with the provisions of this rule. 

(a) All items of profit and loss given recognition in the accounts during the 
period covered by the profit and loss or income statements shall be included. 

(b) Only items entering into the determination of net income or loss may be 
included. 

(c) If income is derived from both gross sales (caption 1A below) and operat- 
ing revenues (caption 1B below), the two classes may be combined in one amount 
if the lesser amount is not more than 10 percent of the sum of the two items. 
If these items are combined, the cost of goods sold (caption 2A below) and 
operating expenses (caption 2B below) may be combined in one amount. 

1A. Gross sales loss discounts, returns, and allowances.—State separately, if 
practicable, (a) sales to parents and subsidiaries and (0) sales to others. 

2A. Cost of goods sold.— 

(a) State the amount of cost of goods sold as regularly computed under the 
system of accounting followed. Indicate the amount of opening and closing 
inventories used in the computation, and state the basis of determining such 
amounts. 

(b) Merchandising organizations, both wholesale and retail, may include ocen 
pancy and buying costs under this caption. However, publicity costs shall be 
included under caption 4 below or shown separately. 

1B. Operating revenues.—State separately, if practicable, revenues from (ca) 
parents and subsidiaries and (0b) others. A public utility company using a 
uniform system of accounts or a form for annual report prescribed by Feder 
or State authorities, or a similar system or report, shall follow the genera! 
segregation of revenues prescribed by such system or report. 

2B. Operating exrpenses.—State separately, if practicable, purchases from and 
services rendered by (@) parents and subsidiaries and (0b) others. A public 
utility company using a uniform system of accounts or a form for annual report 
prescribed by Federal or State authorities, or a similar system or report, ma) 
follow the general segregation of operating expenses prescribed by such system 
or report. 

3. Other operating expenses.—State separately any material amounts not in- 
cluded in caption 2A or 2B above. 

4. Selling, general, and administrative expenses. 

5. Provision for doubtful accounts. 

6. Other general expenses.—Include items not normally included in caption 4 
above. State separately any material amount. 


OTHER INCOME 


7. Dividends.—State separately, if practicable, the amount of dividends from 
(a) securities of affiliates, (0) marketable securities, and (c) other security 
investments. 

8. Interest on securities—State separately, if practicable, the amount of 
interest from (dad) securities of affiliates, (0) marketable securities, and (c) 
other security investments. 
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9. Profits on securities.—Profits shall be stated net of losses. No profits on 
the person’s own securities, or those of its affiliates, shall be included under this 
caption, State here or in a note herein referred to the method followed in de- 
termining the cost of securities sold e. g., “average cost,” “first-in, first-out,” or 
“identified certificate.” 

10. Miscellaneous other income.—State separately any material amounts, in- 
dicating clearly the nature of the transactions out of which the items arose. 


INCOME DEDUCTIONS 


11. Interest and debt discount and erpense.—State separately (a) interest on 
bonds, mortgages or similar debt; (0b) amortization of debt discount and expense 
or premiums ; and (c) other interest. 

12. Losses on securities.—Losses shall be stated net of profits. No losses on the 
person’s own securities, or those of it affiliates, shall be included under this caption. 
State here or in a note herein referred to the method followed in determining 
cost of securities sold, e. g., “average cost,” “first-in, first-out” or “identified 
certificate.” 

13. Miscellaneous income deductions.—State separately any material amounts, 
indicating clearly the nature of the transactions out of which the items arose. 

14. Net income or loss before provision for taxes on income. 

15. Provision for income and excess-profits tares. State separately (a) 
Federal normal income and excess-profits taxes; (0b) other Federal income taxes; 
and (c) other income taxes. 

16. Net income or loss. 

17. Special items.—State separately and describe each item of profit and loss 
given recognition in the accounts, included herein pursuant to rule 5-03 (a), and 
not included in the determination of net income or loss (Item 16). 

18. Net income or loss and special items.— 

(a) See rule 5-02 (caption 35 (d)). 


ARTICLE 11. CONTENT oF STATEMENTS OF SURPLUS 


Rule 11-01. Application of article 11 


The article prescribes the content of the statements of surplus specified in rules 
5-02 (caption 35) and 7-03 (caption 20). 


Rule 11-02. Statement of surplus 
(See rules 5-03 (a) and (b) 


The analysis shall be given as to each class of surplus set forth in the related 
balance sheet. 

1. Balance at beginning of period.—(a) The balance at the beginning of the 
period of report may be as per the accounts. 

(b) If the schedule is fled as part of an annual or other periodic report and 
the balances at the beginning of the period differ from the closing balances, as 
filed for the previous fiscal period, state the difference and explain. 

2. Net income or loss (or net income or loss and special items) from profit 
and loss statement. 

3. Other additions to surplus——State separately any material amounts, in- 
dicating clearly the nature of the transactions out of which the item arose. 

4. Deductions from surplus other than dividends.—State separately any ma- 
terial amounts, indicating clearly the nature of the transactions out of which 
the items arose. 

5. Dividends.—For each class of shares state the amount per share and in 
the aggregate. 

(a) Cash. 

(b) Other.—Specify. 

6. Balance at close of peviod.—The balance at the close of the most recent 
period shall agree with the related balance sheet caption. 

The following are the only changes in prescribed schedules reflected in the 
amended regulation. (Schedules changed as indicated will be inchided in the 
printed amended regulation which will be obtainable from the Superintendent 
of Documents, U. 8S. Government Printing Office, Washington 25, D. ©.) 
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share liability thereof, and, if convertible, the basis of conversion. Show als» 
the dollar amount, if any, of capital shares subscribed but unissued, and uf 
subscriptions receivable thereon. 

35. Surplus —(a) Separate captions shall be shown for (1) paid-in surplus: 
(2) surplus arising from revaluation of assets; (3) other capital surplus; and 
(4) earned surplus (i) appropriated and (ii) unappropriated. 

(b) If undistributed earnings of subsidiaries are included, state the amount 
thereof parenthetically or otherwise. However, in a consolidated statement the 
preceding sentence shall have reference only to the undistributed earnings 0! 
subsidiaries not consolidated in such statement. 

(c) Subsequent to the effective date of a quasi reorganization any description 
of earned surplus shall indicate the point of time from which the new earned 
surplus dates and for a period of at least 3 years shall indicate the total amount 
of the deficit eliminated. 

(d) An analysis of each surplus account setting forth the information pre- 
scribed in rule 11-02 shall be given for each period for which a profit and loss 
statement is filed, as a continuation of the related profit and loss statement or 
in the form of a separate statement of surplus, and shall be referred to here. 


Rule 5-03. Profit and loss or income statements 

Except as otherwise permitted by the Commission, the profit and loss or 
income statements filed for persons to whom this article is applicable shail 
comply with the provisions of this rule. 

(a) All items of profit and loss given recognition in the accounts during the 
period covered by the profit and loss or income statements shall be included. 

(b) Only items entering into the determination of net income or loss may be 
included. 

(c) If income is derived from both gross sales (caption 1A below) and operat- 
ing revenues (caption 1B below), the two classes may be combined in one amount 
if the lesser amount is not more than 10 percent of the sum of the two items. 
If these items are combined, the cost of goods sold (caption 2A below) and 
operating expenses (caption 2B below) may be combined in one amount. 

1A. Gross sales loss discounts, returns, and allowances.—State separately, if 
practicable, (a) sales to parents and subsidiaries and (0) sales to others. 

2A. Cost of goods sold.— 

(a) State the amount of cost of goods sold as regularly computed under the 
system of accounting followed. Indicate the amount of opening and closing 
inventories used in the computation, and state the basis of determining such 
amounts, 

(0) Merchandising organizations, both wholesale and retail, may include occu 
pancy and buying costs under this caption. However, publicity costs shall be 
included under caption 4 below or shown separately. 

1B. Operating revenues.—State separately, if practicable, revenues from (a) 
parents and subsidiaries and (b) others. <A publie utility company using a 
uniform system of accounts or a form for annual report prescribed by Fede: 
or State authorities, or a similar system or report, shall follow the genera! 
segregation of revenues prescribed by such system or report. 

2B. Operating erpenses.—State separately, if practicable, purchases from and 
services rendered by (@) parents and subsidiaries and (b) others. A public 
utility company using a uniform system of accounts or a form for annual report 
prescribed by Federal or State authorities, or a similar system or report, ma) 
follow the general segregation of operating expenses prescribed by such system 
or report. 

3. Other operating expenses.—State separately any material amounts not in- 
cluded in caption 2A or 2B above. 

4. Selling, general, and administrative expenses. 

5. Provision for doubtful accounts. 

6. Other general expenses.—Include items not normally included in caption 4 
above. State separately any material amount. 


OTHER INCOME 


7. Dividends.—State separately, if practicable, the amount of dividends from 
(a) securities of affiliates, (b0) marketable securities, and (c) other security 
investments. 

8. Interest on securities—State separately, if practicable, the amount of 
interest from (@) securities of affiliates, (0) marketable securities, and (c) 
other security investments. 
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9. Profits on securities.—Profits shall be stated net of losses. No profits on 
the person’s own securities, or those of its affiliates, shall be included under this 
caption, State here or in a note herein referred to the method followed in de- 
termining the cost of securities sold e. g., “average cost,” “first-in, first-out,” or 
“identified certificate.” 

10. Miscellaneous other income.—State separately any material amounts, in- 
dicating clearly the nature of the transactions out of which the items arose. 


INCOME DEDUCTIONS 


11. Interest and debt discount and erpense.—State separately (a) interest on 
bonds, mortgages or similar debt; (0) amortization of debt discount and expense 
or premiums ; and (c) other interest. 

12. Losses on securities.—Losses shall be stated net of profits. No losses on the 
person’s own securities, or those of it affiliates, shall be included under this caption. 
State here or in a note herein referred to the method followed in determining 
cost of securities sold, e. g., “average cost,” “first-in, first-out” or “identified 
certificate.” 

13. Miscellaneous income deductions.—State separately any material amounts, 
indicating clearly the nature of the transactions out of which the items arose. 

14. Net income or loss before provision for taxes on income. 

15. Provision for income and eaxcess-profits tarves. State separately (a) 
Federal normal income and excess-profits taxes; (bv) other Federal income taxes; 
and (c) other income taxes. 

16. Net income or loss. 

17. Special items.—State separately and describe each item of profit and loss 
given recognition in the accounts, included herein pursuant to rule 5-03 (a), and 
not included in the determination of net income or loss (Item 16). 

18. Net income or loss and special items.— 

(a) See rule 5-02 (caption 35 (d)). 


ARTICLE 11. CONTENT OF STATEMENTS OF SURPLUS 


Rule 11-01. Application of article 11 
The article prescribes the content of the statements of surplus specified in rules 
5-02 (caption 35) and 7-03 (caption 20). 


Rule 11-02. Statement of surplus 
(See rules 5-03 (a) and (b) 


The analysis shall be given as to each class of surplus set forth in the related 
balance sheet. 

1. Balance at beginning of period.—(a) The balance at the beginning of the 
period of report may be as per the accounts, 

(b) If the schedule is fled as part of an annual or other periodic report and 
the balances at the beginning of the period differ from the closing balances, as 
filed for the previous fiscal period, state the difference and explain. 

2. Net income or loss (or net income or loss and special items) from profit 
and loss statement. 

3. Other additions to surplus—State separately any material amounts, in- 
dicating clearly the nature of the transactions out of which the item arose. 

4. Deductions from surplus other than dividends.—State separately any ma- 
terial amounts, indicating clearly the nature of the transactions out of which 
the items arose. 

5. Dividends.—For each class of shares state the amount per share and in 
the aggregate. 

(a) Cash. 

(b) Other.—Specify. 

6. Balance at close of peviod—The balance at the close of the most recent 
period shall agree with the related balance sheet caption. 

The following are the only changes in prescribed schedules reflected in the 
amended regulation. (Schedules changed as indicated will be inchided in the 
printed amended regulation which will be obtainable from the Superintendent 
of Documents, U. 8S. Government Printing Office, Washington 25, D. ©.) 
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Rule 5-04. Schedules to be filed 
. Pao gta IX.—Change caption “Funded debt” to “Bonds, mortgages and similar 
t. ” 


Schedule XIII.—Change “33” to “34.” 
ARTICLE 12. Form AND CONTENT OF SCHEDULES 


Rule 12-10. Funded debt 

Change caption to “Bonds, mortgages and similar debt.” 

Column E.—Change “funded debt” to “bonds, mortgages and similar debt.” 
Rule 12-16. Supplementary profit and loss information 

Column B (1).—Change heading to “To cost of goods sold (rule 5—-03-2A) or 
operating expenses (rule 5—03-2B).” 

Note 3.—Add, after “Other operating expenses,” “(rule 5-03-3).” 

Note 4.—Substitute “material” for “significant.” 

Note 5.—Substitute “material” for “significant” in first and second sentences 
Eliminate third and fourth sentences. 

The foregoing action shall be effective with respect to financial statements for 
any fiscal year ending on or after December 31, 1950, filed as a part of any 
registration statement, application for registration, or report. 

By the Commission. 

[SEAL] Orvat L. DuBots, Secretary. 


DECEMBER 20, 1950. 


Mr. Hewter. We all understand that the Commission does not pass 
upon the merits of the securities; but merely requires full disclosure. 

owever, this question has troubled many of us on the committee. 

Suppose a company has no earnings and proposes to issue securities. 
As I understand, the issuer and the underwriter can determine by 
themselves what the offering price will be. Is that correct ? 

Mr. Kina. I think that you are getting a little out of my line, but 
it is correct. : 

Mr. Hetzer. Please tell me as soon as I do get out of your line. 

Mr. Kine. I am not trying to evade your question again. I just 
do not want to give an answer that is not worth anything. 

Mr. Heuer. That is right. You have been very cooperative and 
we appreciate it. Sometimes, because of the technical applications, 
I cannot draw the line of demarcation. 

Suppose that the company proposes to sell $3,000,000 worth of se- 
curities and fixes a price of $25 a share for the securities to be publicly 
sold; do the accounting regulations or practices require that there be 
any relationship between the earnings and the offering price of the 
securities? Are you able to answer that question ¢ 

Mr. Kine. To my knowledge, there is nothing in the accounting 
requirements that would give you that answer. 

Mr. Hetier. Where a company has had no earnings whatever, and 
i say to sell securities publicly, what requirements are imposed 

y your department to make certain that the public will know that 
the company has had no earnings whatever and that there is no rela- 
tionship between the offering price and the earnings ? 

Mr. Kino. Well, I think an answer from an accounting point on 
that is that the accounting requirements of the forms require an income 
statement. Regulation § x prescribes what shall go into that income 
statement. If the income statement showed no earnings, why, it seems 
to me that would be the answer to your question. 

Mr. Hetuer. Are there any standards which prescribe that there 
be a relationship between the net worth of a company and the aggre- 
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gate offering or the price per share at which the security is to be sold 
to the public? 

Mr. Kine. There are no accounting requirements. 

Mr. Hevxer. Do you think there should be? 

Mr. Kina. That would purely be a matter of opinion on my part, 
and I do not think I am qualified to express an opinion on it. 

Mr. Heiter. Who would be in a position to give an opinion on that ? 

Mr. Kina. I should think I should not make such a statement, it 
should come from Baldwin Bane. My own answer for what it is 
worth is that there certainly should be a relationship. 

You see, Mr. Chairman, the requirements of the Securities Act, as 
you have been told any number of times, I imagine, in this testimony, 
are disclosure requirements. 

Mr. Hetzer. That is right. 

Mr. Kine. We try in every way we can to see that everything enter- 
ing into a proper determination of the utility value of the financial 
statements is made. Now, that is the basis for our requirements, and 
what we are trying to attain. So that what we really are trying to 
get is exactly the point of your question. We are trying to make sure, 
so far as we can, within the limits of accounting principles, trying to 
make sure that the investor sees everything that he should see on 
which to make a determination. 

Now, going back to your other question, maybe you did not mean 
it this way; but vou asked whether a company which had no earnings. 

Mr. Hetzer. That is right. 

Mr. Kine. The ordinary form for registration of a seasoned com- 
pany is one thing. Then, we take pei company which is purely 
a promotional industrial company, or a mining company. As to these 
latter companies you do not get an income statement. You get a 
statement which gives you the receipts and disbursements. Your bal- 
ance sheet does not attribute any values to assets other than the 
amount received in cash or the number of shares of stock received, 
so that we have made an attempt to set aside those particular types of 
companies, from the seasoned class of companies. 

Mr. Hruter. Does your office publish a series of releases? 

Mr. Ktne. We have the accounting series releases, which has now 
been made a part of regulation S—X. 

The reason for making these releases a part of regulation S~X 
was to bring them more directly to the attention of those preparing 
and certifying financial statements, who quite often claimed they 
were unaware of the releases. 

Mr. Hetxier. What do you call that? 

Mr. Kina. Accounting series releases, which are issued by the Chief 
Accountant, with the approval of the Commission. The announced 
purpose when first starter back in 1937 was to aid in the development 
of uniform accounting procedures and principles. They are essen- - 
tially the opinions of the Chief Accountant, which have been approved 
by the Commission. 

Mr. Hetirr. How often are they issued ? 

Mr. Kine. Well, there have not been any which are opinions, since 
1942, I think; and the reason for that has been simply that—and maybe 
it is my fault—that I have believed that the accounting profession 
should make the rules and regulations pertaining to accounting mat- 
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ters. I mean, they should establish the principles and practices under 
which they work. If we can get them to do that in line with our 
thinking, we have Asevtnplished a lot more than if we try to get out 
regulations or opinions which say that they shall do a thing, and so 
on. We have not had occasion recently to get out any such opinions. 
However, we have, in a number of cases, come to the point ahie we 
almost had to get out a release in order to convince the accounting 
profession that one was necessary. 

Now, a similar set of releases; at least similar in purpose, is gotten 
out by the American Institute of Accountants by their accounting pro- 
cedure committee. They have a series of some 40 or more now, and, 
as I say, some of those have been gotten out only after we came to the 
point where we were going to get one out if they didn’t. 

I give that as an explanation of the apparent laxity on my part in 
pas any opinions out recently. 

r. Heiter. Do you feel that they are doing a good job? 

Mr. Kina. I think they are doing a very good job. 

Mr. Hetter. And that is the reason why you have not promulgated 
any since 1942? 

r. Kine. That is the principal reason. I think this, there are 
certain things now under consideration, due to substantial changes we 
have had in our economic situation, which is going to make it necessary 
for them to get out one or more releases. If they do not do it, we will 
have to do it. 

Mr. Hetter. Have you been in touch with them ? 

Mr. Krne. We are in touch with them almost continuously, first 
through this committee on cooperation, and, secondly, by telephone or 
in conference with their representatives who come down and talk 
to us. 

One point that I might insert here is that the research director of 
the American Institute of Accountants is a former Chief Accountant; 
the first Chief Accountant of the Commission. He is sympathetic, I 
think, to our viewpoint and what we are trying todo. We work very 
closely together, and we get quite a bit of cooperation, and, I think, 
good results. Certainly we are getting action from time to time. 

Mr. Hetier. You have not published any releases since 1942, be- 
cause, as I understand, your office has established standards for the 
treatment of good will, inventories, plant write-ups of assets, and de- 
preciation, accelerated depreciation under certificates of necessity ; is 
that correct ? 

Mr. Kine. That is right. Some of those reflect our accounting 
policies, and some are reflected in the accounting series releases. 

Mr. Heiter. Some are reflected in opinions? 

Mr. Kina. Some are reflected in the general accounting series re- 
—_ and some by accounting practices, which we have had under- 
stood. 

Mr. Hetter. Well, would you identify those opinions and releases 
for the record? 

Mr. Kine. I might correct one thing. I said there have been none 
since 1942. I was going back quite a ways on that. As a matter of 
fact, the last release that expressed an opinion was issued in 1947. 
I think I said 1942. 

Mr. Heiter. Yes. 
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Mr. Kine. I should have said 1947. 

I can get a list of these. What I was going to do was, if I had 
an extra copy, I could give you one to look at while I read them 
off. 
Mr. Hetxier. Do you have an extra copy ? 

Mr. Krva. I do not. 

Mr. Hetxirr. All right; go ahead and read them off. We can get 
to it that way. ‘ 

Mr. Kino. We have 72 releases. Six of the last nine dealt with an 
announcement of changes in forms, and three with particular cases 
involving the certifying accountant. None of these constituted opin- 
ions of the chief accountant. : 

Prior to that, there were 63, starting with No. 1, which dealt with 
Treatment of Losses Resulting From Revaluations of Assets. The 
others which contained an expression of opinion were as follows: 

No. 5, Treatment of Dividends on Corporation’s Own Capital Stock 
Held in Sinking Fund. 

No. 6, Treatment of Excess of Proceeds From Sale of Treasury 
Stock Over Cost Thereof. 

Mr. Hetter. Instead of reading them all, why don’t you give us a 
list ¢ 

Mr. Kine. If you want me to, we can strike that and I will give 
you a list of each one and exactly what it dealt with, for the record, 
if you want me to. 

Mr. Hetter. Very well. 

(After informal discussion off the record: ) 

Mr. Heuer. I don’t think you need to put all of that in the record, 
Just refer to the bulletin, what you are reading from. 

Mr. Kina. I am reading from the accounting series releases. 

Mr. Hetter. Just identify the date and the page, and that is all 
that we need. 

Mr. Kina. This is up to and including August 5, 1947. 

That includes those up through No. 63 and then the other nine 
have not been bound or included in the releases. They are separate 
releases. 

Mr. Hetter. Mr. King, we understand from testimony already re- 
ceived from the Commissioners that under the act accountants who 
certify statements must be truly independent. Is that correct? 

Mr. Kine. That is a statutory requirement. 

Mr. Heuer. Suppose an accountant has been on a retainer with 
the issuer. Would there be any rule which would forbid him from 
certifying statements ? 

Mr. Kina. If he has been on a retainer, it would certainly cast some 
reflection on his independence. The rule does not specifically exclude 
the acceptance of a retainer. Asa matter of fact I know of no account- 
ing firm that accepts a retainer as such. 

Mr. Heiter. Would you tell us then generally what connections or 
relationships would disqualify an accountant? 

Mr. Kine. Rule 2-01 of regulation S—X ; 2-01 (b) states: 

The Commission will not recognize any certified public accountant or public 
accountant as independent who is not in fact independent. For example, an 
accountant will not be considered independent with respect to any person, or 
affiliate thereof, in whom he has any financial interest, direct or indirect, or with 
whom he is, or was during the period of report, connected as a promoter, under- 
writer, voting trustee, director, officer, or employee. 
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Rule 2-01 (c) states: 


(c) In determining whether an accountant is in fact independent with respect 
to a particular registrant, the Commission will give appropriate consideration to 
all relevant circumstances including evidence bearing on all relationships between 
the accountant and that registrant or any affiliate thereof, and will not confine 
itself to the relationships existing in connection with the filing of reports with 
the Commission. 


Now, in my direct testimony I mentioned here that included in the 
accounting series releases, are two releases. I thought I mentioned 
those, which summarize various rules made by the Commission with 
resnect to lack of independent certification. 

Mr. Hetier. Will you refer us to those two releases and identify 
them? Let us then put them in the record at this point. 

Mr. Kine. All right. They are release No. 22 and release No. 47, 

(The releases follow :) 


[Release No. 22, March 14, 1941] 


Securities Act or 1933 
Release No. 2498 


SEcuRITIES EXCHANGE ACT oF 1934 
Release No. 2820 


INDEPENDENCE OF ACCOUNTANTS—INDEMNIFICATION BY REGISTRANT 


The Securities and Exchange Commission today made public an opinion in its 
accounting series releases regarding the independence of certifying accountants 
who have been indenified, by the company whose statements are certified, against 
all losses, claims, and damages arising out of such certification other than as a 
rseult of their willful misstatements or omissions. The opinion, prepared by 
William W. Werntz, chief accountant, follows: 

“Inquiry has been made as to whether an accountant who certifies financial 
statements included in a registration statement or annual report filed with the 
Commission under the Securities Act of 1933 or the Securities Exchange Act of 
1934 may be considered to be independent if he has entered into an indemnity 
agreement with the registrant. In the particular illustration cited, the board 
of directors of the registrants formally approved the filing of a registration 
statement with the Commission and agreed to indemnify and save harmless 
each‘and every acountant who certified any part of such statement, from any 
and all losses, claims, damages, or liabilities arising out of such act or acts to 
which they or any of them may become subject under the Securities Act of 1933, 
as amended, or at “common law,” other than for their willful misstatements 
for omissions.’ 

“The Securities Act of 1933 requires statements to be certified by independent 
accountants and the Securities Exchange Act of 1934 gives the Commission 
power to require that the certifying accountants be independent. The require- 
ment of independence is incorporated in the several forms promulgated by the 
Commission and is partially defined in rule 2-01 (b) of regulation S—X which 
reads: ‘The Commission will not recognize any certified public accountant as 
independent who is not in fact independent. An accountant will not be con- 
sidered independent with respect to any person in whom he has any substan- 
tial interest, direct or indirect, or with whom he is, or was during the period of 
report, connected as a promoter, underwriter, voting trustee, director, officer or 
employee.’ 

“This concept of independence has also been interpreted in Accounting Series 
Release No. 2 and in several stop-order opinions. In the matter of Cernucopia 
Gold Mines (1 S. E. C. 364 (1936)), the Commission held that the certification 
of a balance sheet prepared by an employee of the certifying accountants, who 
was also serving as the unsalaried but principal financial and accounting officer 
of the registrant, and who was a shareholder of the registrant, was not a certifi- 
cation by an independent accountant. In the matter of Rickard Ramore Gold 
Mines, Ltd. (2 S. E. C. 377 (1937)), an accountant was held to be not inde- 
pendent by reason of the fact that he was an employee or partner of another 
accountant who owned a large block of stock issued to him by the registrant for 
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services in connection with its organization. In the matter of American Ter- 
minals and Transit Company (1 S. E. C. 701 (1936)), conscious falsification of 
the facts by the certifying accountant was held to rebut the presumption of in- 
dependence arising from an absence of direct interest or employment. In the 
matter of Metropolitan Personal Loan Company (2 S. E. C. 803 (1937)), it was 
held that accountants who completely subordinate their judgment to the desires 
of their client are not independent. In the matter of A. Hollander & Son, Inc., 
Securities Exchange Act of 1934, release No. 2777 (1941), the Commission held 
that an accountant could not be considered independent when the combined 
holdings of himself, one of his partners, and their wives in the stock of the regis- 
trant had a substantial aggregate market value and constituted over a period of 
4 years from 1% to 9 percent of the combined personal fortunes of these per- 
sons. It was also held to be evidence of lack of independence, with respect to 
the registrant, that the accountant had made loans to, and received loans from, 
the registrant’s officers and directors. In the same case, the evidence showed that 
registrant’s president, over a period of years, had used the accountant’s name 
as a false caption for an account on the books of an affiliate not audited by such 
accountant and that upon learning of these facts the accountant protested and 
procured a letter of indemnification in connection with such use. It was held 
that this continued use of the accountant’s name, after his protest, and the over- 
riding attitude apparently assumed by the registrant’s president in this matter, 
constituted additional evidence of lack of independence. 

“I think the purpose of requiring the certifying accountant to be independent 
isclear. Independence tends to assure the objective and impartial consideration 
which is needed for the fair solution of the complex and often controversial 
matters that arise in the ordinary course of audit work. On the other hand, bias 
due to the presence of an entangling affiliation or interest, inconsistent with 
proper professional relations of accountant and client, may cause loss of ob- 
jectivity and impartiality and tends to cast doubt upon the reliability and fair- 
ness of the accountant’s opinion and of the financial statements themselves. 
Lack of independence, moreover, may be established otherwise than solely by 
proof of misstatements and omissions in the financial statements. As was said 
in a recent opinion of the Commission : 

“We cannot, however, accept the theory advanced by counsel for the inter- 
venors that lack of independence is established only by the actual coloring 
or falsification of the financial statements or actual fraud or deceit. To adopt 
such an interpretation would be to ignore the fact that one of the purposes of 
requiring a certificate by an independent public accountant is to remove the 
possibility of impalpable and unprovable biases which an accountant may un- 
consciously acquire because of his intimate nonprofessional contacts with his 
client. The requirement for certification by an independent public accountant is 
not so much a guaranty against conscious falsification or intentional deception 
as it is a measure to insure complete objectivity. It is in part to protect the 
accounting profession from the implication that slight carelessness or the choice 
of a debatable accounting procedure is the result of bias or lack of independence 
that this Commission has in its prior decisions adopted objective standards. 
Viewing our requirements in this light, any inferences of a personal nature that 
may be directed against specific members of the accounting profession depend 
on the facts of a particular case and do not flow from the undifferentiated 
application of uniform objective standards.’ 

“While rule 2-01 (b) quoted above designates certain relationships that will 
be considered to negative independence, it is clear from the opinions cited that 
other situations and relationships may also so impair the objectivity and im- 
partiality of an accountant as to prevent him from being considered independent 
for the purpose of certifying statements required to be filed by a particular regis- 
trant. 

“In the particular case cited the accountant was indemnified and held harmless 
from all losses and liabilities arising out of his certification, other than those 
flowing from his own willful misstatements or omissions. When an accountant 
and his client, directly or through an affiliate, have entered into an agreement of 
indemnity which seeks to assure to the accountant immunity from liability for his 
own negligent acts, whether of omission or commission, it is my opinion that one 
of the major stimuli to objective and unbiased consideration of the problems 
encountered in a particular engagement is removed or greatly weakened. Such 
condition must frequently induce a departure from the standards of objectivity 
and impartiality which the concept of independence implies. In such difficult 
matters, for example, as the determination of the scope of audit necessary, ex- 
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istence of such an agreement may easily lead to the use of less extensive or 
thorough procedures than would otherwise be followed. In other cases it may 
result in a failure to appraise with professional acumen the information dis- 
closed by the examination. Consequently, on the basis of the facts set forth in 
your inquiry, it is my opinion that the accountant cannot be recognized as 
independent for the purpose of certifying the financial statements of the corpora- 
tion.” 


(Release No. 47, January 25, 1944] 


Securities Act or 1933 
Release No. 2973 


SEcURITIES ExcHANGE Act oF 1934 
Release No. 3526 


INVESTMENT Company Act or 1940 
Release No. 615 


INDEPENDENCE OF CERTIFYING ACCOUNTANTS—SUMMARY OF Past RELEASES OF 
THE COMMISSION AND A COMPILATION oF HirHERTO UNPUBLISHED CASES oR 
INQuIRIES ARISING UNDER SEVERAL OF THE ACTS ADMINISTERED By THE Com- 
MISSION 


The Securities and Exchange Commission today announced the publication 
of an additional release in its accounting series dealing with the independence 
of certifying accountants. 

Various statutes administered by the Securities and Exchange Commission 
recognize the necessity of independence on the part of an accountant who 
certifies financial statements. In administering these acts the Commission has 
consistently held that the question of independence is one of fact, to be deter- 
mined in the light of all the pertinent circumstances in a particular case. For 
this reason it has not been practicable, and the Commission has made no attempt, 
to catalog all of the relationships or situations that might prevent an accountant 
from being independent. However, in rule 2-01 (b) of regulation S-X the 
Commission has indicated certain relationships such as those of officer, director, 
or empiwyee which it believes are so likely to prevent a completely objective 
review of the financial statements of a registrant as to preclude its recognizing 
an accountant occupying such a position as independent. 

In addition to summarizing past releases of the Commission on the question 
of independence, the new release includes a compilation of hitherto unpublished 
rulings in cases or inquiries arising under the Securities Act of 1933, the 
Securities Exchange Act of 1934, or the Investment Company Act of 194U. 
Preparation of this compilation, announced in Accounting Series Release No. 
44, was undertaken as a result of a suggestion by representatives of pro- 
fessional accounting societies that knowledge of informal rulings would be of 
particular assistance to accountants and others interested in determining the 
circumstances under which a certifying accountant is likely to be considered to 
be not in fact independent. 

The release, prepared by William W. Werntz, chief accountant, follows: 

“The requirement of the Securities and Exchange Commission that an ac- 
countant be in fact independent with respect to a company whose financial 
statements he certifies is grounded on the conviction that the existence of 
certain types of relationships between a company and its certifying accountant 
might bias the accountant’s judgment on accounting and auditing matters. 
Certain relationships between an accountant and his client appear so apt to 
prevent the accountant from reviewing the financial statements and accounting 
procedures of a registrant with complete objectivity that the Commission has 
taken the position that existence of these relationships will preclude its findings 
that the accountant is, in fact, independent. Accordingly, rule 2-01 (b) of 
regulation S-X provides that ‘The Commission will not recognize any certified 
public accountant or public accountant as independent who is not in fact in- 
dependent. For example, an accountant will not be considered independent 
with respect to any person in whom he has any substantial interest, direct or 
indirect, or with whom he is, or was during the period of report, connected as a 
promoter, underwriter, voting trustee, director, officer, or employee.’ In addi- 
tion, Accounting Series Release No. 2 indicated that an accountant was not to 
be considered independent with respect to a particular company when his 
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holdings of the capital stock of that company were substantial in amount and 
were significant with respect to the company’s total capital or the accountant’s 
personal fortune. A test of 1 percent was suggested in the latter connection. 
Also, Accounting Series Release No. 22 indicated that an accountant would not 
be considered to be independent if the company whose financial statements he 
certified had indemnified him against all losses, claims, and damages arising 
out of such certification other than as a result of the accountant’s willful 
misstatements or omissions. 

“In a number of its findings and opinions the Commission had occasion to dis- 
cuss the question of independence in the light of the facts of a particular case. 
The earlier Commission decisions and releases have been summarized in Account- 
ing Series Release No. 22. Subsequent to the issuance of this release several 
other decisions involving the questoin of independence have been issued. In 
In the matter of Southeastern Industrial Loan Company (Securities Act of 1933, 
release No. 2726) it was held that the nature of the business relationships be- 
tween the accountant, on the one hand, and the registrant, its parents, and its 
affiliates, on the other, were such as to destroy the accountant’s independence. 
In In the matter of Kenneth N. Logan (Securities Exchange Act of 1934, release 
No. 3111; Accounting Series Release No. 28) the Commission held an accountant 
to be not independent where he had a substantial investment in the registrant, 
the cost of which amounted to about 8 percent of his net worth, and where he 
had approved or acquiesced in procedures that were designed to conceal a specula- 
tive use to which funds of the registrant had been put. While in In the matter 
of Associated Gas and Electric Company (Securities Exchange Act of 1934, re- 
lease No. 3285A) the question of the independence of the certifying accountants 
was not raised in the order for hearing and so no finding was made on this point, 
yet the Commission did state in the course of its discussion that ‘* * * an 
accountant who consistently submerges his preferences or convictions as to ac- 
counting principles to the wishes of his client is not in fact independent.’ Finally, 
in adopting rule 2-01 (c) of regulation S—X, the Commission said in Accounting 
Series Release No. 37: ‘Perhaps the most critical test of the actuality of an 
accountant’s independence is the strength of his insistence upon full disclosure 
of transactions between the company and members of its management as indi- 
viduals * *, *,’ 

“In the case of the great majority of financial statements filed with the Com- 
mission no question has been raised as to the independence of the certifying 
accountant. However, in addition to the formal decisions referred to above there 
have been many informal rulings in cases arising under the Securities Act of 
1933, the Securities Exchange Act of 1934, or the Investment Company Act of 
1940. It is not feasible to present adequately in summarized form the circum- 
stances existing in particular cases in which it was determined not to question 
an accountant’s independence. The following compilation therefore includes only 
representative examples of cases in which an accountant was considered not to 
be independent with respect to a particular company. 

“1. An accountant held an investment of about $200,000 in the capital stock of 
a registrant. This investment constituted about 25 percent of the accountant’s 
personal fortune and was about 2 percent of the company’s total outstanding 
capital stock. Held, the accountant could not be considered independent for the 
purpose of certifying the financial statements of this registrant. 

“2. An accountant’s wife held a trust certificate issued by an investment trust 
on which had been paid an amount equal to 3 percent of the combined personal 
fortunes of the accountant and his wife. The withdrawal value of the trust cer- 
tificate was less than $1,000 and was about 14% percent of their personal fortunes. 
The accountant certified the financial statements of the investment trust as well 
as the financial statements of the corporation that sponsored the trust. The spon- 
sor had no equity in the assets of the trust, but derived virtually all of its income 
from its activities as sponsor. Held, the accountant could not be considered 
independent with respect to the investment trust. Held, the facts given tended 
to indicate that the accountant was not independent with respect to the sponsor- 
ing corporation. 

“3. An accountant had some years earlier invested a substantial amount of 
money in securities of a registrant. The fair current value of this investment 
exceeded 50 percent of the accountant’s personal fortune. Held, the accountant 
could not be considered independent for the purpose of certifying the financial 
statements of this registrant. 

“4. An accountant had loaned $5,000 to a registrant. A business associate 
of the accountant had loaned an additional $15,000 to the registrant. These 
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loans bore interest and were secured by a 2% percent share in the net profits 
of the registrant. A son of the accountant was an officer of the registrant. 
Held, the accountant could not be considered independent for the purpose of 
certifying the financial statements of the registrant. 

“5. An accountant had for some time endeavored to persuade a department 
store that was his client to add a new department to its business. The registrant 
finally agreed to set up the department provided the accountant would finance 
the cost thereof. The accountant advanced the necessary funds and the depart- 
ment proved successful. The new department contributed less than 5 percent 
of the total revenues of the registrant. Held, the accountant could not be con- 
sidered independent for the purpose of certifying the financial statements of the 
registrant. 

“6. An accounting firm had rendered services to a registrant for which the 
registrant had not been able to pay. To guarantee payment of the acccunt the 
registrant had pledged shares of its own stock. In addition it had given the 
accountants an option to purchase the pledged securities at the market price 
existing at the date the option was given. Held, the accounting firm could no 
longer be considered independent for the purpose of certifying the financial state- 
ments of the registrant. 

“7, A registrant owned a small percentage of the stock of a sales company 
that sold some of the registrant’s products. The accountant who certified the 
financial statements of the registrant was the treasurer and one of the stock. 
holders of the sales company. Held, if the shares held by the registrant and 
the nature of the sales relationship were such as to give the registrant a sig- 
nificant element of indirect control over the sales company, the accountant 
could not be considered independent for the purpose of certifying the financial 
statements of the registrant. 

“8. A partner in an accounting firm was serving as a member of the board 
of directors of a registrant. This accountant did not participate in any way in 
the accounting firm’s audit of the registrant. Held, the accounting firm could 
not be considered independent for the purpose of certifying the finsncial state- 
ments of the registrant. 

“t A partner in an accounting firm was serving as a member of the board 
of directors of a registrant. Another partner in the same accounting firm con- 
ducted the audit of the registrant and certified the financial statements in his 
own name, not the firm name. Held, the certifying accountant could not be 
considered independent for the purpose of certifying the financial statements of 
the registrant. 

“10. A partner in an accounting firm had served on the board of directors of 
a registrant but had resigned from that position prior to the close of the most 
recent fiscal year. This accountant had not participated in any way in the 
accounting firm’s audits of the registrant. Held, that the accounting firm could 
not be considered independent for the purpose of certifying financial statements 
of the registrant covering any period during which a partner of the accounting 
firm was a director of the registrant. 

“11. A partner in an accounting firm was serving as a member of the board of 
directors of a registrant, having been appointed to that position by a Federal court 
following a reorganization. Held, the accounting firm of which this individual 
was a member could not be considered independent for the purpose of certifying 
the financial statements of the registrant. 

“12. A partner in an accounting firm was a member of the board of directors 
of a registrant and was also one of the voting trustees of the registrant’s stock. 
The voting trust had been established at the request of a lending bank that 
desired thereby to assure continuity of the registrant’s management. Held, the 
accounting firm of which this accountant was a member could not be considered 
independent for the purpose of certifying the financial statements of this regis- 
trant. 

“13. A partner in an accounting firm was one of three trustees of a voting 
trust in which shares of preferred stock of a registrant had been deposited. 
Dividends had not been paid on the preferred stock and it had become entitled 
to elect a majority of the board of directors. The voting trust had been set up 
to assure continuity of the existing management, and was in a position to exercise 
ultimate control over the registrant. Held, the accounting firm, of which one 
of the voting trustees was a member, could not be considered independent for 
the purpose of certifying the financial statements of the registrant. 

“14, The board of directors of a registrant had established an ‘operating com- 
mittee’ in which had been vested all powers necessary and appropriate to the 
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supervision of the management of the business. It was intended that the prin- 
cipal duty of the committee would be the making of recommendations to the 
poard of directors. The committee consisted of two members of the board of 
directors and a member of the accounting firm that regularly certified the 
financial statements of the registrant. Held, neither the individual accountant 
nor his firm could be considered independent for the purpose of certifying the 
financial statements of the registrant. 

“15. A registrant filed certified financial statements of two subsidiary com- 
panies. The financial statements of one subsidiary had been certified by a 
member of an accounting firm who also served as assistant secretary of the sub- 
sidiary. ‘The financial statements of the other subsidiary had been certified by 
a member of another accounting firm who served as assistant secretary and 
assistant treasurer of that subsidiary. Neither accountant received any remu- 
neration for serving as officers of these subsidiaries. Held, the accounting firms 
involved could not be considered independent for the purpose of certifying the 
financial statements of the company in which one of their members served as an 

cer. 
oon An individual serving as assistant treasurer and chief accountant of 
a registrant was the son of a partner in the accounting firm that certified the 
financial statements of the registrant. The son was living with his father at the 
timé. The son served the registrant under the direction and supervision of 
the treasurer of the company. Held, the accounting firm could not be considered 
independent for the purpose of certifying the financial statements of the regis- 
trant. 

“17. A senior staff member of an accounting firm was appointed controller of 
a registrant as successor to a controller who had entered the Armed Forces of 
the United States during the war emergency. This employee, who had formerly 
been in charge of the audit of the registrant, remained on the staff of the account- 
ing firm but relinquished all responsibility for the audit of the registrant, and 
did no work for the accounting firm in connection therewith. Held, the account- 
ing firm could not be considered independent for the purpose of certifying the 
financial statements of this registrant. Held, further, the accounting firm could 
not be considered independent for the purpose of certifying the financial state- 
ments of the registrant if the senior staff member were to leave the employ of 
the accounting firm and be paid by the registrant, but this arrangement was 
sub‘ect to the understanding among the several parties that upen the termination 
of the war emergency he would return to the staff of the accounting firm. 

“18. The accountant who audited the financial statements of an investment 
trust had heen given office space in the office of the sponsor of the investment 
trust. The accountant regularly gave advice concerning the internal account- 
ing policies of the trust. The sponsor of the trust had agreed to pay the account- 
ant a stipulated amount per year less whatever the accountant was able to earn 
from the investment trust and his other clients. Held, the accountant could not 
be considered independent for the purpose of certifying the financial statements 
of the investment trust. 

“19. The accounting firm that certified the financial statements of a particular 
registrant had in the past followed the practice of drawing up the monthly jour- 
nal records of the company from underlying documents that had been prepared 
by the registrant’s staff. These journal records were posted to the appropriate 
ledgers by the certifying accountants. At the end of the year the audit engage- 
ment was undertaken by personnel of the certifying accountant that was not con- 
nected with the original recording of the accounting data. Held, the accounting 
firm could not be considered independent for the purpose of certifying the finan- 
cial statements of this registrant. 

“20. A small loan company kept its accounting records on a cash basis. The 
primary records of the company consisted of daily cash reports that were pre- 
pared by the cashier and signed by the manager. The accountant who certified 
the financial statements of this company took no part in the preparation of these 
basic records. However, he did audit these cash reports each month and then 
proceeded to enter the totals in a summary record which he in turn posted to the 
general ledger. The certifying accountant also made adjusting journal entries 
each month with respect to insurance, taxes, depreciation, and similar items. 
The company was small and did not require the services of a full-time bookkeeper. 
The certifying accountant devoted about one day a month to the clerical or book- 
keeping tasks described above. Held, the accountant could not be considered 
ae for the purpose of certifying the financial statements of this 
registrant.” 
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Mr. Heter. Would an accountant’s prior employment by the SEC 
disqualify him from representing a registrant or an underwriter? 

Mr. Kine. I think that would depend completely on the circum- 
stances. If a reasonable amount of time had elapsed so that there 
is no direct connection between the financial statements that he might 
be appearing on and those which he may have examined or passed 
upon while with the Commission, there might be no reason for assum- 
ing a lack of independence, but I would like to add this that any 
former employee of the Commission who comes down to represent any- 
body has two strikes upon him, so far as I am concerned, because I 
am going to lean over backward to see that he complies with the 
requirements. 

With that answer, that qualification, purely as a matter of personal 
opinion, I do not think that any accountant should go out and come 
back and represent anybody whose statements he has dealt with while 
with the Commission. 

Mr. Heiter. Mr. King, Mr. Werntz was with your department for 
some time; was he not? 

Mr. Kine. He was my boss. 

Mr. Hetzer. Do you remember when he left ? 

Mr. Kina. He left about 5 years ago. I have been chief accountant 
5 years, in April, I think it is. 

(Mr. King later submitted the following information :) 


On September 21, 1945, Kaiser-Frazer Corp. filed its first statement with the 
Commission (Form S-1) covering an offering of securities under the Securities 
Act of 1933. A second such statement was filed on January 4, 1946, followed 
by an annual report (Form 1-MD) on April 30, 1946, and on June 30, 1946, by 
a registration statement (Form 10) in connection with a listing of its stock on 
the New York Curb Exchange. The financial statements contained in these 
filings were certified by Ernst & Ernst. Our files do not indicate that Mr. 
Werntz was called upon to give any consideration to these statements 

On April 25, 1947, Mr. Werntz left the Commission to join the staff of Allen 
R. Smart & Co. 

On May 1, 1947, Kaiser-Frazer filed its annual report (Form 10-K) for the 
year 1946. The financial statements contained in this report were certified by 
Ernst & Ernst. 

On September 1, 1947, the firms of Allen R. Smart & Co., Touche, Niven & 
Co., and George Bailey & Co. were merged to form the firm of Touche, Niven, 
Bailey & Smart. 

On January 6, 1948, Kaiser-Frazer filed a registration statement (Form S-1) 
covering an offering of securities under the Securities Act of 1933. The financial 
statements contained in this filing were certified by Touche, Niven, Bailey & 
Smart. 

Subsequently, annual reports (Form 10-K) have been filed by Kaiser-Frazer 
for each of the years 1947, 1948, 1949, and 1950. These statements were certified 
by Touche, Niven, Bailey & Smart. 

Mr. Werntz first contacted the Commission with respect to Kaiser-Frazer on 
December 22, 1947. 

Mr. Krxe. I would like to put into the record, if I may, a state- 
ment by Vice Chairman Cook. It is an address before the American 
Institute of Accountants at their annual meeting in 1950 in Boston 
entitled, “The Concept of Independence in Accounting,” covering 
some 15 pages. It included reference to all of our cases involving 
the independence of accountants and constituted a very complete ex- 
pression of the views of Vice Chairman Cook and the Commission 
and, I might add, of the staff. It might be helpful on that score. 

Mr. Hexxer. Well, if you think it would be helpful, without ob- 
jection, it will be included in the record. 
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(The document referred to is as follows :) 


THe Concert OF INDEPENDENCE IN ACCOUNTING 


Address of Donald C. Cook, Vice Chairman, Securities and Exchange Commis- 
sion, Before the American Institute of Accountants, Hotel Statler, Boston, 
Mass., October 3, 1950 


Mr. Chairman, gentlemen, the last time a member of the Commission ad- 
dressed the annual meeting of this institute was in 1947. To have been invited 
again so soon may be interpreted as evidence either of your fortitude or of the 
number of common problems we have which it is mutually advantageous for 
us to discuss. 1 should like to assume that it is our common interests which 
motivated your decision to invite me today. 

In 1947 Mr. Caffrey, then Chairman of the Commission, discussed with you 
the relationship between rigid independence in accounting and the presentation 
of the facts of business life. Today I should like to elaborate upon a portion 
of that theme and discuss the basic concept of independence. 

During the early years of accountancy, around the turn of the century, the 
business world had not yet come to recognize the need for this concept. Gen- 
erally, an accountant’s duties consisted of opening and closing books, detecting 
frauds upon the owners of the enterprise, and straightening accounts which 
had become charmingly mixed up by amateur bookkeepers. As one writer ex- 
pressed it, the general notion seemed to prevail that an accountant was “merely 
a man of figures, a rapid and unerring calculator who could add up two or three 
columns of figures at a time, could tell you immediately the square or cube root 
of any given number, or say offhand, for example, what $1 put out at 6 percent 
compound interest per annum at the time Columbus discovered America would 
amount to today.’’’ 

Perhaps the greatest impetus to the new profession was given by the passage 
of the sixteenth amendment in 1913 and the War Revenue Act of 1917. Com- 
mercial banking institutions and mercantile creditors were quick to avail them- 
selves of the services of the new profession, and it grew. These creditors re- 
quired audits and verified financial statements. I believe full maturity was 
reached upon passage of the Securities Act of 1933, which for the first time 
imposed the legal requirement that statements be certified by independent 
accountants. 

You will remember that General Carter, who testified on behalf of the account- 
ing profession at the hearings upon that bill, experienced some difficulty in 
persuading the Senate committee that there were professionally qualified persons 
who could and would audit accounts of registrants and express an independent 
opinion upon their correctness, uninfluenced by the fee they received. Senator 
Barkley was frankly skeptical about such a procedure and suggested that if an 
independent audit were really necessary it might better be obtained by the use 
of accountants employed by the Government. 

General Carter then observed, in a statement that I am sure was not justified 
by some of the incomes enjoyed by public accountants in the early thirties, that 
the Government could not afford to employ the necessary number of qualified 
accountants, The committee did not then pursue Senator Barkley’s suggestion. 

At another point in the hearings Senator Barkley asked whether there was any 
relationship between the corporate comptrollers, who had testified that they were 
responsible for the accuracy of the financial statements, and the public account- 
ants. General Carter answered: “None at all. We audit the controllers.” Sen- 
ator Barkley then asked, “Who audits you?” to which General Carter quickly re- 
plied, “Our conscience.” It is your conscience which is my subject today. 

General Carter’s reply sums up a substantial part of the concept of independ- 
ence. It is not tangible, nor even in most instances clearly demonstrable. It 
represents a state of mind. In the entire field of human relationships it is diffi- 
cult to find an exact analogy. The independent accountant must combine the 
impartiality of a judge with the high sense of responsibility of a fiduciary. In 
addition, he must possess a full knowledge of the tools and methods of his pro- 
fession. Though hired and fired by management, he must divorce his mental 
processes from any bias in their direction when making accounting judgments. 
Such a standard of professional conduct must be maintained if the auditor's 
certificate is to be more than a snare and a delusion and the public obligation of 
the accountant satisfied. 


ll 


* Anyon, James T., Recollections of the Early Days of American Accountancy, p. 41. 
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Of course, we are all fully aware of the difficulties inherent in enforcing such 
standards. The influences which may affect accounting judgment are extremely 
subtle and tenuous. In their most dangerous form it is possible that the account- 
ant himself does not recognize their effect. Under such circumstances an account- 
ant may be lacking in independence despite the highest professional qualifications 
and the most complete integrity. It is our duty—both the institute's and the 
Commission’s—to guard the public against such unconscious bias. 

That is by far the most important purpose of our rules and interpretive opin- 
ions governing the qualification of accountants. No serious administrative prob- 
lem arises in the obvious case, where an accountant is plainly derelict, where he 
certifies to statements he knows to be misleading, or where he consciously and 
deliberately falsifies the facts.’ 

Even the common law, with its cultural lag, holds the accountant responsible if 
he should supply a certification when he knows or should know of its inaccuracies. 
I am sure you are all familiar with the case of Ultramares vy. Touche, decided 
almost 20 years ago by the New York Court of Appeals. In that case Justice Car- 
dozo, then chief judge of that court, made clear that every accountant who certi- 
fies a financial statement owes a duty to the public. If he should be grossly negli- 
gent in the discharge of that duty, he may be compelled to pay damages to any 
person who relied upon that statement. That was the first complete articulation 
of the legal concept of independence, which has now been generally accepted by 
all the courts which have considered the matter. 

The legal liability which flows from, this concept was extended and enlarged 
somewhat by the Securities Act. Section 11 of that act imposes upon the ac- 
countant the duty to make a reasonable investigation into the truth and com- 
pleteness of the statements he certifies. This necessarily implies that the audit 
should be thorough and that the system of internal controls carefully checked. 
Such matters as depreciation and obsolescence allowances, legal requirements 
inhibiting dividend payments, and all similar items requiring the assistance of 
experts should be carefully scrutinized. The accountant is held to the same 
standard of care as that required of a prudent man in the management of his 
own property. 

Negligence in this respect is strong evidence of lack of independence. Or, if 
an accountant, either directly or through an affiliate, enters into an agreement 
which attempts to immunize the accountant from liability for his negligent 
acts, I believe he thereby forfeits his independence. 

The self-regulation undertaken by the profession has, of course, outstripped 
the limited concept of legal liability. Five rules of the institute relate to this 
concept. They are: Rule 5, which prohibits false or misleading statements; 
rule 9, which prohibits, except in limited circumstances, the use of continzent 
fees to pay for accounting servies; rule 13, which directs accountants to refrain 
from expressing any opinion upon the statements of any enterprise in which 
he may have a financial interest; rule 3, which prohibits the payment of any 
fportion of an accountant’s fee to nonaccountants or the acceptance of any 
portion of the fees or profits received by nonaccounts from work turned over 
to them by accountants as an incident of their services to a client; and rule 4, 
which discusses occupations incompatible with public aoccunting. 

The Commission has attempted to adapt the concept of independence to the 
needs of investors. When a registration statement or annual report is filed 
with the Commission it is designed for use by the public. In lieu of government 
examination of each financial statement the certificate of an independent 
accountant is required. I believe that the duties inherent in furnishing such a 
certificate impress upon the auditor a fiduciary obligation toward the public as 
well as toward the client if full confidence in the publicly held securities is to 
be maintained. The Investment Company Act expressly recognizes this obliga- 
tion by providing that the accountant’s certificate “shall be addressed both to 
the board of directors * * * and to the security holders.” If investors are 
to be fully protected, the accountant-fiduciary must be free of all the entangling 
alliances which might be engendered by relational or contractual connection 
with the registrant. He must be free to approach his task with complete 
objectivity, intent upon a critical examination of all the practices and procedures 
of the registrants. We have expressed this view in a rule as follows: 

“The Commission will not recognize any certified public accountant or public 
accountant as independent who is not in fact, independent. For example, a2 


2 See, e. g., American Terminals and Transit Co., 1 8. EB. C. 701 (1936). 
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accountant will not be considered independent with respect to any person in whom 
he has any substantial interest, direct, or indirect, or with whom he is, or was 
during the period of report, connected as a promoter, underwriter, voting trustee, 
director, cfficer, or employee. 

“In determining whether an accountant is in fact independent with respect 
to a particular registrant, the Commission will give appropriate consideration 
to all relevant circumstances including evidence bearing on all relationships 
between the accountant and that registrant, and will not confine itself to the 
relationships existing in connection with the filing of reports with the Com- 

ission.” 

"te me that rules means two things. First, it states that independence is a 
question of fact, and if it can be shown as a matter of fact, regardless of the 
absence of any business or personal relationship, that an accountant’s decisions 
are controlled or influenced by someone else, that accountant is not independent. 
Secondly, and this is perhaps of more significance, it points to certain relation- 
ships which indicate a lack of independence and provides that when these or 
similar relationships which might influence an accountant’s judgment exist, 
the accountant cannot be considered independent regardless of the amount of 
proof available that his judgment was, in fact, uninfluenced. 

Proof of the actual abdication of judgment to another is nearly alwiys difficult. 
The coincidence of the result of a decision with the wishes of another can, in 
many instances, be explained as the result of independent logical reasoning. It 
is in the selection of the applicable accounting convention, about which there 
are sometimes great differences of opinion among the authorities, that judg- 
ment must be exercised. Even when the decision cannot be logically justified, 
who can say whethe rthe error was an honest one? It is in this context that 
independence is particularly important. 

Usually, it is only when the accountant has been foolish enough to venture his 
personal judgment and it can be shown that this is different from that reflected 
in the financial statements that absolute proof of lack of independence can be 
shown.‘ Even when misleading or fraudulent statements are certified there can 
be only a strong presumption of lack of independence, which must be coupled with 
other factors if there is to be clear evidence of actual subservience to management 
influence. 

In the only three cases thus far decided involving lack of independence in which 
the Commission has taken disciplinary action against accountants the mental 
state of the accountants could be proved. In the first® the accountants gave 
management a private audit report materially different from that furnished the 
public. The public report failed to disclose, among other things, that the client 
was carrying a trading account in the name of the accountant. Although the 
accountant protested, he did not take effective steps to stop the practice for 2 
years. 

The second case,* a year later, was very much like the first. It differed only 
in the fact that the accountant knew of the trading account and acted as an 
accomplice of management in the stock-market enterprise. The client and the 
accountant did not even profit financially from the trading. They suffered 
substantial losses despite market advice by the president, the secretary-treasurer, 
and a director of the company. I suppose this proves both the biblical precept 
that the wicked shall reap no profit from their wickedness and the Wall Street 
axiom that market speculation should be left only to the professionals. 


*On July 12, 1950, the Commissitn promul ated for comment a proposa! that the rule 
be amended to read : 

“The Commissio 1 will not recogni: e any cerilfied public accountant or public accountant 
as independent wlo is not in fact independenc. For example, an accountant will not be 
considered independent with respect to any person, or any affiliate thereof, in whom he has 
any financial interest, direct or indi-ect, or with whom he is, or was during the period of 
report, connected as a promoter, underwriter, voting trustee, director, officer, or ear. 

“In determining whether an accovatant is in fact independent with respect to a particu- 
lar registrant. the Commission will give appropriate consideration to all relevant circum- 
stances including evidence bearing on all relationships between the accountant and that 
registrant or any affiliate thereof, and will not confine itself to the relationship existing 
in connection with the filing of reports with the Commission.” 

This was intended as a codification of the Commission rulings upon independence and 
not as a change in view. 

*See Metropolitan Personal Loan Co., 2 8. EB. C. 803 (1937) ; A. Hollander & Sons, Inc., 
88. E. C. 586 (1941) ; Associated Gas and Electric Co., 11 8. BE. C. 975 (1942). 

° Puder & Puder, Securities exchenge Act Release No. 3073 (1941). 

* Kenneth vy. Logan, 10 8. EB. C. 982 (1942). 
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The third disciplinary action * was not until 7 years later, when an accountant 
blandly certified accounts which carried a leasehold at $100,000, which was 90 
percent of stated assets of the enterprise, although he knew only $15,000 had been 
paid for the property the year before and it was assessed at only about $5,000. 
Since it was also shown that the accountant assisted in the promotion of the 
venture, the proof of lack of independence seemed conclusive. Three other 
disciplinary actions against accountants* raised questions of independence 
because of the technical incompetence of the accountants there involved, but the 
Commission’s decisions were based principally upon the omission of specific 
auditing procedures prescribed by Commission rule. The certificates in those 
cases represented little more than the loan of the accountant’s name. Therefore, 
insofar as they pretended to be an objective and critical analysis, they were false 
and misleading. 

The paucity of disciplinary actions and the nature of the offense charged in 
those cases indicate how reluctant we are to institute such actions. However, 
I do not believe the profession may assume that appropriate action will not be 
taken unless there is evidence of corrupt and venal conduct. I believe every ac- 
countant is chargeable with the knowledge of the mechanics and the ethics of 
his profession. They are the rules of the game and their observance is essential 
if we are both to fulfill our high public trust. 

Most of these rules, like those which govern any fiduciary, are prophylactic in 
nature. They are designed to prevent any conflict from arising between the ac- 
countant’s duty to the public and his personal interests. Thus, just as a trustee 
of an estate in reorganization under the Bankruptcy Act may not ally himself 
with any creditor or stockholder interest in the estate, trade in securities of the 
estate, or purchase trust property, the accountant may not have any financial 
interest in a client’s enterprise, even if it can be shown that the personal financial 
stake of the trustee or the accountant will have no effect upon his judgment. As 
a matter of fact, persons sensitive to their obligations may lean over backward 
and act in opposition to their personal interests, 

Nevertheless, I believe it is a salutary principle which arbitrarily denies to 
fiduciaries or people in a quasi-fiduciary position such as accountants the right 
to risk their independence. Not all people are strong enough to resist tempta- 
tion, particularly when it may easily be hidden behind a convincing rationaliza- 
tion. Even if there is no conscious attempt to favor a personal interest, un- 
conscious pressures may cause a shift in the normal judgment exercised by the 
accountant. For both these reasons, and because the public will have greater 
confidence in certifications when they know there is no conflict between personal 
desires and professional opinions, the accountant must carefully scrutinize his 
relationships with his client. 

I recognize the impracticality of restricting or denying all intercourse between 
accountants and their clients. Nor do I believe this is either necessary or desir 
able. The accountant cannot be an ivory tower examiner, inaccessible to his 
client and remote from the market place. The nature of his business demands 
constant communication with management and recognition of all creditor and 
stockholder interests. In our opinions and interpretations at the Commission 
we have tried to stake out the safe and unsafe areas which the accountant who 
wishes to protect his independence should observe. 

I assume that all of you are familiar with Accounting Series Releases 22 and 
47, in which there are summarized Commission decisions and informal rulings 
upon the question of independence. Since 1944, when release 47 was published, 
5 Commission decisions and some 100 staff opinions have dealt with this prob- 
lem. Apparently there is still some need for clarification and delineation. 

The problems fall, roughly, into three groups. First, there are those instances 
in which the accountant has a managerial or financial interest in his client 
such as when he is an officer, director or partner, or when he owns stock in 
the enterprise. Secondly, there are those instances in which there is a family 
relationship between the accountant and the client; and thirdly, there are those 
instances in which the accountant also acts for the client in some capacity 
other than as an accountant. Many problems, of course, involve more than 
one of these relationships, and within each classification a single factor may 
not disqualify an accountant but it may raise sufficient doubt so that if any 


7 Accounting Series Release No. 68. 

* Accounting Series Release No. 4g ” rated « Accounting Series Release No. 59 (1947) 
Accounting Series Release No. 67 (19 

*For other examples of such Bn see National Boston Mines Corp., 2 8S. P. 
226 (1937) ; Red Bank Oil Co., Securities Exchange Act Releases Nos. 3110, 3770 +1046) 
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other similarly inconclusive factor is present the accountant should be dis- 
qualified. I believe we may best discuss these problems by referring to our 
rulings under each of these classifications. 

The question most frequently asked us is what constitutes a financial interest. 
Seven of the twenty illustrative cases which appear in release 47 deal with 
this problem. Until recently we have analyzed that interest and if it was sub- 
stantial we have decided the accountant could not be independent. An interest 
which exceeded 1 percent of the personal fortune of the accountant was con- 
sidered substantial. Experience has demonstrated, however, that even less than 
a 1 percent financial interest may result in a conflict of interest. For instance, 
the percentage of net worth might be less than 1 percent although the proportion 
of income represented by the holdings might be substantial; persons may be 
affected differently by losses or gains or comparatively small sums; often exact 
yalues cannot be calculated. Accordingly, we take the view that any financial 
interest in a client, no matter how small, will disqualify the accountant and it 
is proposed that rule 2-01 be revised to reflect this viewpoint. This financial 
interest may be in the form of a contingent fee contract, or a contract which 
is expressed in terms of a fixed fee plus a percentage of sales, or an investment 
in an underwriter, a promoter, an affiliate, a parent, or a subsidiary of the client, 
for the definition of financial interest should be broad enough to insure the 
complete objectivity of the audit. In this connection I believe it would be wise 
to adhere strictly to Polonius’ injunction, “neither borrower nor lender be,” to 
any client, even if the borrowing or lending is only of office space.” 

Nor can a firm of accountants be insulated from the holdings or acts of any 
partner, even if that partner should separate himself from any connection with 
the audit. Thus, an accounting firm was held to be lacking in independence 
where the partner who held stock in the client did not participate in the audit 
and the certificate was signed jointly by the partner who had performed the audit 
and the firm.” Nor would the situation be remedied by the sale of these shares 
subsequent to the audit. 

This disqualification will extend even to the audit for years prior to the date 
when the stock was acquired when a registration statement is filed which includes 
financial statements for those years, for a certification speaks also as of the date 
the registration statement becomes effective. Consequently, a financial interest 
at that time would interfere with the complete objectivity of the entire audit. 

Similar problems are presented when an accountant or a partner in an ac- 
counting firm serves as a promoter, underwriter, voting trustee, director, or 
officer of a client, or administrator or executor of an estate with an interest 
in a client. It seems to me obvious that an accountant should not certify 
accounts which cover the period of time when he held office. 1 am continually 
amazed at the number of requests for an opinion in these circumstances. 

In one instance a member of a firm of certifying accountants, although not 
an officer, consulted with management on accounting matters and exercised 
some supervisory powers with respect to the corporation's accounting procedures. 
We held that despite the lack of a formal title, the accountant acted in the 
capacity of controller and he and his firm were therefore disqualified from 
certifying the financial statements. 

A more difficult problem is presented after the accountant disposes of the 
financial interest which has disqualified him and resigns his office with the 
company. It has been urged that since he has cured his disability he should 
be henceforth fully qualified to exercise an impartial judgment. I believe that 
if he participated in the formation of significant accounting policies which per- 
sisted beyond the year in which he resigned or gave up his financial interest, he 
should not be permitted to place himself in a position to audit those decisions. 
A variation of this question is presented where another firm audits the accounts 
for the years when he was connected with the company and he attempts to 
rely upon this audit in submitting a certificate covering those, as well as subse- 
quent years, when he had no connection with the client. The Commission has 
held, properly, that such a certification will not be accepted. The accountant 
may not rely on others for part of his certification unless he would be fully 
qualified to perform that audit himself and did, in fact, supervise it. 

This does not mean, however, that these earlier years may not be covered by 
a separate certification by others. 


2° See Southeastern Industrial Loan Co., 10 8. E. C. 617 (1941). 
See Richard Ramare Gold Mines, Ltd., 2 8. E. C. 877 (1937). 


23578—52—pt. 138 
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The second category of cases dealing with the independence of accountants 
on which we are frequently asked to express an opinion deals with family rela- 
tionships. The typical case is one in which the accountant is the father, son, 
husband, brother, cousin, or uncle of an officer, director, or bookkeeper of a 
registrant.” In accordance with well-recognized legal doctrines governing fidu- 
ciaries, we have taken the position that such a relationship disqualifies the 
accountant. Obviously, if the persons involved live under the same roof and 
are part of the same economic unit, the accountant has a direct interest in the 
finances of his client. To the extent that the client pays the officer, it contributes 
directly to the support of the accountant’s household. Even if the relative is 
not part of the same household it would be very unrealistic not to recognize the 
streng influence exerted upon the accountant by virtue of a close relationship. 

Disqualification because of family relationship extends also to instances in 
which the relative has a financial interest in the client’s enterprise. Thus, we 
ruled that where the wife of an accountant had a 47% percent interest in one of 
three principal underwriters of a proposed issue, the accountant could not be 
considered independent. 

The third category of rulings we have rendered dealing with independence in- 
volves nonfinancial relationship. It is clear, I believe, that membership in the 
same civic, fraternal, or social organizations as a client does not disqualify 
an accountant. I fully realize that many young men get their start 
by enlarging their circle of acquaintances, and membership in organizations 
is a well-accepted method of accomplishing this. Even when it was shown that 
an accountant and his client became jo'nt obligors, together with others, upon a 
mortgages to secure a clubhouse, and that this accountant prepared personal 
income-tax returns and audited the personal books of the principal stockholders 
of a registrant, it was not considered controlling by the Commission.“ The 
possibility of improper influence arises when the relationship becomes more 
closely connected with either the finances of the accountant or his duties as an 
auditor. 

In one case the stocks and bonds of a registrant, an investment company, were 
kept in a safety deposit box in a bank, and the members of the accounting firm 
were given exclusive custody of the key to the box. We ruled that the custodian 
of portfolio securities could not be considered independent for the purpose of cer- 
tifying the financial statements. In another instance, it was found that a rezis- 
trant who proposed to issued preferred stock was indebted to a bank in a sub- 
stantial sum and the member of the bank’s examining committee which reviewed 
loans requiring special attention was a partner in the accounting firm which 
proposed to certify the financial statements. I believe the Commission properly 
ruled that the accountants could not be considered independent. 

Finally, included in this category are those cases in which the accountant 
engages in an occupation incompatible with the concept of independénce. Thus, 
he may not serve as a securities salesman and audit the accounts of brokerage 
houses or serve as a partner in a law firm engaged by one of his accounting clients 
to pass upon the legality of securities being registered. 

These are the general problems with which we are presented upon the question 
of independence. They admit of many ramifications, permutations, and combi- 
nations. Not all are easy of solution. 

All of the factors which might possibly influence the accountant’s judgment 
are considered. Often it is clear that any one factor would be insufficient to 
affect the honest discharge of an accountant’s duties, but that, when taken in 
combination with others, it would be greund for disqualification. In such circum- 
stances I cannot ofier you the certainty of a rule of thumb. I can only suggest 
several of these to you as pitfalls to be avoided. 

Among the most troublesome cases are those dealing with employees of an 
accounting firm as distinguished from partners. Adequate review procedures 
should be maintained to guard against employee inefficiency or deliberate falsi- 
fication.“ For a lapse in this regard I believe the firm is responsible. Either it 
has been negligent or it does not have the minimum knowledge of auditing proce- 
dures required of independent accountants. However, when the employee is both 


12 See examiner's report —— by the Commission in American Metal Mining Co., Secu- 


rities Exchange Act Release 8537 (1944), where the wife of the accountant was book- 
boop for the o epee. 
Hollander & Sons, Inc., 8 8. F. & 586. 616 (1941). 
14 fice Inter-state Hosiery Mills, 48. EB. C. 706 (1939), where the employee forged checks, 
falsifiel the statement of assets, and made unverified summaries instead o applying 


generally accepted auditing procedures. 
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efficient and honest but it appears he has some disqualifying interest in the client, 
a more difficult problem is presented. If he should participate in the audit, it 
would, of course, invalidate that audit. Assuming, however, that he does not 
participate in the audit, what should be the effect of his interest? The employee 
js not in a policy-making position. Presumably, therefore, he has no influence 
over the accounting judgments exercised. On the other hand, the firm should not 
be placed in the position where it audits the actions of one of its employees. 
Certainly the firm may not loan an employee to a client to do bookkeeping, and 
then be permitted to audit that work. Even when the bookkeeping consisted 
simply of posting general ledger entries and making closing entries covering a 
month’s work, we have refused to consider the firm employing that accountant 
independent. The same considerations are applicable where the employee has 
served as a director or officer of the client. If the accounting firm must audit 
his decisions, it cannot be independent. 

In these cases the employee’s interest is considered as one factor, and all the 
surrounding circumstances are examined to determine whether there is any 
possibility that the accounting judgments might have been swayed. For instance, 
if another employee was a second cousin of an officer of the client the two factors 
together m‘ght invalidate the audit although neither, alone, might be sufficient. 
Similarly, if it is shown that the wives of partners in an accounting firm engaged 
in speculative transactions in a registrant’s stock prior to the audit, that fact 
would adversely affect, if not destroy, the firm’s independence. Certainly, if there 
were also other border-line factors present the firm could not be considered 
independent. 

I know that you in the accounting profession agree with our concept of inde- 
pendence. In fact, credit for the inclusion of that concept in our laws belongs 
largely to the profession. Nevertheless, some of my friends in the profession 
have said: 

“Oh, yes; we believe wholeheartedly in this ideal of independence but it is 
sometimes impractical. If a client refuses to permit us to verify inventories or 
if an inactive partner bappens to own a few shares of a client's stock do we have 
to give up the account? Why can’t we simply make full disclosure of the limited 
nature of the audit or the financial interest in our certificate? The public can 
then assess those factors for themselves in analyzing the accounts.” 

To me, that represents a completely erroneous viewpoint of the nature and 
purpose of the concept of independence. I am reminded of a poem I once learned 
which ran something like this: 


There was a little dachshund once, 
So long, he had no notion 

How long it took to notify 
His tail of his emotion. 


And thus it was that while his eyes 
Were filled with tears and sadness, 

His little tail kept aevagg ng on 
Because of previous gladness. 


If a qualified certificate were permitted we might very well have a certificate 
filled with tears and sadness while the financial statements express only the 
previous gladness. Moreover, it seems to me that such a certification would be 
no better than no certification at all, for there would be no independent audit 
such as the acts and rules of the Commission require. I remember one case in 
which the certificate had so many exceptions that all but $35,000 of total stated 
assets of $9,000,000 were excluded from the purview of the certifi-ate.” 

On all these matters which I have discussed the Commission has proceeded 
slowly, with an eye to the needs of the investing public and a full real’zition 
of the effects of its rulings upon the accounting profession. We are thankful 
for the full measure of support and cooperation you have given us. Without it, 
I believe our task would be well nigh impossible. We could easily have a system 
in which accounting was the handmaiden rather than the measure of manage- 
ment. That we do not have such a system is a great credit to a young profession. 
I will hazard the guess that even Vice President Barkley, who as a Senator was 
skeptical of the practicality of using an accountant’s conscience as his guide, 
has been convinced by the uniformly impressive achievements of the past 17 years. 


% Resources Corp. International, 7 8S. E. C. 689, 739 (1940). 
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APPENDIX 


OPINIONS OF THE COMMISSION 


Summarized below are the salient facts in all of the decisions of the Commis- 
sion which deal with the independence of public accountants: 

1, Cornucopia Gold Mines (1 8. EB. C. 864 (1936)).—In a proceeding brought 
pursuant to section 8 (d) of the Securities Act, the following facts about the 
relationship between the registrant and the accountants were adduced: 

(a) An employee of the accountants was comptroller of the registrant. He 
received no salary from the registrant but received his entire remuneration from 
the accountants. 

(b) The actual accounting and audit were performed chiefly by the comptroller 
of the registrant. 

(c) The contract between the accountants and the registrant provided that 
the accountants were to receive $5,000 per annum, plus 1 percent of the gross 
proceeds of metal sales, in return for which they were to install an accounting 
system, set it up in proper order, make audits, and furnish office space for use 
by the registrant. 

(ad) The comptroller of the registrant, who was employed by the accountants, 
owned 1,760 shares of registrant’s stock. 

The Commission held: 

“The inference from these facts is irresistible that a person in [the account- 
ant’s] position would be apt to approach accounting problems of the registrant 
as one of its officers and stockholders, and not as an ‘independent’ accountant. 
It would be unreasonable to suppose that he could cast aside these relationships 
and view the accounting problems with the objectivity of an ‘independent’ ac- 
countant criticizing and correcting accounting practices and methods of the cor- 
poration’s own staff * * *. Furthermore, we conclude that the contract 
between registrant and [the accountants] by its very nature clothed [the account- 
ants] with a disability which prevented them, during the duration of the contract, 
from being an ‘independent’ accountant as respects the registrant.” 

2. American Terminals and Transit Company (1 8. B. C. 701 (1936)).—This 
was a proceeding under section 8 (d) of the Securities Act to determine whether 
a stop order should issue suspending the effectiveness of a registration statement. 
It appeared that the accountants certified to a balance sheet which contained 
a fictitious cash asset and a fictitious reduction in an equivalent amount for 
accounts receivable. In addition, there were various other items in the financial 
statements which did not reflect sound accounting practices. The Commission 
held that— 

“Where the accountant has consciously falsified the facts, as here, an in- 
ference of actual absence of independence would seem to be justified. He who, 
as a result of connivance with, or loyalty or subservience to his client, purposely 
or recklessly misrepresents the facts, cannot be said to qualify as an ‘inde- 
pendent’ expert.” : 

3. National Boston Montana Mines Corporation (2 8. EB. C. 226 (1987)).—In 
a proceeding brought pursuant to section 8 (d) of the Securities Act of 1933 
the following facts about the relationship between the registrant and the ac- 
countants were adduced: 

(a) The only books or records available to the accountant in preparing a 
balance sheet of August 1, 1933, consisted of uncertified consolidated balance 
sheets of the registrant’s predecessor and subsidiaries, dated May 31, 1933, the 
registrant’s minute book, and a cash book of the predecessor from June 1 to 
August 1, 1933. The accountant had never audited the books of the registrant's 
predecessor and he had no access to the predecessor’s books to verify the items 
going into the consolidated balance sheet. 

(b) The accountant admitted that in determining certain items of the reg- 
istrant’s balance sheet, particularly the item of $20,000 for accounts payable, he 
relied entirely upon unverified information furnished by the chairman of the 
board. 

(c) In preparing a balance sheet for September 30, 1934, the accountant 
relied in great part upon unverified information furnished by the chairman of 
the board and by other officers and employees of the registrant. He rarely 
verified items of expenses, even when these expenses amounted to a sizable 
part of the total receipts. 

(d) The accountant himself set up certain books of account for the registrant 
but, with the possible exception of a cash-book, the books were not posted until 
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the time of the audit when an attempt was made to record what had already 
happened, in some cases from memory. The Commission held: 

“We find that these circumstances cast further grave doubt on [the account- 
ant’s] independence * * *, and in any case establish his reckless disregard 
of careful accounting procedure.” 

4. Rickard Ramore Gold Mines, Ltd. (2 8. EB. C. 877 (1937) ).—In a proceeding 
brought pursuant to section 8 (d) of the Securities Act it appeared that a 
partner in the accounting firm which certified the financial statements owned 
11,000 shares of the registrant. In an apparent effort to avoid conflict an 
amended financial statement was filed which was prepared by an employee of 
the accountant and certified jointly by the employee of the accounting firm and 
the accounting firm. The employee received from the registrant a cash payment 
for his services and had no other interest in the registrant. The Commission 
held: 

“The purpose and intent of [the rule requiring accountants to be independent] 
would be defeated and evaded if [the accountant] is to be disqualified by its pro- 
visions but his partner or employee is not. It must be concluded that the amended 
balance sheets are not certified by independent accountants.” 

5. Metropolitan Personal Loan Company (2 8. E. C. 803 (1937)).—In a pro- 
ceeding brought pursuant to section 8 (d) of the Securities Act the accuracy and 
sufficiency of the certificate of certain certified public accountants was challenged. 
It appeared that— 

(a) The annual reports of the accountants disclosed the fact that the account- 
ants had failed to visit and examine all offices of the registrant, that there was 
no verification made of the cash on hand, cash in banks, or loans payable. 

(b) The accountant testified that he generally did what his clients requested, 
completely subordinating his judgment as an accountant to the desires of his 
client. He further testified that he was not sure of an accountant’s function in 
this respect. 

(c) The accountant testified that he knew that a certain credit of $7,000 to 
income was improper, but he allowed such credit to be made because the officers 
of the registrant so ordered. 

(d) The accountant testified that he accepted the president’s statements as 
to the worth of accounts and securities with little or no investigation. 

(e) The accounant also testified that he exercised “no independent judgment” 
with respect to the adequacy of reserves. Although the audit reports for 1933, 
1934, and 1935 advised that the reserves of $4,916, $5,881, and $5,639, respectively, 
were inadequate, he testified that he thought a reserve of $1,835 in 1936 was 
adequate because the registrant's officers told him so. The Commission held: 

“The record shows, and we find, that [the accountants herein were not] ‘inde- 
pendent’ * * *, therefore the rule requiring certification by independent 
accountants was not complied with and the representation that they were inde- 
pendent was misleading.” 

6. Interstate Hosiery Mills (4 8S. EB. C. 706 (19389)).—In a proceeding brought 
pursuant to section 19 (a) (2) of the Securities Exchange Act it appeared that— 

(a) An employee of the accountant falsified the financial statements of the 
registrant by overstating cash, accounts receivable, inventory, and surplus. In 
addition, this employee also forged several checks drawn on the company’s bank 
account. 

(b) The employee of the accounting firm did much of the bookkeeping for the 
registrant. 

(c) The certificates to the final audit designated monthly reports to the client 
as “monthly detailed audits,” when in fact they were merely unverified analyses 
and summaries of information in the corporate books. The Commission held 
that— 

“The procedure upon which [the accountants’] certified reports were based 
could not accurately be described as an independent audit. * * * We en- 
tirely agree with the testimony * * * that an audit should be a check by an 
outsider of original work done by the client’s employees; ‘if an accountant is 
permitted to do original work the whole purpose of the audit is lost.’”’ 

7. A. Hollander & Son (8 S. EB. C. 586 (1941)).—In a proceeding instituted 
pursuant to section 19 (a) (2) of the Securities Exchange Act, the following 
evidence concerning the relationship between the registrant and the account- 
ants was adduced: 

(a) The accountants were guilty of various improprieties in failing to write 
off the original cost of the acquisition of a subsidiary which became valueless and 
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in concealing the joint venture in which the company lost approximately $150,000. 

(bv) Two principal members of the firm and their wives owned stock in the 
registrant varying in market value between $78,200 and $350,000 and from one- 
half of 1 percent to 9 percent of their combined net worth during a 4-year period 
when this stock was held. 

(c) A false account showing a balance due the registrant from the accountant 
was carried on the books to help conceal market operations in the registrant's 
stock. It als appeared that the accountant knew of a false account and requested 
and received indemnification against liability from the principal stockholder in 
the registrant. The accountant permitted the account to be continued for a year 
following his protests. 

(d) Private audit reports submitted to the management differed from the re- 
port made public. 

(e) The management of registrant and the accountant made substantial loans 
to one another. 

(f) Management and the accountants were fellow members of various civic, 
fraternal, and social organizations, were associated in numerous charity drives, 
and joined together in signing a bond to secure a mortgage on a clubhouse. 

(g) Various personal services were performed by the accounting firm for 
management in their individual capacities, preparing their personal-income-tax 
returns and auditing the books and preparing financial statements of real-estate 
and security holdings of management. 

The Commission held that the factors mentioned in (f) and (g) were not 
necessarily an indication of lack of independence. However, the other factors 
had considerable probative value upon this issue and the circumstances of the 
case. Neither the firm nor the individual partners involved were independent 
public accountants “within the meaning of our statute and regulations with 
respect to the financial statements filed by the registrant.” Disciplinary action 
was taken against the accountants in Securities Exchange Act release No. 
3073 (1941). 

8. Southeastern Industrial Loan Company (10 S. E. C. 617 (1941) ).—In a pro- 
ceeding instituted pursuant to section 8 (d) of the Securities Act, it developed tuat 
the registrant was a segment of a large holding-company system with which the 
accountant was actively associated. The record disclosed that— 

(a) The accountant was paid from a pool contributed by all the members of 
the system. 

(b) The accountant was auditor for one of the companies in the system and 
vice president and director of the entire system. 

(c) The accountant had his office located in the same building as two of the 
companies in the system and had his office rent paid by one of them. 

(ad) The accountant borrowed money from some of the operating companies 
in the system. 

(e) The accountant performed various acts for the system such as arranging 
for renewal notes, extending maturity and payments, arranging for refinancing, 
insurance, and printing of stationery, passbooks, and stock Certificates and 
distributing funds to various subsidiaries in payment for loans. The Commission 
held: 

“From this mass of facts, only one conclusion is possible: * * * the certified 
public accountant was not independent as to the registrant or as to any other 
person or company connected directly or indirectly with the Southeastern system. 
The registrant was but a segment of the system with which [the accountant] was 
actively associated. His close identity with the financial destinies and his per- 
sonal concern with the managerial policies of the system and its distressed 
customers were in conflict with the duties of an independent accountant.” 

9. Kenneth N. Logan (10 8. EF. C. (1942)).—This was a proceeding instituted 
under rule II (e) of the Commission Rules of Practice, to determine whether 
Kenneth N. Logan, a certified public accountant practicing before the Commis- 
sion, was lacking either in the requisite qualifications to represent others or in 
character or integrity, or had engaged in unethical or improper professional 
conduct. The record in this proceeding shows that-— 

(a) Logan owned 554 shares of stock in his client, purchased at a total cost 
of $10,754.14, which was approximately 8 percent of his net worth. The client 
had 122,718 shares outstanding. 

(bo) Logan permitted his name to be used for a deceptive account through 
which officers of the client traded in the client’s stock. 

(c) No disclosure was made in any of the financial statements of the trading 
carried on in that account. The Commission held: 
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“We think that the record demonstrates beyond question that Logan’s con- 
duct in the transactions described herein was grossly improper. We attach 
great importance to the requirement that financial statements fied with us be 
certified by independent accountants and that certifications by such accountants 
state the truth.” 

10. Associated Gas and Electric Company (11 8S. EB. C. 975 (1942)).—In a pro- 
ceeding instituted pursuant to section 19 (a) (2) of the Securities Exchange 
Act, the record disclosed that— 

(a) The accounting firm continually submerged its opinion to that of the 
registrant about various accounting practices. 

‘b) The accounting firm failed to make audits sufficiently comprehensive in 
scope to justify their expressing an opinion as to the financial statements in 

uestion. 
' The question of whether the accountants were independent within the meaning 
of the Commission rules was not raised in the order or in the hearings, and 
consequently no finding as to this issue was made. However, the Commission 
pointed out that “an accountant who consistently submerges his preferences or 
cony.ctions as to accounting principles to the wishes of his client is not in fact 
independent.” 

11. Red Bank Oil Company (Securities Act release No. 3110, Securities Ea- 
change Act release No. 8770 (1946).—In a consolidated proceeding brought pur- 
suant to section 8 (d) of the Securities Act and section 19 (a) (2) of the 
Securities Exchange Act, it appeared that— 

(a) The accounting firm engaged the treasurer and bookkeeper of the regis- 
trant to do the detailed auditing work, including the preparation of working 
papers and draft of financial statements. 

(b) The accounting firm engaged another accountant to certify the statements 
filed with the Commission who did little more than lend his name to the certifi- 
cation. 

(c) The accounting firm failed to investigate transactions between the regis- 
trant and its parent and affiliates so that there was no disclosure of substantial 
amounts of receivables and payables which were due from or to the parent and 
affiliates. The Commission held that— 

“The audits for the years under consideration were inadequate and not 
performed in a manner consistent with generally accepted auditing standards. 
The issues of independence and scope of audit tend to merge since it is highly 
doubtful whether an accountant lacking in independence can ever exercise the 
objectivity, vigilance, and inquisitiveness essential to his task and required by 
generally accepted auditing standards. * * * Since we have found that 
{the accountants] were not independent and that the scope of their audit was 
inadequate, we further find that the financial statements have not been certified 
by independent public accountants.” 

12. F. G. Masquelette & Co. ct ano. (accounting series release No. 68 (1949) ).— 
In a proceeding instituted under rule II (e) of the Commsssion’s Rules of 
Practice, it appeared that— 

(a) The resident partner in charge of one of the offices of the accounting firm 
conducted an audit and certified a statement valuing a leasehold at $100,000 
which had been acquired for $15,000, and had been assessed at $5,250. A note to 
the balance sheet stated that the values of the leasehold was purely arbitrary 
and had been acquired at a cost which “exceeded $2,000.” 

(b) The balance sheet certified by the firm improperly included various items 
which had not been verified. 

(c) The resident partner of the accounting firm actively participated in the 
promotion of the registrant. 

(d) Although the certificate affixed to the balance sheet stated that the 
accountants had reviewed the accounting system and procedures of the company, 
made an audit of the transactions, examined or tested accounting records, and 
made an examination in accordance with generally accepted auditing standards 
it appeared that, in fact, the company had no books of accounts and no accounting 
system, and had no accounting records other than a few vouchers and rough notes 
in the accountants’ own files. 

The Commission found that the certification had not been prepared by an 
independent accountant and disciplined both the firm and the resident partner 
who actually made the audit. The Commission overruled the defense asserted 
by the accounting firm that no disciplinary action was warranted against its 
branch cffices in cities other than the one involved in the proceeding because 
each branch office was a separate partnership. Some of the partners in the firm 
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were members of every partnership, and no matter what the composition of the 
firm it used the same firm name in every city. 


ACCOUNTING SERIES RELEASES 


In addition, six of the accounting series releases have dealt, directly or in- 
directly, with problems which involve the independence of public accountants, 
They are as follows: 

1. Accounting series release No. 2 (1937).—This is an opinion of the Commis- 
sion dealing with a case in which a partner in an accounting firm owned stock 
in a corporation which contemplated registration. The Commission refused to 
hold that the firm could be considered independent for the purpose of certifying 
the financial statements of the corporation. 

2. Accounting series release No. 22 (1941).—This release summarizes several 
of the opinions of the Commission dealing with the independence of public ac- 
countants, discusses the reasons for the requirement that certifying accountants 
be independent, and rules that indemnification agreements between an accountant 
and a corporation will prevent the accountant from being recognized as 
independent. 

8. Accounting series release No. 47 (1944).—This release summarizes a number 
of those opinions and rulings issued by the Commission and its staff dealing with 
the independence of public accountants which were issued subsequent to the 
promulgation of release No. 22. 

4. Accounting series release No. 48 (1944).—This release contains the opinion 
of the Commission in a disciplinary action against an accountant who made no 
audit of the registrant’s affairs but accepted without question the financial state- 
ments prepared by the registrant’s employee. It was held that the accountant 
was disqualified. 

5. Accounting series release No. 59 (1947).—This release contains the opinion 
of the Commission in a disciplinary action against a firm of accountants who 
stated in their certificate that they had audited the books of the registrant in 
accordance with generally accepted auditing standards, when it appeared that, in 
fact, certain important steps in the auditing procedure had been omitted. Al- 
though there is no discussion in the opinion of the question of independence, the 
requirements of the standard audit are considered in relation to the accountant’s 
obligations to the public. 

6. Accounting series release No. 67 (1949).—This release contains the opinion 
of the Commission in a disciplinary action against a firm of accountants which 
certified financial statements without making a physical check of inventories 
or adequately supervising the audit. The independence of the firm was not chal- 
lenged but there is a full discussion of the responsibilities of the firm to investors. 

7. Accounting series release No. 68 (1949).—This release contains the opinion 
of the Commission in a disciplinary action against a firm of accountants and a 
partner thereof who inflated assets in a balance sheet to which they certified and 
actively participated in the promotion of the venture in which the registrant was 
engaged. It was held that in such circumstances the accountants could not be 
considered independent. 


RULINGS OF THE COMMISSION AND ITS STAFF 


Summarized below are a number of the informal rulings issued by the Com- 
mission or its staff since January 25, 1945, which deal with the independence of 
certifying accountants. The rulings issued prior to January 25, 1945, have been 
summarized in accounting series releases 22 and 47. 

1. A partner in an accounting firm owned approximately 2 percent of the 
preferred stock of a registrant at the time his firm made the audit of the accounts 
of the registrant. Held, the accounting firm of which this accountant was a 
partner could not be considered independent for the purpose of certifying the 
financial statements of the registrant to be filed with the Commission. The 
sale of such shares subsequent to the completion of the audit did not alter the 
fact that the firm of accountants was not independent at the time of the audit. 

2. In 1937 an accounting firm was held to be lacking in independence with 
respect to a registrant because a partner in the accounting firm was a director 
of the registrant. The partner resigned as director and his firm withdrew from 
the 1937 audit but resumed certification of the registrant’s statements for 1938 
and subsequent years. In 1944, it was disclosed that the partner in the account- 
ing firm owned 2,153 shares of the registrant, of which 963 shares were owned 
in 1937 and 1,190 shares were acquired in the intervening years. The 2,153 
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shares represented ownership of 1.025 percent of the outstanding shares of 
the registrant. They were carried on the accountant’s books at $15,558 and 
had a market value of $27,989. Held, the accounting firm of which this accountant 
was a partner could not be considered independent for the purpose of certifying 
the financial statements filed with the Commission. 

3. The wives of partners in an accounting firm purchased about one-half of 
1 percent of the outstanding capital stock of the registrant at regular market 

rices, and the funds so invested represented less than 5 percent of the combined 
wealth of the partners and wives involved. These shares were held at the 
time of registration with the Commission. Held, the accounting firm of which 
these partners were members could not be considered independent for the pur- 
pose of certifying financial statements of the registrant filed with the Commis- 
sion, Held, further, the purchase and sale of a materiaf amount of the regis- 
trant’s stock by the wives of the partners of the certifying accounting firm 
during a period immediately prior to registration would adversely affect, if 
not destroy, the accounting firm’s independence. Speculation of this kind in 
a registrant’s stock is incompatible with the maintenance of an objective and 
impartial viewpoint which is essential to an independent status. 

4. In the year of a proposed financing by a registrant, an accountant acquired 
about 1 percent of the outstanding shares of capital stock of the registrant for 
an amount which represented less than 5 percent of his net worth. After the 
proposed financing, the shares held by the accountant would have a market 
value of 10 percent of his net worth. The accountant had audited the accounts 
of the registrant for several years prior to the acquisition of the stock. Held, 
the accountant could not be considered independent for the purpose of certify- 
ing financial statements of the registrant for the year in which the stock was 
acquired or for the 2 years immediately preceding the year in which the stock 
was acquired. Held, further, the sale of the stock after the close of the latest 
fiscal year for which statements are required to be filed would not remedy the 
situation. 

5. The wife of an accountant had a 47% percent interest in one of the three 
principal underwriters of a proposed issue by the registrant. Held, the account- 
ant could not be considered independent for the purpose of certifying financial 
statements of the registrant. 

6. An accountant who certified the financial statements of a registrant was 
appointed treasurer of the registrant. Held, the accountant could not be con- 
sidered independent for the purpose of certifying the financial statements of 
the registrant filed with the Commission. Held, further, the accountant could 
not be considered independent for the purpose of certifying the financial state- 
ments of another company registered with the Commission, the outstanding 
shares of which were held in trust by officers of the registrant for the share- 
holders of the registrant. 

7. A partner in an accounting firm had previously been an accountant on the 
staff of another accounting firm which certified the financial statements of a 
registrant. While with that firm, the accountant was in charge of the audit 
of the registrant for 1940 and 1941. On November 1, 1942, the accountant 
became treasurer of the registrant. He held this position until November 15, 
1943. On or about that date, the accountant left the employ of the registrant 
and organized his own firm which audited the registrant’s accounts for 1944, 
Inquiry was made as to whether in statements to be filed with the Commission 
the accounting firm of which the former treasurer of the registrant was a 
partner could certify to the financial statements of the registrant for 1945 and 
1944 and refer to the audit made in 1943 by the independent firm, which it was 
willing to accept. Held, the accounting firm could not be considered independent 
with respect to the registrant for the purpose of certifying financial statements 
to be filed with the Commission. A 

8. In addition to auditing the accounts of a hotel, an accounting firm provided 
the hotel with the services of a resident auditor, and a food controller who has 
no control over policies, personnel, or records and is responsible only for 
gathering statistical data, both of which remained in the employ of the account- 
ing firm. Held, the accounting firm could not be considered independent with 
respect to the hotel for the purposes of certifying financial statements to be 
filed with the Commission. 

9. A member of the firm of certifying accountants was a director of the 
registrant, owned stock in the registrant, and was one of the trustees under a 
testamentary trust which controlled a substantial portion of the stock of the 
registrant. Inquiry was made as to whether the accounting firm could certify 
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the financial statements of the proposed registrant if the member resigned as 
director of the corporation, or failing this, whether one of the duly qualified 
members of the firm could certify if the designation of the accounting firm as 
accountants for the corporation was canceled. Held, the accounting firm of 
which the director was a member and each of the members thereof could not 
be considered independent for the purpose of certifying the financial statements 
of the registrant even though the member of the firm resigned his directorship 
and the accounting firm was not designated accountants for the corporation. 

10. From September 1943 until January 31, 1946, a partner in an accounting 
firm was at all times available for conferences with the registrant on accounting 
matters. The accountant also exercised some supervisory powers with respect 
to the coporation’s accounting procedures. Held, the accounting firm of which 
the accountant was a partner could not be considered independent for the pur- 
pose of certifying the financial statements of the proposed registrant for the 
fiscal years ended March 31, 1944, 1945, or 1946, inasmuch as the corporation's 
accounting procedures were subject to the supervision of the partner acting in 
the capacity of quasi-controller during part of the 1944 and 1946 years and all 
of the 1945 year. 

11. An accountant was a partner of a registered broker-dealer with a 1 per- 
cent interest in the company. Held, the accountant could not be considered in- 
— for the purpose of certifying the financial statements of the broker- 

ealer. 

12. An accountant was an inactive partner in one firm of accountants, A, and 
an active partner in another firm of accountants, B. The accountant’s share of 
the earnings from firm A consisted of an annual payment representing a per- 
centage on his investment. The active partner in firm A was formerly the resi- 
dent manager of an office maintained by an accounting firm which was the 
predecessor of firm B. All the partners of B were partners in the predecessor 
firm. The active partner in A was a director and owned a small stock interest 
in the registrant. Inquiry was made as to whether firm B could certify the finan- 
cial statements to be filed with the Commission by the registrant. Held, ac- 
counting firm B could not be considered independent with respect to the regis- 
trant for the purpose of certifying statements to be filed with the Commission. 
Held, further, the resignation of the active partner of firm A as director of the 
registrant and the sale of his shares in the registrant would not alter the status 
of firm B with respect to the registrant for the period in which he served as 
director or for any subsequent period if the active partner in A had participated 
in the formation of significant accounting policies persiting beyond the year in 
which he resigned of such a character as to place firm B in the position of audit- 
ing his decisions. 

13. An accountant who certified to the financial statements of a registrant 
was the father of the secretary-treasurer of the registrant. The secretary-treas- 
urer was employed by the registrant on a half-time basis. Prior to holding such 
position, the secretary-treasure was employed by the registrant as its full-time 
principal accounting officer. Held, the accountant could not be considered in- 
dependent for the purpose of certifying the financial statements of the registrant 
to be filed with the Commission. 

14. An accountant certified the financial statements of a brokerage firm in 
which his brother was a partner. Held, the relationships between the certifying 
accountant and his brother were such that the accountant could not be considered 
independent for the purpose of certifying the financial statements of the broker- 
age firm to be filed with the Commission. 

15. A partner in an accounting firm loaned $600,000 to a former officer of a 
company which held a significant interest in the registrant. This loan was se- 
cured by substantial blocks of stock of the registrant and of an affiliate of the 
registrant together with options to purchase the shares pledged. The accounting 
firm of which this partner was a member withdrew from the audit of the regis- 
trant. Subsequently, question arose as to whether the accounting firm could 
certify to financial statements to be filed with this Commission by a subsidiary 
of the registrant. Held, the accounting firm which was not independent with 
respect to a parent corporation could not be considered independent with respect 
to its subsidiary. 

16. An accounting firm certified the financial statements of a registered invest- 
ment company. The stocks and bonds of the registrant were kept in a safe- 
deposit box in a bank and the members of the accounting firm had exclusive cus- 
tody of the key to the safe-deposit box. Held, the accounting firm acting as a 
custodian of the registrant's portfolio securities could not be considered inde- 
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pendent for the purpose of certifying the financial statements of the registrant. 

17. An accounting firm certified the financial statements of a bank. A partner 
in the accounting firm acted as representative of the director’s examining com- 
mittee of the bank. In this capacity, he reviewed the loans made by the bank and 
made reports to the committee with respect to loans requiring special attention. 
A registrant, which was indebted to the bank for a substantial amount and whose 
loan had been reviewed by the accountant, intended to issue preferred stock 
amounting to about 75 percent of the loan. The preferred stock was to be junior 
to the bank loan, and the proceeds from the sale of the stock were to be used for 
working-capital purposes. The accounting firm of which this partner was a 
member had been asked to certify the financial statements to be included in the 
registration statement. Held, the accounting firm of which this partner was a 
member could not be considered independent for the purpose of certifying the 
financial statements of the proposed registrant. 

18. A partner in an accounting firm which audited registrant's accounts was 
appointed agent in control of certain buildings by the children of the controlling 
stockholder of the registrant. In such capacity, the accountant negotiated a lease 
with the registrant which occupied office space in one of the buildings. The 
partner in the accounting firm also acted as trustee of a trust of which the wife 
and children of the controlling stockholder of the registrant were the benefi- 
ciaries. Held, the accounting firm of which this accountant was a partner could 
not be considered independent with respect to the registrant for the purpose 
of certifying its financial statements to be filed with the Commission. 

19. A partner in an accounting firm which certified the financial statements of 
a registered broker-dealer maintained a cash account with the broker. The ac- 
countant effected transactions through the broker and left the securities in his 
possession. Held, the maintenance of an open account with a broker, represented 
by cash or securities, or both, by a partner of a certifying accounting firm, casts 
doubt upon the independence of the accountant and the firm of which he is a 
partner with respect to the broker. 

20. Two of the partners in an accounting firm certifying the financial state- 
ments of a registrant were also partners of a law firm engaged by the registrant 
to pass upon the legality of the securities which were being registered. Held, 
the existing relationship was such as to jeopardize the status of the accounting 
firm in which these individuals were partners with respect to the registrant. 

21. A partner in an accounting firm owned an undivided one-third interest 
in a block of a corporation's stock amounting to approximately 70 percent of the 
stock outstanding. The accountant was also an officer-director of the corpo- 
ration. The accountant’s firm did not audit the accounts of the corporation. 
The block of stock was sold to a registrant, a-client of the accountant’s firm. 
The accountant resigned as officer-director of the corporation and the corporation 
was merged with the registrant. Held, the accountant could not be considered 
independent for the purpose of certifying the financial statements of the registrant 
to be filed with the Commission. 

22. The bookkeeper-cashier of a registrant entered the Armed Forces and a 
junior accountant on the staff of the accounting firm which audited the accounts 
of the registrant was loaned to the registrant 1 day a month to perform certain 
bookkeeping tasks. The following represented the maximum work done in any 
one month by the junior accountant. He footed the books of original entry, 
posted to the general ledger, took off trial balances, reconciled bank statements, 
occasionally made entries in the blotters from company records of purchases and 
sales, made journal entries for regular monthly accruals, prepared journal entries 
correcting errors and omissions made by company employees, and prepared and 
entered closing journal entries at the end of the year at the direction of the 
registrant. He also prepared balance sheets and profit-and-loss statements from 
book figures. Held, the accounting firm of which this junior accountant was a 
member could not be considered independent with respect to the registrant for 
the purpose of certifying its financial statements. 

23. An accountant certified the financial statements of a registrant which were 
filed with the Commission. Prior to certification, the accountant posted to the 
general ledger entries covering a month’s transactions and made all the closing 
entries. Held, the accountant could not be considered independent for the 
purpose of certifying financial statements filed by the registrant. 

24. Members of a firm of certifying accountants set up a registrant’s books 
and maintained them for about 6 months until the registrant engaged a book- 
keeper. Held, the accounting firm could not be considered independent with 
respect to registrant for the purpose of certifying its financial statements for the 
year in which the accountants kept the books. 
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25. An accountant certified financial statements of securities dealers filed on 
Form X-17A-5 with the Commission. The accountant was considering an offer 
to serve as salesman for one of the securities dealers and inquired as to whether 
this would affect his independence with respect to dealers other than his pros- 
pective employer as to whom he acknowledged his lack of independence. Held, 
accepting employment as a security salesman would place the accountant in the 
position of engaging in a line of endeavor incompatible with that of an inde- 
pendent public accountant and would affect his status with respect to certifying 
financial statements filed with this Commission. In this connection, rule 4 of 
the Rules of Professional Conduct of the American Institute of Accountants was 
cited to the accountant. 

26. An accountant who was elected director of a company in which his client 
held a 30-percent common-stock interest submitted his resignation immediately 
after he was notified of his election. Inquiry was made as to whether the ac- 
countant could withdraw his resignation and, if not, whether his election dis- 
qualified him for any period of time. Held, if the client and the company to 
which the accountant was elected a director were affiliated within the meaning 
of that term as defined in the General Rules and Regulations under the Securities 
Act of 1933, then serving as a director of either company would disqualify the 
accountant from certifying financial statements to be filed with the Commission. 
With respect to the interval of time during which the accountant served as a 
director, no question was raised, since it was indicated that the accountant 
resigned as soon as he was notified of his election and did not participate in a 
directors’ meeting or act in that capacity. 

27. After the close of the fiscal year October 31, 1946, A corporation distributed 
250,000 of the 300,000 shares of its wholly owned subsidiary to its shareholders 
and retained 50,000 shares to use in lieu of cash to discharge some of its obliga- 
tions. On November 29, 1946, 5,642 shares were given the accounting firm which 
audited A corporation’s statements as part payment for fees due it. On December 
8, 1947, these shares were sold through a brokerage house for cash. Inquiry was 
made as to whether the accountant could certifl financial statements of A cor- 
poration for the fiscal year ending October 31, 1947. Held, that since the account- 
ants no longer had any financial or personal interest in either A corporation or 
its former subsidiaries, no question would be raised with respect to the certifica- 
tion. However, in the event of some adverse development in connection with the 
financial statement filed, the fact that at one time the accountants possessed a 
financial interest in the corporation would be given further consideration. 

28. An accounting firm is paid a retainer for consultation services and to make 
studies and investigations for a hotel company. Held, the accounting firm may 
be considered independent for the purpose of certifying the financial statements. 

29. From 1940 to September 1946 a partner in an accounting firm was a director 
of a business corporation, and during part of that time served as a member of 
its executive committee. Inquiry was made as to whether the accounting firm 
was qualified to certify the financial statements of the firm for the year 1947. 
Held, that since the audit did not cover any of the time during which the ac- 
countant served as a director, no question would be raised with respect to the 
certification. However, since the independence of the accountant was a matter 
of fact, this opinion might be altered if it should develop that the 1947 audit was 
improperly influenced by the accountant’s background of directorship of if any 
significant accounting policies formulated prior to 1946 persisted beyond that 
year. 

30. A company which was liquidating and held only two blocks of securities 
had leased for a period not to exceed 18 months one room in a suite of offices held 
by an accounting firm. The company paid the same rental per square foot as the 
accounting firm for the remainder of the office space. Inquiry was made con- 
cerning the propriety of this arrangement, since the accounting firm certified to 
the financial statements of the company. Held, arrangements of this type cast 
doubt upon the independence of the accountant, but in view of the special circum- 
stances of this case the accounting firm would be permitted to certify the com- 
pany’s financial statements. 

31. An inspection of a broker-dealer revealed that a member of the accounting 
firm which certified the financial statements of the broker-dealer also did the 
bookkeeping work and prepared the financial statements. Held, the accounting 
firm cannot express an unbiased and objective opinion of work performed by its 
own staff. 

32. An accountant certified financial statements used in a registration state- 
ment for the period ending December 31, 1947, under certificate date March 17, 
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1948. Because of the resignation of the general manager of the company on May 
7, 1948, and the general knowledge possessed by the accountant of the company’s 
activities, he was engaged by the directors to reorganize the office and reallocate 
the duties of the executive personnel. Inquiry was made as to whether the ac- 
countant was qualified to certify the financial statements used in the registration 
statement for the purpose of a post-effective amendment dated June 30, 1948. 
Held, that the accountants could be considered independent with respect to the 
financial statements for the period ending December 31, 1947. 

33. A partner in an accounting firm responsible for the audit of the financial 
statements of an oil company and the son of the president of the company jo'‘ntly 
acquired a 25 percent stock interest in an oil equipment company. In connection 
therewith they obtained a bank loan of $200,000, signing a joint note and pledging 
the stock of the oil equipment business as collateral. The president of the oil 
company indorsed the $200,000 note and pledged as additional collateral 2,500 
shares of the oil company’s stock. Inquiry was made as to whether the partner 
in the accounting firm, who has now resigned from the firm, is qualified to prac- 
tice before the Commission. Held, that these actions on the part of the account- 
ant prevent his recognition by the Commission as an independent accountant with 
respect to any financial statements which the oil company has fi'ed or may file 
covering the period of time when he was a member of the accounting firm which 
certified those statements. 

34. A hotel requested an accounting firm to assign to the hotel one of their 
senior accountants, experienced in hotel auditing, to make a continuous audit of 
transactions from day to day. The individual assigned to this work was not 
to administer the accounting office nor to sign checks of the company, and he 
would not be required to make any entries in the books of account. The hotel had 
on its staff another person with the title of chief accountant whose duty it would 
be to administer the accounting office and to maintain the books of account. 
Inquiry was made as to whether the accounting firm would be qualified to cert fy 
the financial statements filed by the hotel company with the Comm'ssion. Held, 
that under all the circumstances the accounting firm could be considered in- 
dependent. 

Mr. Heiter. Would the accounting office of the Commission have 
occasion to check books and records of registered brokers or dealers 
and a members who are required to comply with the bookkeep- 
ing rules of the Commission under section 17 (a) of the Exchange 
Act? 

Mr. Kina. Registered brokers and dealers are subject to almost con- 
tinuous checking, so far as we have the staff, and investigation by a 
corps of investigators. 

Mr. Heiter. Do you check their record and reports? 

Mr. Kine. The reports are checked very thoroughly. 

I want to add this, though : These investigations, because of the lack 
of staff, and the large number of registered brokers primarily are 
checked for compliance with regulations other than accounting. They 
check one or two things that have to do with accounting, but they are 
not able to do the job on accounting that they should be able to do. 
We do get annual financial statements from each one of the brokers, 
which in most instances are required to be certified, whether they are 
or are not certified they are very carefully checked by the Division of 
Trading and Exchanges. 

Mr. Hetxier. Are they up to date? 

Mr. Kine. That, I cannot really answer. I can find out. 

Mr. Heiter. When you do, will you put that in the record ? 


Answer supplied: The Division of Trading and Exchanges is up to date in its 
examination of the reports. 


Mr. Kina. Yes, sir. 
I might add from a supervisory angle, accountingwise, that these 
broker-dealers’ statements are one of our real problems. 
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Mr. Heiter. Why is it a problem? 

Mr. Kina. Well, so many of them are so very small. These brokers 
have a small amount of investment in the company and as a result 
they do not go out and hire accountants who are Familiar with broker- 
age accounting and the result is that we have a lot of trouble getting 
them lined up. There of course would be a tremendous advantage if 
we could examine all of them for unfortunately they are scattered al] 
over the United States—some 3,000 of them—and a good many of 
them we do not get to see. 

Mr. Hetter. Are the reports on ownership by insiders, and reports 
under the Public Utility Holding Company Act, and certain forms 
under the Investment Company Act checked by your department? 

Mr. Kina. Not by us; no. 

Mr. Hetter. Who is charged with checking then ? 

Mr. Kina. Well, that, I tebe it, would come under the Public Utility 
Division, Mr. Yohalem’s division and the investment companies would 
come under the Division of Corporation Finance, Mr. Bane’s divi- 
sion. 

Mr. Heuer. Has your office had occasion to find, in checking a 
financial report filed by a registrant after the effective date of the 
registration statement, that there was so substantial a change in con- 
ditions as to require the filing of a post-effective amendment ? 

Mr. Kine. Generally speaking for my office, no; but I am sure that 
Mr. Barr’s Division has had some of them. 

Mr. Barr. Yes. 

Mr. Hetier. Could you supply a list of these cases and describe 
what types of changes generally required a post-effective amendment ? 

Mr. Barr. I think that is being given in the list that you requested 
of Mr. Bane. I think that could be combined with his answer. 

Mr. Hetter. All right. 

Mr. Barr. If it cannot be, a separate list will be prepared. 

Mr. Heiter. Will you do that, just to keep the record in shape? 

Mr. Barr. Yes. 

(The information requested follows :) 


List OF POSTEFFECTIVE AMENDMENTS 


The Drug Products Co., Inc.—File No. 2-6172 

A registration statement covering the sale of 175,000 shares of common stock 
became effective on March 20, 1946. The tabulation in the prospectus setting 
forth the proposed use of the proceeds of $630,000 indicated the funds were to 
be used for a national sales development program, new product research and 
development, payment of loans and to increase working capital. 

A posteffective amendment, which became effective November 6, 1946, origi- 
nated from an inquiry by the registrant June 6, 1946, as to the method of 
disclosing the proposed use of about $175,000 of the proceetis from the March 
financing toward the acquisition of a subsidiary, the possibilities of which had 
become known to the registrant only 3 weeks prior to the inquiry. The amend- 
ment described the acquisition and included a revised application of proceeds 
statement and financial statements of the acquired company. 


Globe Aircraft Corp.—File No. 2-6204 

The original registration became effective March 18, 1946. 

The posteffective amendment, which became effective July 11, 1946, was filed 
July 1, 1946, after discussion of the necessity thereof with the staff regarding 
the change in the proposed use of proceeds. The sales. and earnings by months 
for the first 5 months of 1946 were given at the suggestion of the staff, These 
figures showed that in each month the company operated at a loss, some of 
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which were substantial. The original registration statement before becoming 
effective had been amended at staff suggestion to disclose substantial losses in 
the last 4 months of 1945 and the month of January 1946. 

In view of the filing of a petition in bankruptcy in December 1946 and in 
connection therewith an indication of misrepresentations in the prospectus the 
Commission made an examination into the facts. Subsequently stop-order pro- 
ceedings were conducted and the findings and opinion relation to the issuance 
of a stop order were published in Securities Act Release No. 3255, dated Sep- 
tember 25, 1947. 

Consumers Cooperative Association, Inc.—File No. 2-7250 

The original registration statement became effective October 5, 1948. Post- 
effective amendments were filed February 15, 1949, and February 21, 1949. 

The post-effective amendments were filed pursuant to an agreement with the 
registrant to file as a post-effective amendment audited financial statements as 
of August 31, 1948. The financial statements contained in the registration 
statement as it became effective contained audited statements at August 31, 
1947, and unaudited statements at July 31, 1948. ‘The scope of the audit cover- 
ing the 1947 statements was not sufficiently comprehensive with respect to 
inventories and accounts receivable to meet the certification requirements of 
rule 2-02 of regulation S—X. However, at the time the registration statement 
became effective the accountants had completed their audit for 1948 to the 
extent that they were able to certify to the inventories and receivables at July 
31, 1948, the date of the unaudited statements. In view of this fact, and with 
the understanding that the audited statements for 1948 would be filed as an 
amendment, the registration statement was made effective. Except for the 
inclusion of statements to August 31, 1948, no material change was made in the 
amendment. 


Laurel Harness Racing Association, Inc.—File No. 2—7271 


This company was organized August 15, 1947 for the promotion of a harness 
racing track at Laurel, Md. It had not done any business up to the time of 
filing the registration statement on October 22, 1947, and consequently the finan- 
cial statements contained therein reflected only the incorporation of the com- 
pany and preliminary financing. The registration statement became effective 
November 20, 1947. The first racing meet was held in June and July 1948. 

There remained unsold from the securities originally registered 4,200 shares 
of common stock, 1 cent par value. Although the common stock had originally 
been offered at the nominal price of 1 cent (and then only in units of a $1,000 
debenture and 100 shares of common stock for $1,001) the results of the first 
racing meet prompted the company to offer these unsold shares at $25 per 
share. Post-effective amendments were filed for this purpose on September 
14, October 21, and October 26, 1948. These amendments not only reflected 
the increased offering price but also furnished financial statements as of and 
for the year ended August 31, 1948, even though the original financial state- 
ments were still within the 13-month statutory period. These financial state- 
ments noted that earnings reported therein were not indicative of a full year’s 
earnings on an annual basis since certain expenses had been incurred for less 
than a full year. 

Standard Coil Products Co., Inc.—File No. 2-8573 

The original registration became effective September 15, 1950. Post-effective 
amendments were filed March 19 and 29, 1951. 

Registrant's January 4, 1951, letter advised us that through a newly formed 
subsidiary it was acquiring assets of a certain division of Square D Co. for a 
consideration of $2,300,000. Registrant inquired whether it would be necessary 
to amend the prospectus to disclose the acquisition. Since the assets to be 
acquired represented approximately 25 percent of registrant’s assets, the trans- 
action was deemed so material as to require filing of additional financial infor- 
mation. Accordingly, our response to registrant's inquiry called for an amend- 
ment to the registration statement to include a capitalization table of the acquired 
subsidiary and its balance sheet after the acquisition of the assets, and profit and 
loss statements of the business as operated as a division by the Square D Co. 


Mr. Hetter. From your own experience, to what extent do the 


underwriters participate with issuers in preparing financial state- 
ments for inclusion in the registration statement ? 
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Mr. Krna. Again, that is purely a matter of opinion. 

Mr. Hetter. Will you give us your opinion ? 

Mr. Kine. I think this, that the actual mechanical preparation of 
the statement is certainly not done by the underwriters, but I am 
just as sure that the underwriters want to make particularly certain 
that the financial statements are made up correctly, and their idea 
of correctness is in accordance with our requirements. 

Mr. Hetter. Do you think that the statutes now administered by 
the Commission give the Commission sufficient authority, acting 
through your office, to require the fullest kind of disclosure of financial 
condition and insider’s transactions ? 

Mr. Kino. You are speaking only on insider’s transactions ? 

Mr. Hetier. Yes. That is right, only the insider’s transactions. 

Mr. Kine. Well, I have never had any difficulty, insofar as the 
statutes are concerned, with finding authority for the requiring of 
almost anything accountingwise we want. So, if we do not do it, 
it is not because the statute does not permit us to require it, I do 
not think. 

Mr. Hettrr. In other words, you think that no additional authority 
is necessary ? 

Mr. Kina. I do not think so, with respect to accounting. 

Mr. Hetter. I think that is about all. I want to thank you on 
behalf of the committee and want to thank you for being here this 
afternoon and giving us the benefit of your fund of knowledge on 
this very technical subject, 

There is just one more question before we conclude. In your state- 
ment you mention that you have presented papers at 20 meetings in 
12 States on this subject, and I am wondering whether you would not 
include in the record the titles of the papers, where you delivered 


them, and the dates. 
Mr. Kina. Surely. 
(The data referred to follows :) 


ACCOUNTING PAPERS PRESENTED BY EARLE C. Kino, Curier ACCOUNTANT OF THE 
SECURITIES AND EXCHANGE COMMISSION 


June 24, 1947, at Atlantic City, N. J., before the annual meeting of Pennsylvania 
Institute of Certified Public Accountants. Subject, Meeting the Accounting 
Requirements of the SEC. Reprinted in Journal of Accountancy, November 
1947. 

September 5, 1947, at Richmond, Va., before the annual meeting of Virginia 
Society of Pubtic Accountants. Subject, Footnotes to Financial Statements. 

November 15, 1947, at Ann Arbor, Mich., before the Twenty-second Michigan 
Annual Accounting Conference. Subject, Some Current Accounting Problems. 
Reprinted in Technical Papers of the Conference. 

December 16, 1947, at Newark, N. J., before the New Jersey Society of Certified 
Public Accountants. Subject, Some Comments Concerning the Presentation 
end Interpretation of Corporate Financial Statements. Reprinted in Canadian 
Chartered Accountants, March 1948. 

May 4, 1948, at College Station, Tex., before the First Accounting Conference, 
Agricultural and Mechanical College of Texas. Subject, New Trends in Pub- 
lished Reports. Reprinted in Proceedings of the Accounting Conference, and 

anadian Chartered Accountant, Angust 1948. 

May 10, 1948, at New York, N. Y., before the annual meeting of the New York 
State Society of Certified Public Accountants. Subject. The Income State- 
ment—Problem Child of Accountancy. Reprinted in New York Cert'fied Public 
Accountant, June 1948, and Commercial and Financial Chronicle, June 3, 1948. 
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May 21, 1948, at Columbus, Ohio, before the Ohio State University Tenth Annual 
Institute on Accounting. Subject, Presentation of Pertinent Data in Financial 
Statements. Reprinted in Proceedings of Tenth Institute on Accounting and 
the Accounting Review, October 1948. 

October 5, 1948, at Newark, N. J., before the New Jersey Society of Certified 
Public Accountants. Subject, Generally Accepted Accounting Principles. 

October 15, 1948, at Madison, Wis., before the Wisconsin Society of Certified 
Public Accountants. Subject, Generally Accepted Accounting Principles. 

November 19, 1948, at Athens, Ga., before the second annual institute of the 
Georgia Society of Public Accountants and the University of Georgia College 
of Business Administration. Subject, What the SEC Desires in Financial 
Statements. Reprinted in Georgia Business April 1949 supplement. 

February 28, 1949, at Wilmington, Del., before the Delaware State Society of 
Certified Public Accountants. Subject, Accounting Keeps Pace with the 
Times. 

May 10, 1949, at New York, N. Y., before the Alumni Association of the Graduate 
School of Business Administration, New York University. Subject, Reporting 
Financial Data To Present and Prospective Investors. Reprinted in Journal 
of Accountancy, July 1949, Canadian Chartered Accountant, November 1949, 
and Commercial and Financial Chronicle, May 26, 1949. 

September 8, 1949, at Ann Arbor, Mich., before the annual meeting of the Ameri- 
can Accounting Association. Subject, Current Accounting Problems. Reprinted 
in Accounting Review, January 1950. 

December 13, 1949, at Baltimore, Md., before the Maryland Association of Certi- 
fied Public Accountants. Subject, Proposed Revision of Regulation S-X. 

March 15, 1950, at Pittsburgh, Pa., before National Association of Cost Ac- 
countants, Pittsburgh Chapter. Subject, Proposed Revision of Regulation 
S-X. 

May 22, 1950, at Louisville, Ky., before the midwestern spring conference of the 
Controllers Institute of America. Subject, The Corporate Controller’s Rela- 
tion to the Securities and Exchange Commission. Reprinted in Commercial 
and Financial Chronicle, June 1, 1950, and The Controller, December 1950. 

November 16, 1950, at Los Angeles, Calif., before the California State Society of 
Cerified Public Accountants, Los Angeles Chapter. Subject, Regulation S-X. 

November 17, 1950, at San Francisco, Calif., before the California State Society 
of Certified Public Accountants, San Francisco Chapter. Subject, Regulation 
S-X. 

January 4, 1951, at New York, N. Y., before the graduate study conference at 
New York University Graduate School of Business Administration. Subject, 
The Relationship of the SEC to the Public with Respett to Accounting 
Matters. 

August 24, 1951, at Palo Alto, Calif., before the graduate study conference, 
Stanford University. Subject, What Are Accounting Principles? Reprinted 
in The California Certified Public Accountant, November 1951. 


(Thereupon, at 6 p. m., the subcommittee adjourned to meet at 2 
p.m. of the following day, Wednesday, February 20, 1952.) 
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WEDNESDAY, FEBRUARY 20, 1952 


House or RepreseNTATIVES, 
SUBCOMMITTEE OF THE COMMITTEE ON 
INTERSTATE AND ForEIGN COMMERCE, 
Washington, D.C. 
The subcommittee met at 2 p. m., pursuant to recess, in room 1334, 
New House Office Building, Hon. Louis B. Heller (chairman of the 
subcommittee) presiding. 
Mr. Hetier. The committee will please be in order. 


TESTIMONY OF ANTHON H. LUND, DIRECTOR, DIVISION OF TRAD- 
ING AND EXCHANGES, SECURITIES AND EXCHANGE COMMIS- 
SION 


Mr. Hetier. Would you please rise and raise your right hand? 

You do solemnly swear that the testimony which you will give 
this committee will be the truth, the whole truth, and nothing but 
the truth, so help you God? 

Mr. Lunp. I do. 

Mr. Hetter. Give your full name and address, please. 

Mr. Lunp. My name is Anthon H. Lund, Shadyside, Md. 

Mr. Hetier. Would you tell us about your educational and business 
background ¢ 

Mr. Lunp. After finishing high school in Salt Lake City, I at- 
tended the University of Utah for about 2% years. I interrupted 
my college education by spending 2 years in Europe. I then, instead 
of returning to school for graduation purposes, obtained a job as an 
accountant for the Maytag Co. and traveled in Montana and parts of 
Utah for them. 

Later I returned to Salt Lake City in about 1928, went to work in 
a clothing store as the credit manager. In the course of that job I 
did a certain amount of investigative work and also accounting work. 

I came back east in 1930, went to work for the Department of 
Commerce in February of 1930, worked there 1 year, was then trans- 
ferred to the Federal Trade Commission. 

Mr. Hetxer. In what capacity were you employed in the Depart- 
ment of Commerce ? 

Mr. Lunp. I am not too sure. I think it was as an investigator or 
accountant-investigator, that type of work. 

In 1931 upon entry into the Federal Trade Commission I was 
assigned an accounting job, or I think it was classified as an aecount- 
ant-investigator. 
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I worked there until the Securities Act of 1933 was passed, at 
which time I was transferred over to that phase of the work with 
the Federal Trade Commission. When the Securities and Exchange 
Commission was formed in 1934, our whole Securities Division was 
transferred from the Federal Trade Commission into the Securities 
and Exchange Commission. 

I have been with the SEC since that time in a number of capacities. 

Mr. Hetier. Would you name those capacities? 

Mr. Lunp. From probably 1934 to 1941 I was a group head in the 
Corporation Finance Division substantially all of that period. 

In 1941 I transferred to the Investment Company Division which 
was newly created and I was there about 1 year as Assistant 
Director. 

Upon a reorganization in 1942 within the Commission, I was 
transferred to the Trading and Exchange Division as Assistant 
Director. That was in August 1942. 

I remained as Assistant Director until 1948, at which time I became 
Associate Director. 

In 1949 I became the Director in the Division of Training and 
Exchange. 

Mr. Puan I see that you have been doing accounting work in 
these various agencies. Are you an accountant? 

Mr. Lunp. I am not a certified public accountant. I am presently 
a lawyer. While working here in Washington I attended school, 

assed the bar here in the District and for the past 10 years my job has 

n largely a legal-type job. I do have a certain amount of account- 
ing background. 

Mr. Heiter. What school was that? 

‘ Mr. Lunp. Southeastern University. I attended outside of office 
ours. 

Mr. Hetier. Did you get your LL. B.? 

Mr. Lunp. Yes, sir. 

Mr. Heier. You have not practiced privately but you have con- 
tinued in Government positions ? 

Mr. Lunp. That is correct. 

Mr. Heiter. With the Trading and Exchange Division? 

Mr. Lunp. That is correct. 

Mr. Hetter. That is quite a career. 

Mr. Lunp. I have 22 years in the Government at the present time. 

Mr. Hetzer. Mr. Lund, I read your statement describing the duties 
and functions of the Trading and Exchange Division. If you have no 
corrections or deletions to make, we will consider this statement in 
evidence and make it part of your direct testimony. 

Mr. Lunp. That is fine. 

(Statement referred to follows :) 


STATEMENT OF THE DIRECTOR OF THE DIVISION OF TRADING AND EXCHANGES ON THE 
DvuTIESs AND FuNcTIONS or THat DIVISION 


Broadly speaking, the Division of Trading and Exchanges is responsible for 
administering and interpreting the law relating to the registration of brokers 
and dealers, investment advisers, national securities exchanges, and associations 
of securities dealers ; the detection and prevention of illegal or fraudulent trading 
practices and market manipulations on the exchanges and in the over-the-counter 
markets ; the supervision over enforcement and inspection activities of the Com- 
mission’s 10 regional offices; and the compilation and analysis of financial 
information. 
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The stock exchanges, the brokers and dealers, the promoters, the investment 
advisers, and the trading and financing practices and methods employed in our 
market places all play a vital part in our national economy, particularly under 
the stress of current inflationary pressures. The Division has the responsibility, 
in these areas, of assuring honest (fiduciary or quasi-fiduciary) responsibility in 
the handling of other people’s moneys and securities. 

The Division was created at the Commission’s inception as one of its operat- 
ing arms. Now, more than 17 years later it still is the arm through which the 
Commission oversees the market places, the people engaged in the securities busi- 
ness, and the investment and trading practices therein. In 1940 the Division 
undertook new responsibilities in observing the activities of investment advisers ; 
and, with the inception of war controls, our gathering of and analysis of financial 
information respecting American business took on new importance in assisting 
the Executive, the Congress, the War and other Government agencies. In 1948 
the Commission concentrated in the Trading and Exchanges Division the bulk 
of the supervisory work over the investigations conducted in the field offices 
and made the Division its liaison with those offices. 

In order to describe my job as Director and its myriad duties, it is necessary 
to sketch briefly the organization of the Division and how the work flows 
through it. I am aided by, and work constantly with, an Associate Director 
and four Assistant Directors. Each assistant covers a very specific field of 
endeavor and is in turn aided by section heads each in turn in charge of a specific 
work function and group of employees. While approximately half of the em- 
ployees in the Division function as clerks, stenographers, or typists, there are 
58 professionals spread across all aspects of our work. As you have noted from 
the reports furnished to you last October respecting the functions and operations 
of the Commission, the work performed is very technical and our staff is highly 
skilled. Included in our total of 116 employees, 20 are lawyers, 16 are account- 
ants, 17 are business economists, 9 are statisticians, 4 are legal examiners, and 
2 are other types of technicians. 

The Division is responsible for many different aspects of the Commission's work 
and is divided into four branches, each headed by an assistant director. Three 
of the four branches perform dual functions in that they deal with our 10 regional 
offices in addition to performing regular duties of processing registration state- 
ments, amendments, reports, and complaints. The regional offices originate 
most of the investigations conducted and do the broker-dealer inspection work 
under the supervision of and in liaison with these three branches. 

Very briefly, the four branches and their normal functions are: 

Branch of Enforcement and Interpretation (ceiling of 28 people) 

At June 30, 1951, this Branch was concerned with 936 open fraud investiga- 
tions. Some 500 to 600 investigations are commenced each year. Some investi- 
gations are completed in hours or days while others may take many months 
or even years. In either case the reports and recommendations from the regional 
offices are reviewed by the attorneys of this Branch to determine whether addi- 
tional investigation is warranted or in the event the investigation is fully com- 
pleted what action should be recommended to the Commission. The recom- 
mendations may take the form of requesting subpena power from the Commis- 
sion to broaden and complete the case or of (a) closing of the case without 
further action, (0) administrative proceedings, (c) civil action, or (d) forwarding 
to the Office of the General Counsel for reference to the Department of Justice 
for criminal prosecution. 

The subject matter of the fraud investigations is as varied and as ingenious 
as the human mind can conceive. Many of the frauds are attempted with full 
knowledge of the requirements of law, but are so designed as to evade the law. 
Much hard work and skill must go into analyzing the facts obtained and counter- 
acting the frauds by legal or other action. The formulation of countermoves to 
offset new fraud techniques is an endless task. 

In instances where injunctive actions are approved by the Commission, the 
attorneys of this Branch either prepare or review the pleadings and motions and 
on occasion aid the regional attorneys in the court presentations. In most 
instances, however, once the papers are prepared, the proposed defendant con- 
sents, 

The attorneys in this Branch also take whatever action appears appropriate in 
respect of complaints received from the public relating to violations of the securi- 
ties laws. There were 21,307 such letters considered and answered last year. 
From these complaints a number of violations were indicated and the facts 
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referred to the appropriate field office for investigation. On occasion this Branch 
directly undertakes investigations. The absence of an extradition treaty with 
Canada has kept this Branch extremely busy keeping abreast of finding ways of 
combating the illegal Canadian securities rackets and mail campaigns foisted 
upon United States victims. 

A constant liaison is maintain by each of the Branches with the 10 field offices 
and their 300 employees, and the field offices provide progress reports at stated 
intervals to keep us apprised of the status of any given case. 

In any investigation every precaution is taken to avoid improper or unwar- 
ranted reflection upon any company or person. In those cases where violations 
are continuing, a recommendation is made to the Commission for the institution 
of injunctive action to restrain the violators. 

The Division works closely with other law-enforcement groups and frequently 
refers the substance of an investigation, with Commission approval, to local, 
State, or other governmental agencies where violation of other laws is indicated. 

The Branch and the whole Division have always held to the goal of operating so 
as to nip frauds or manipulations at their inceptions. We have attempted to take 
a “policeman on the beat” attitude and have never followed a practice of letting 
a man go on violating while we are developing an airtight case. Prevention of 
fraud is our watchword. 

As in the case of each of the other branches, the attorneys render advice to 
investors, corporate officials, and the public respecting the interpretation and 
application of the statutes and rules administered by the Division but never 
respecting disputes between private parties. We try to promote compliance and 
prevent violations whenever we can. 


Branch of over-the-counter markets (ceiling of 28 people) 

The work of this Branch includes the registration and regulation of broker- 
dealers and investment advisers; the direction of and supervision over the 
broker-dealer inspection program; the review of inspection reports and financial 
statements; supervision of investigations and administrative proceedings to de- 
termine whether the registration of a broker-dealer or an investment adviser 
should be denied or revoked ; general supervision and review of the Commission's 
work relating to the activities of the Nation Association of Securities Dealers 
(NASD) ; rendering interpretive and other advice respecting legal requirements; 
and performing other functions related to regulation of the activities of broker- 
dealers and investment advisers. 

This Branch had 173 investigations in progress at June 30, 1951, and opens 
more than 100 each year. These investigations deal largely with actual or alleged 
fraud on customers by brokers, dealers, salesmen, or investment advisers and 
require review by lawyers in the Branch and may entail the preparation of 
pleadings, orders, motions, briefs, or other legal papers. 

Although 99 proceedings to revoke or deny registration as broker-dealers or to 
expel or suspend from the NASD were commenced by us last year, normally only 
30 or so actions are instituted in the average vear. These proceedings require 
Commission action, pleadings, briefs, and other legal work. 

Of the approximate 4,000 registered broker-dealers, roughly 450 drop out 
each year and 450 new applications from others are filed. Thus, in addition 
to 5,263 reports and amendments filed last year by the remaining broker-dealers, 
about 450 new registration statements must be processed each year. 

Approximately 1,050 investment advisers are registered and while about 130 
drop out they are replaced by about a similar number each year. In addition, 
therefore, to examining about 2,000 semiannual reports from such advisers, 
about 130 new registration statements must be processed each year. 

In addition to examination to determine the adequacy and accuracy of the 
information in the registration statement, a thorough search must be made 
to determine whether any partner, officer, or employee has any conviction or 
injunction against his record, which might act as a bar against engaging in 
the securities business or as an investment adviser. 

The field offices conduct inspections (currently about 900 per year) and report 
to this Branch and work in conjunction with it respecting the over-all program. 
The inspections are of a surprise nature and turn up many violations. Most 
of these are corrected and adjusted without requiring a reference to the Com- 
mission. In instances where the violations are willful and deliberate we take 
appropriate action. 

Approximately 3,700 financial reports are analyzed or reviewed annually and 
these reports also on occasion indicate violations requiring attention. More- 
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over, these reports often indicate the need for immediate thorough inspection. 

Reports received from the NASD respecting 22 disciplinary actions by that 
association against its members and their registered representatives are re- 
viewed and close liaison with the NASD respecting its operations, objectives, 
and proposed rules maintained during the year. 

On some occasions a special financial report is requested from segments of 
the industry for the purpose of determining whether a market change or break 
has jeopardized the financial condition of certain firms. 

This Branch handles complaints and inquiries from the public requiring ex- 
planation of technical aspects of their transactions with brokers and dealers 
and investment advisers, explanation of the functions of a dealer as distin- 
guished from a broker, the differing characteristics of over-the-counter and 
exchange markets, the differences between the Commission’s functions and 
those of securities exchanges and securities associations with respect to the 
conduct of their members, etc. 

This Branch maintains close working contact with regional offices with respect 
to inspections and investigations of brokers and dealers and investment advisers. 
Branch of trading practices and exchange markets (ceiling of 28 people) 

The work of this Branch covers the regulation of the 16 registered national 
securities exchanges and the 4 exempt exchanges, their rules and methods of 
operation, and the supervision of the trading patterns and practices thereon by 
specialists, floor traders, odd-lot dealers and brokers; the processing of requests 
for temporary exemptions from registration of securities on exchanges; the 
suspension and delisting of securities traded on exchanges; surveillance of trad- 
ing on stock exchanges and in over-the-counter markets; the initiation of inves- 
tigations where it appears the antimanipulative laws and regulations may have 
been violated; the processing of approximately 9,000 stabilizing reports filed 
annually; and general supervision over investigations of alleged or apparent 
manipulative practices in the trading of securities. 

Information pertinent to the organization, rules of procedure, trading prac- 
tices and related matters pertaining to each of the 20 stock exchanges is required 
to be filed and kept current. Numerous changes are made by the exchanges in 
their rules and trading practices requiring constant review and consultation to 
determine whether the changes are in the public interest and in conformity with 
the law. In addition, investigations and analyses are undertaken periodically 
of exchanges and member firm operations to develop technical and basic infor- 
mation necessary to the formulation of appropriate rules for the protection of 
investors. During 1951 a total of 1,775 notifications, amendments, and reports 
were received, examined, and processed. 

This Branch keeps individual market behavior charts and related data on 
about 8,000 different securities constantly. Of these 4,500 are the more active 
issues traded over the counter while about 500 receive particular attention as 
they relate to recently issued securities or additional blocks of those proposed to 
be offered. Unexplainable deviations in price or volume may lead to a fast trad- 
ing investigation, known as a flying quiz. During the past year 144 such 
quizzes were commenced, the work being done by the regional offices with the 
review, closing, and/or recommendations for Commission action made by the 

sranch. 

This Branch also studies all prospectuses filed in order to determine whether 
the proposed methods of distributing securities and the stabilizing operation 
intended are free of manipulative problems and are fairly disclosed to investors. 
The markets of 1,370 regulation A (exempt) filings were carefully checked for 
signs of market grooming and improper pricing and selling. 

This Branch supervises and interprets the law respecting stabilizing practices; 
and examinations of the many stabilizing reports filed while the distribution is 
in process by the participating brokers and dealers enable the Branch to detect 
and prevent manipulative practices. 

This Branch has stock tickers and the Dow Jones broad tape to help it keep 
abreast of momentary changes in the market and its securities analysts each 
attempt to keep abreast of the various industries in their care by following news- 
paners, financial magazines and publications, and by studying congressional 
legislation, etc. 

As in the case of the other branches, this one also works closely with the field 
offices. It has an unusual number of contacts with underwriters seeking on-the- 
spot rulings respecting transactions about to be undertaken and must be prepared 
to interpret the antimanipulative law instantly. 
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Branch of Industry and Financial Analysis (ceiling of 40 people) 

Sitting astride the largest collection of current certified financial information 
to be found anywhere, this Branch compiles facts therefrom for use by the 
Commission, the Executive, the Congress, other governmental agencies, industry, 
and the public. In conjunction with other agencies (Budget Bureau, Division of 
Statistical Standards: Council of Economic Advisers; Federal Trade Commis- 
sion; Department of Commerce; Treasury; and Federal Reserve Board) this 
Branch produces information for and participates in the over-all broad Govern- 
ment statistical and economic program. In addition to annual financial and 
related information filed with us under the various requirements, we obtain 
additional data from 2,000 leading corporations on a quarterly basis, providing 
information as to financial condition; actual data and future estimates of plant 
and equipment expenditures; inventories, et cetera. From these total data we 
are able to do special work on a reimbursement basis for OPS and ESA and 
have aided congressional committees and other departments such as the United 
States Senate Preparedness Committee, the Defense Department, Renegotiation 
Boards, Treasury Tax Advisory Staff, et cetera, in furthering our national de- 
defense effort. 

This Branch compiles information respecting registered, nonregistered, public 
and private securities offerings, measuring thereby the activity in our capital 
markets. The analyses made provide knowledge as to the amounts, the purposes 
of the offerings, the uses of the proceeds, the types of security offered, the costs 
of the flotation and the methods of distribution by industrial and size break 
down. Often these data are compiled on a quarterly basis. Registrants are 
coded by industry Classification so that our classifications are the same as other 
Government departments. 

This Branch also compiles information as to investment company sales; port- 
folio transactions and asset size each quarter. It also keeps data on the identity 
of accounts certifying to financial statements showing concentration of certain 
accounts by industry, and showing the accounting treatments accorded certain 
items. 

Quarterly balance sheet and income items of manufacturing companies com- 
piled in conjunction with the Federal Trade Commission provide Government 
and business with current infermation as to the financial condition of cor- 
porations. 

Another quarterly series, in conjunction with the Department of Commerce, 
provides plant and equipment expenditure for the past quarter and anticipated 
expenditure for the next two quarters providing a valuable barometer of business 
in general. 

Another quarterly series includes current information on the net capital of 
corporations and the various components. 

Another quarterly study shows the aggregate volume of savings by individuals 
and its components. These data aid in a determination of the monetary and 
fiscal policy of the Government. 

Another study concerns volume on steck exchanges and the classes of persons 
contributing thereto. This study also provides a check of the annual fees paid 
by stock exchanges on volume done. 

The Branch also maintains indexes of stock prices by industry groups and is 
called upon frequently for various jobs of digging out specific information as 
to a single company or an entire industry. 

Director’s office (ceiling of 8 people) 

I think it has now become apparent that the Director's job can have many 
facets. While it is true that the internal techniques heretofore established 
respecting the examination, analysis, and legal work performed provides a 
solution for most matters before us, enough unusual problems arise daily in 
each branch to require considerable attention by the assistant directors and from 
me. Accordingly, I generally see only the end product of the processing of the 
hundreds of applications, reports, financial statements, requests for interpreta- 
tions and complaint letters which flow through the Division daily. In instances 
where my assistants and I are unable to resolve a particular problem, we obtain 
a ruling or instructions from the Commission. 

In addition to the probiems arising through the work flow within the Di- 
vision, the average day brings contacts with one or more regional offices; phone 
calls or visits from underwriters, brokers or dealers, inquiring as to the legality 
of contemplated methods of distribution or a given securities transaction; 
conversations with exchanges or NASD officials representing mutual problems 
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or a proposed rule or policy change; and discussion of problems with other 
divisions within the Commission and with the Commission itself. 

Frequently we have discussions with other Government agencies and with 
State and local securities authorities or enforcement officers and we have many 
visits from investors. 

Although I have responsibility for final decisions, I try at all times to place 
as much responsibility as possible on my assistants and encourage them to 
transfer all they properly can to the section chiefs or key employees so that we 
might have time for a look around. In view of the fact we have only 116 em- 
ployees contrasted with the 166 we feel we need, we “bosses” have been unable 
to even keep abreast of the current workload and accordingly to find time or 
people to make the many studies we should make in order to improve our tech- 
niques and our ability to cope with the ever-shifting fraud and manipulative 
patterns confronting us. These contemplated studies are not luxuries. They 
are essential to informed judgment and fairness in our day-to-day dealings. 

While the Division is constantly conducting studies of various economic aspects 
of the markets, the scope of these studies is distinctly limited by a lack of adequate 
personnel both professional and clerical. Asa matter of fact the last time we were 
able to conduct a major study adequately staffed was in 1947, when a study 
respecting the 1946 stock-market collapse was made. 

As Director I must have knowledge of the law, and some accounting, market, 
statistical and economic know-how. I must work on our annual report to Con- 
gress, on quarterly reports for the Budget Bureau and have a responsibility in 
trying to prepare budget estimates which will provide adequate funds to run the 
Division. I must also be able to deal with all types of people and appreciate 
their problems. I must stand as a buffer between the Commission and those 
regulated by it and convince them the regulation is reasonable and necessary in 
the public interest. 

I am happy that this committee is investigation the SEC. I feel that you will 
find that the SEC from top to bottom is a hard-working, hard-hitting group of 
exceptionally skilled and loyal employees. I also feel that you will come to 
share my belief that we are not serving the public as Congress intended—but 
solely because we do not have enough people, particularly at a time when the 
public is increasingly stock-market conscious and when volume has increased 
substantially in the past 2 years. We need double the enforcement staff in the 
field offices, our broker-dealer inspections force should be more than doubled, and 
we need some expansion at home. Were it not for the fact that most of our key 
employees have been with us 15 or more years we would indeed find it impossible 
to accomplish as much as we do. In short, Congress for many years has not 
provided adequate funds to allow a real surveillance of the market places and 
the practices therein, and I am hopeful that this investigation will remedy our 
being constantly understaffed. Searching out frauds and bad market practices 
and stamping them out is a responsibility placed on us by the Congress. I often 
feel as frustrated from lack of people as a mechanic would be with only a pair of 
pliers for use in overhauling a 16-cylinder motor. 

I make the above statements while conscious that the Government is facing 
what amounts to a war alert. But I feel I would be remiss in my duty if I did 
not call the attention of the Congress to our patticular plight. 


Mr. Heiter. On page 3 of your statement, Mr. Lund, you refer to 
the work of the Branch of Enforcement and Interpretation and aver 
to investigations conducted by your office. 

Would you describe briefly the character of the investigations and 
let us have the procedure which you follow in making these investiga- 
tions ? 

Mr. Lunp. For example, during the past year we received in our 
division slightly more than 20,000 complaint letters. We have felt 
it our duty to follow down those complaint letters insofar as feasible 
to determine whether or not the complainants have been the victims 
of some fraudulent act or something that might have involved viola- 
tions of our laws. 

In addition, we have had a number of personal calls. We also make 
our own observations of market activity and our own examinations of 
financial statement and related matters. We, on occasion, have felt 
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impelled to go in and look at the transactions to see whether or not 
our laws were being violated. As a result, approximately 500 to 750 
fraud investigations a year were started. These investigations are 
conducted primarily in the regional offices and the work of our divi- 
sion is one of cooperation and coordination with the regional offices, 
and a review of their work. 

In addition to what I have just outlined, we make about 900 broker- 
dealer inspections a year also in the regional offices with a review of 
the inspection reports here in the home office. In the course of these 
broker-dealer inspections we detect a number of possible violations of 
law and these also are followed down to find out whether we should 
take action. 

The fruits of those inspections are also included in the seven-hun- 
dred-odd investigations that we started in 1951. 

We also have one further source of detection of violations of law 
and that is in our constant surveillance of the securities markets. We 
have a group of some 15 or 18 people who constantly watch securi- 
ties. We are watching currently around 8,000 securities. We watch 
them in their market movements. We try to keep apprized of all 
financial information concerning them. If we see an unusual market 
movement or an unusual price movement, we make a quick investi- 
gation to determine whether a manipulation is starting. 

So that from a number of sources we receive information to sup- 
plement our own detections which provide the basis for our investi- 
gation. 

Mr. Hetxer. Let us take this last feature you mentioned, the un- 
usual market movement. What do you do when you note some un- 
usual activity in the market? Do you send men out from your office 
to make the investigation ? 

Mr. Lunp. Normally we would not. What would happen would 
be this: we have the ticker tape in our office. We might see an un- 
usual movement at 10 minutes after 11 in the morning in a particular 
oil stock. We would look to see if oil stocks in general were moving 
and within a matter of a few minutes, we would know whether any 
particular oil stock had an unusual movement in contrast with the 
whole group. 

The normal procedure would be, if we determined only the one 
stock was moving in an unusual fashion, to phone the New York office. 
We would say, “something is unusual in ABC stock.” 

Mr. Heuer. The point T want to make is that a decision to investi- 
gate initiates with your office? 

Mr. Lunp. In the manipulative activity field I should think 75 per- 
cent would originate in our office. 

In the other investigations may I make plain that is not the case. 
I would think a substantial portion of other types of investigations 
really originate in the regional offices. 

If I might follow through, I think this might be informative. 
The New York office would then send a man to the New York Stock 
Exchange and he would go to the specialist and ask the specialist 
what was going on in ABC stock. The specialist is under a duty to 
give us the information and would apprise us of the identities of the 
brokers who were effecting the transactions. 

With that information we then call upon the brokers and often 
within a couple of hours from the time a market movement has started, 





STUDY OF SECURITIES AND EXCHANGE COMMISSION 613 


we know who is doing the buying and why and whether or not the 
activity is illegal or proper. 

Mr. Hetter. I believe you stated that your office made between 
500 and 750 investigations a year; is that correct ¢ 

Mr. Lunp. We start each year somewhere between 500 and 750 
fraud investigations. I would like to differentiate that they are not 
cases in the sense of being contested in court. These are investiga- 
tions started looking toward fraud. 

Mr. Heuer. Can you tell us briefly the type of frauds that have 
been uncovered, for example, in these cases ? 

Mr. Lunp. The classical pattern of fraud is a misrepresentation 
on the part of the seller as to the merits of the thing he is selling, as 
to the return or yield that is to come back, as to the safety of the 
thing that is being sold. 

We have every conceivable variation of that from very, very subtle 
misrepresentation to outright complete lies. The lies would be evi- 
dent to the average person but seem to be effective with certain people 
who wish to have a 100-percent return on their money. 

Mr. Heuier. What type of frauds, if any, have you come across 
involving brokers ? 

Mr. Lunp. There have been certain brokers or at least the sales- 
men for the so-called registered brokers who we have found to mis- 
represent facts. We have occasional frauds where a broker hypothe- 
cates securities belonging to someone else or takes money belonging 
to other people and cheats or defrauds the customer. 

Mr. Hetirr. Do these broker-fraud cases start in the regional 
office ¢ 

Mr. Lunp. Normally they would be detected by our broker-dealer 
inspection program. The inspector would notice something wrong in 
the books. Upon questioning, he would find out what was happening 
with particular customers. 

Mr. Hetter. In the past 3 years how many such cases have you 
had? 

Mr. Lunp. I do not think we have had more than three or four, 
a very limited number. The brokerage profession, the dealer profes- 
sion have had a program where they have largely cleaned house and 
adapted themselves to present-day rules since early 1935. 

Mr. Hetuer. In the case of broker-fraud inspections originating 
in the regional office, would that office have complete jurisdiction 
to hear and determine the case, or is the case received by your office? 

Mr. Lunp. There is a responsibility on the regional office to make 
a thorough examination and to discover all pertinent facts. Then 
a report is written by the regional office and sent to the Trading and 
Exchange Division for our analysis and review. 

Mr. Hetxer. Does that report also contain the recommendations of 
the regional office? 

Mr. Luwnp. It does contain the recommendations of the regional 
office. 

Mr. Hetxer. You have that for review? 

Mr. Lunp. We have that for review. If we agree with the regional 
office and feel that the investigation has been complete, then we be- 
come the conduit from the regional office into the five Commissioners. 
We carry forward the recommendation. If, however, we should feel 
that the investigation was not adequate or complete in all details, we 
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would communicate back to the regional office and iron out what 
should be done before the Commission would probably be aware of 
the fact that there was such an investigation. 

Mr. Hetter. In the last analysis you are supreme in deciding what 
is to be done in each particular case, even though it originates in the 
regional office? 

Mr. Lunp. That is not quite correct. Although we have a review 
power, it is a divided authority between the regional office and our 
Division. We each have a certain amount of responsibility. 

Mr. Hetier. On page 4 of your statement, Mr. Lund, you point out 
that the absence of an extradition treaty has kept this Bureau ex- 
tremely busy finding ways to combat the fraudulent Canadian securi- 
ties racket. 

Could you tell us what has been done by the Branch in that con- 
nection and how you have kept the public informed of these rackets? 

Mr. Lunp. We have no publicity department and have not made 
any concerted publicity drive to keep the public informed, other than 
an occasional speech by the Commissioners as to the presence in this 
country of fraudulent Canadian security offerings, and through the 
publicity which has come from our obtaining post-office fraud orders. 

We hear of a Canadian offering. That normally comes to us from 
some person who is the recipient of a letter somewhere in the United 
States in which an offering of Canadian securities is made. That 
person may write to us and say, “Is this a good security? Is it 
sound ¢” 

We become aware of the fact that XYZ company in Canada is 
offering securities. A check will indicate that no registration state- 
ment has been filed and no compliance had with our 1933 act laws. 

We then try to gather information as to other people who might 
have been offered these securities. We have very devious ways of 
finding out things in Canada and we cooperate very closely with the 
cies Office Department. They tell us who is making a particular 
mailing. 

Now, having certain information as to the representations, or 
rather the misrepresentations, we then have only one course that we 
know of and that is to go to the Post Office Department and obtain 
a fraud order and get publicity and make arrangements for the Post 
Office Department to stamp any mail which tries to go back into 
Canada from here as fraudulent, and return it to the victim on this 
side of the border. We are unable to extradite any of these people. 
We have no power to do it. 

We have pending today a treaty which we feel, if adopted, will give 
us a certain handle hold on about 35 thieves in Canada. The Cana- 
dian securities racket ring seems to be comprised of about 35 principal 


sO 
r. Heiter. By stamping these letters as you have described, you 
are trying to cure the situation after the fraud has been perpetrated ? 
Mr. Lunp. It has often turned out that way. However, if a letter 
marked fraudulent were returned to the person that put money in 
that letter, he would become aware possibly of the fact he escaped 
being cheated. 
Mr. Heiter. He may not have escaped; he may have already lost 
his money. 
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Why has not wider publicity been given about these Canadian 
frauds? ] 

Mr. Lunp. I think the answer to that is not having any publicity 
department, no concerted effort has been made to keep the public thor- 
oughly familiar with these things. In 1938 or 1939, if I remember 
rightly, we were rather soundly criticized by the Congress for spend- 
ing so much money on self-publicity. As a result we abolished our 
publicity department. “e 

Mr. Hetier. Could not wider publicity have curtailed these great 
losses ¢ 

Mr. Lunp. I am not sure we could reach the people who became the 
victims. Asa matter of fact, since a number of magazines have ex- 
posed the Canadian rackets, we still get complaints from American 
investors that we should not meddle; that Canada is developing and 
that they have a perfect right to speculate with their money and our 
Government should not prevent them from buying speculative or even 
worthless securities. 

So we always have an element of people who do not want to be saved 
from their own folly. So we will not be able to protect everyone. It 
is true, I am sure, however, that more publicity might be given so that 
certain people might be alerted to the dangers of certain Canadian 
purchases. 

Mr. Hetuer. So at the present time the public has no guidance or 
source of information about these fraudulent Canadian securities ? 

Mr. Lunp. May I put it this way? If they were to write to us and 
ask us, we would advise them of the facts before us. We do not ag- 
gressively go out and warn the public to beware. 

However, we do maintain a list of Canadian issuers whose securities 
the Commission has reason to believe recently have been or currently 
are the subject of an illegal distribution in the United States. This 
list is revised and brought up to date from time totime. In cooperation 
with this Commission, the National Association of Securities Dealers, 
Inc., and the stock exchanges have distributed this list to their mem- 
bers all over the United States and as a result the broker-dealers advise 
their clients concerning the list which is available in their offices for 
public inspection ; and the brokers have agreed that they will not exe- 
cute orders in any securities on this list, even though they may not 
have independent knowledge of the illegal distribution. 

Mr. Hetrer. On page 4 of your statement you speak of liaison with 
the field offices. Would you describe how frequently conferences are 
held with the field offices and what reports are required of them? 

Mr. Lunp. The field offices report to us on either a monthly or a 
quarterly basis the progress on the various investigations that they are 
making. To that extent we have some contact. 

We also have duplicate files insofar as possible with material they 
are gathering in the field. 

Mr. Hetier. Are these written reports? 

Mr. Lunp. Yes. We also have occasional personal contact with the 
regional offices or telephone contact, although most of our liaison work 
is done by mail. It has been a policy of the Commission, although we 
have been unable to carry it out, for one of my assistants once a year to 
make a tour of the regional offices spending a few days in each office, 
going over cases and helping with the problems. 
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It has also been a policy of the Commission, interrupted consider- 
ably, however, through the war years, to have the regional administra- 
tors come in here for an annual conference for about a week. 

Mr. Hetier. How do you coordinate the work of the field offices with 
your Division ? 

Mr. Lunp. In our particular Division, Mr. Heller, we have a num- 
ber of different functions. We have something to do with stabiliza- 
tion and manipulation, something to do with broker-dealers generally, 
with statistics and something to do with interpretations, with general 
supervision over investigative work. 

he regional offices are either instructed by us to open cases or if 
they have opened them, they come back to us with the finished product. 
Our function is one of review and cooperation with them in seeing that 
they have covered all the facets necessary to fully develop cases and 
gather facts. 

Our function has another aspect in this respect: The problems in 
the Salt Lake area or the Denver area may be very different from those 
in the Boston area because in the Denver area it is largely mining and 
oil stocks; whereas, in Boston our problem may run more nearly to in- 
vestment trust problems or handling of customers’ funds. We le to 
be in a position in the Trading and Exchange Division to see that Bos- 
ton becomes familiar with the type of problem that Denver has so that 
if they do have a mining case it will be processed in about the same 
manner as Denver has done. Conversely, Denver must be alerted to 
Boston’s problems. We liaison all 10 regional offices to get their 
thinking coordinated. 

Mr. Hetter. In other words, there is coordination between the re- 
gional offices also? 

Mr. Lunp. That is correct. 

Mr. Hetier. Would it be fair to say that the regional offices enjoy a 
high degree of autonomy ? 

r. Lunp. I think we have agreed on that. 

Mr. Hetzer. Section 12 provides that no security may be traded on 

a national securities exchange unless it is registered or exempt from 
istration ; is that correct? 
r. Lunp. That is correct. 

Mr. Heuter. I assume your division examines all applications filed 
pursuant to section 12? 

Mr. Lunp. No. Those are examined by the Corporation Finance 
Division. We get certain applications within clauses of section 12 (f) 
where an exchange will ask for unlisted trading privileges. 

Mr. Heiter. Which applications do you get? 

Mr. Lunp. The applications where an application comes in under 
section 12 (f) requesting that we allow trading. 

Mr. Hetier. Are you up to date in your examination of those ap- 
plications? 

Mr. Lunp. Yes, sir. We are right up to the minute. 

Mr. Hexier. Rule X-12A-5 permits temporary exemption from 
the registration requirements of section 12 (a) where securities are 
issued in substitution or in addition for securities previously listed. 
Is that right ? 

Mr. Lunp. That is right. 
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Mr. Hewier. Pending a registration or admission to unlisted trad- 
ing privileges, the exchange must file a notification of admission; is 
that correct ? 

Mr. Lunp. It is my understanding that the exchange must notify 
us of the facts warranting a temporary 60-day exemption and we are 
empowered to give an extension upon a proper showing. 

Mr. Heuer. Do you examine the notification ¢ 

Mr. Lunp. Yes, sir. 

Mr. Heiier. What objectives are served by these exemptions? 

Mr. Lunp. The purpose of the exemption is to grant a continuity of 
trading so that there will not be an interruption of something on 
the exchange, off the exchange for a few days, and then back on again. 
That becomes extremely important to the average person who has 
possibly certain credit extensions granted him because he has been 
dealing in a listed security. If the registration is broken, he may 
find himself faced with putting up money in the bank _mmediately. 
It may be a real hardship particularly when it is known that the secu- 
rity is going to come back into a registered or qualified status in short 
order. 

Mr. Heuier. Rule X-10B-2 provides for special off-rings of large 
blocks of securities on the national securities exchange pursuant to a 
plan filed with and approved by the Commission; is that correct ¢ 

Mr. Lunn. That is correct. 

Mr. Heuer. Under what circumstances are such plans approved ? 

Mr. Lunp. Let us take the New York Stock Exchange. It had a 
number of experiences where it felt, it being the Exchange, that secu- 
rities could be sold during trading hours rather than after 3 o’clock 
as had been the case in the so-called secondary offerings. They 
worked out with the Commission a plan of how certain offerings were 
to be made during trading hours, between the hours of 10 and 3, 
under certain conditions and circumstances so that blocks could be 
sold in the daytime with both the buyer paying a fair price and the 
seller getting somewhere near a fair price. 

Many of the exchanges have now filed these plans, although the 
New York Stock Exchange is about the only exchange that really has 
many special offerings. 

Mr. Heiter. What has been the experience of the Commission with 
respect to such special offerings? 

Mr. Lunn. They are very successful as a rule. I think we should 
tell you we studied rather carefully some time back 26 of the offerings 
and they were 99 percent plus successful to all concerned, both sellers 
and buyers, and we found very few abuses. 

Mr. Hewier. Have these plans affected the market prices of the 
outstanding securities of the same kind ¢ 

Mr. Lunp. No. It is so handled that a demand is built up with 
special commission attached to it which absorbs the unusually large 
supply which is being offered. That is all absorbed. 

It has been our experience that it has not adversely affected the 
market; whereas, we have known that absent a special offering plan, 
if a large block were offered on the Exchange, it could knock the price 
(own several points in a matter of seconds. 

Mr. Herter. Does the Commission exercise any control over sec- 
ondary distributions which have been approved by the particular ex- 
change involved ? 
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Mr. Lunp. Only the supervision of seeing that there were not mis- 
representations and that the distribution methods were free of manip- 
ulative activity. That has been the extent of our control of that type 
of offering. 

Mr. Heiter. What experience have you had in that? 

Mr. Lunp. I think 99 plus percent again of those have been rather 
wholesome from everyone’s viewpoint. We have always one or two 
offerings that have some bugs wrapped up in them, but basically they 
seem to satisfy both the buyer and the seller. 

We are aakion clear now your last question ran to secondary offer- 
ings as contrasted with the special offerings ? 

fr. Hevuer. Yes. 

Under section 13 (a) of the act the Commission requires that every 
issuer of a security registered on an exchange file an annual report, 
which I believe is Form 10-K; is that right? 

Mr. Lunp. That is right. 

Mr. Hetier. Then as I understand, the Commission may grant an 
extension for a period up to 60 days for the filing of such report; is 
that correct ? 

Mr. Lunp. I do not think there is any language in the statute which 
provides for such extensions, but there is power under a rule of the 
Commission to grant such an extension. 

I would like to point out that is handled by the Corporation Finance 
Division. All registration statements are examined by that Division. 

Mr. Hexxier. We are referring to the annual report. 

Mr. Lunp. That is also examined by the Corporation Finance 
Division. We have very few requests to my knowledge for extensions 
in those instances. 

Mr. Hetier. Do you check these annual reports with the Corpora- 
tion Finance Division ? 

Mr. Lunp. We ultimately learn which ones have not filed their 
annual reports. 

Mr. Heuter. Your division does not examine and analyze these 
reports ¢ 

Ir. Lunn. That is correct, except we do very carefully analyze 
all of these reports later for an entirely different purpose. We have 
a Statistical and Research Branch in the Division which processes all 
of these registration statements and reports for purposes of taking and 
culling from them certain financial data upon which we puild 
statistics. 

Mr. Hetier. Would your answer be the same with respect to the 
current and quarterly reports? 

Mr. Lunp. The quarterly reports are examined by us in large part. 
However, there are certain legal requirements that reports be filed con- 
taining certain designated information. It is the duty of the Corpora- 
tion Finance Division to see that those reports are filed and examined 
and that the required information is present therein. Our function 
in the Trading and Exchange Division is to then take those state- 
ments after they have been processed and cull from them certain 
financial information. . 

We also get directly from 2,000 registrants quarterly reports giv- 
ing considerable information on sales, inventories, plant and equip- 
ment expansions, that type of thing. ? 
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Mr. Hexier. Are you up-to-date in your examination, review and 
analysis of these quarterly reports ¢ 

Mr. Lunp. Within a few days. I am sure that the Corporation 
Finance Divison is not up to date in its examination, but we on our 
statistical and research sale are quite current. 

Mr. Hetier. Are registered broker-dealers required to file certain 
reports ¢ 

Mr. Lunp. Yes. Each registered broker-dealer is required, with a 
few exceptions, to file annual reports under section 17 of the 1934 
act setting forth his financial condition once per year. Also a broker- 
dealer has a legal duty of supplementing his registration statement 
with changes which occur. 

Mr. Heuer. Then the amendments are filed thereafter. Do you 
check them ¢ 

Mr. Lunp. Yes. We process every amendment and every state- 
ment very carefully. 

Mr. Hetier. Are you up to date in the examination, review, and 
analysis of them ¢ 

Mr. Lunp. I think we are probably 3 months behind in our exami- 
nation in the broker-dealer field. 

Mr. Heiter. How frequently are books and records of the brokers 
examined by your Division ? 

Mr. Lunp. May I try and answer that this way? There are 4,000 
broker-dealers registered in the United States. 

Mr. Hetxer. We realize the problem. We would like to get a full 
explanation. 

Mr. Lunp. We have 45 broker-dealer inspectors. These men work 
very hard and with a great deal of skill and they are able to cover be- 
tween eight and nine hundred broker-dealers in a year, provided that 
none of the dealers inspected the large ones. For example, if we were 
to go into Merrill Lynch, I doubt that 45 men could cover them in 1 
year. They have 98 offices scattered throughout the United States, 
and to make a thorough audit I doubt 45 men could do it. 

Mr. Heuer. How do you correct the situation? We know what 
the problem is now. 

Mr. Lunp. The only correction we see is an expanded group of 
inspectors. We are of the opinion that because brokers and dealers 
handle so much money and so many securities we should be as well 
armed as bank examiners are armed to get in probably once a year 
or once in 2 years anyway. 

Mr. Heutrr. That should be absolutely mandatory ? 

Mr. Lunp. Yes; in my opinion and a minimum should not be more 
than a 2-year absence between surprise inspections. 

‘Mr. Hevier. Would it alleviate the situation arsing from the lack 
of help at the present time, if additional certified statements were 
required to be filed ? 

Mr. Lunp. I do not think that would be much of an answer. 

Mr. Hetter. In other words, you are really on the spot in regard 
to inspections. 

Mr. Lunp. It is my feeling that if the drug store knows that every 
December 31 it must account for its opium, it will account for that. 
on December 31. Whereas if an inspector can walk in on any day and 
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say, “Let’s lock up everything you have and see what you have,” there 
is a good chance of detection of illegal traffic in opium. 

e feel if we can walk in and say, “Good morning; we are closing 
your books. We want to account and see your present condition,” that 
we really then can see whether the broker is complying with the law 
and treating his customers properly and whether he has misused any 
funds or securities. 

Mr. Heuer. Under the law you have authority to do that? 

Mr. Lunp. Yes. 

Mr. Heuxer. It is not the authority you are complaining about; it 
is the practical situation of getting the help to do it ¢ 

Mr. Lunp. That is correct. 

Mr. Hetxer. Have you ever brought the subject to the attention of 
the Appropriations Committee or proposed any legislation ? 

Mr. Lae. I personally for 10 years have been instrumental in try- 
ing to tell the Budget Bureau of this drastic need. The Budget 
Bureau last year sat down and worked out with us a program whereby 
they can see their way over a period of the next 3 or 4 years to increase 
us or at least recommend the increase up to 166 broker-dealer inspec- 
tors. With 166 inspectors we feel we can cover substantially all of 
the houses once within 2 years, certainly the larger ones once within 
3 years, and some of the great big ones once in 4 years. That is a very 
detailed program in our budget set-up which came to the Congress not 
this year but the preceding year. 

Mr. Hetzer. When is that program going to be initiated? 

Mr. Lunp. We hoped it would start last year with an increase of 
19 inspectors. I think the net result was we were cut 12 when we 
actually got our money. 

Mr. Heuer. Are you going to pursue your request this year again 
or have you done it ? 

Mr. Lunp. No, sir. We have not pursued the request. We are 
trying to hold our own this year. We have merely asked to get back 
what we lost last year. 

Mr. Hewter. If you get what you had last year, you would be even. 

Mr. Lunp. We would be at a point where we could do about 900 
inspections a year. 

Mr. Hetxer. This committee has received a letter from an attorney 
who states that one of his clients gave a verbal order to a large broker- 
age firm for stock amounting to $36,000, and that the firm bought this 
stock for his client without knowing the customer, without checking 
on his ¢redit, and without requiring a down payment. 

This customer also ordered stock for his wife without showing any 
power of attorney or any indication that he had a right to purchase 
for his wife. 

The attorney who sent us this letter expresses surprise that brokers 
will take orders involving such large sums of money from strangers 
without checking their credit rating or permitting such individuals to 
purchase stock in someone else’s name without questioning their au- 
thority to do so. 

Is this practice widespread to your knowledge? 

Mr. Lunn. The answer is “No”; it is not widespread at all. 

Mr. ‘ae In the first place, it would violate the margin require- 
ments 
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Mr. Lunn. It could violate a lot of things, including margin require- 
ments. Most firms, and particularly all exchange firms, have require- 
ments that the customer be thoroughly identified and his bac kground 
ground a matter of knowledge. His credit would also be something 
known before they would deal with a person. I can imagine there 
might be among 4,000 brokers and dealers a few who would do any- 
thing to get a commission. But it is really rare, I am sure, to run 
into a situation like that, and particularly the regulation T, ‘because 
the broker here would definitely be violating the law, assuming, of 
course, this is not a listed security. 

However, when we get the record, and if we are given all the facts, 
I would like to give you a detailed answer. It is possible there is 
nothing wrong in anything that was done here, depending upon 
whether, after taking the order and before executing it, the house 
made a thorough investigation of the person and found out that his 
credit was good, and before executing the order had full knowledge he 
would make payment within the required 3 days or 7 days. 

There are a number of things to be checked. That letter would 
have to be carefully studied, but a cursory reading of it would indicate 
that a man walked in unknown, placed an order, got the order exe- 
cuted without putting up any cash. 

If that is what happened, it is a rarity and there may be many 
violations in it. But, technically, that could almost be done by sup- 
plementing additional facts around some of the statements. 

Mr. Heuier. If the house instituted an investigation such as you 
just talked about, would the house be required to keep a record of 
such investigation ¢ 

Mr. Lunp. Each exchange member must keep a card or other 
records on every customer showing quite a detailed amount of infor- 
mation. 

Mr. Hetirr. And if no such record would be available in the office 
of the broker, that would be prima facie proof that it was just one 
of those transactions where they took a flier together with the man 
who wanted to buy the stock ? 

Mr. Lunp. I think that is correct. 

Mr. Heiter. Suppose after they make an investigation and they 
find that he is a man of means, financially responsible, and he has not 
put up ge f money within 3 days, that itself would constitute a 
violation of regulation 'T, would it not 

Mr. Lunp. Now again we have got to make some suppositions. If 
this is a listed security on which credit may be passnd § then we have 
to approach the problem from that viewpoint. If it is an unlisted 
security, then we have an entirely different problem again. A man 
does not normally have to make settlement for a 3-day period. 

Mr. Heter. In this case it is a listed security. 

Mr. Lunp. If he makes the necessary margin payment, he is within 
the requirement. 

Mr. Heuer. If he fails to make that payment, would there be a 
violation ¢ 

Mr. Lunp. If the purchaser has agreed to make the necessary 
payment on the third day and fails to do so, there again it may or 
may not be a violation. The firm may immediately sell the securities 
out and bill the customer for the amount due, These matters get very 
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technical. You have got to have all of the facts before you can really 
give an answer. 

Mr. Heuer. Investment advisers are likewise required to register 
and file semiannual reports ¢ 

Mr. Lunp. That is correct. 

Mr. Hetier. Each year new registration statements are filed; is 
that correct ? . 

Mr. Lunp. May I try and explain it this way? We have about 
1,050 registered investment advisers, about 150 drop by the wayside 
each year, and about 150 new ones come in. We also then have about 
2,000 semiannual reports. 

Mr. Heuxer. Are you current in these reports? 

Mr. Lunp. We are within 3 months of being current. Whereas we 

needed about 16 people to keep current with both broker-dealer and 
investment adviser statements and reports, we are trying to do that 
now with 10 people. We are getting a little bit more behind all the 
time. 
Mr. Hetzer. Your division investigates registration statements in 
order to determine whether any partner, officer, or employee who 
proposes to engage in the securities business or if an investment 
adviser has been convicted of a crime or has ever been enjoined from 
engaging in the securities business; is that correct ? 

Mr. Lunp. I think that is generally correct. I would like to clarify 

that. 
We have in the general counsel’s office a unit which keeps track of 
all the criminal cases they can find and the individuals involved. So 
we do rely to some degree on them for information as to individuals. 
We also have tremendous sources of information of our own. This 
really is not investigation, sir; it is a review of all the names that 
appear in the application to see whether there is a bar against any of 
those people indi sated within our own files. 

Mr. He.ier. Do you make any independent investigation ? 

Mr. Lunp. I doubt that we would make an independent investiga- 
tion once in three or four hundred occasions. There are some rare 
occasions where we have to go outside to find the facts. For example, 
Ole Olson may show up as one of these people seeking registration. 
We may find in New York State Ole Olson has a fraud order against 
him. Also an Ole Olson in Illinois and an Ole Olson is in California. 
We will step outside the confines of the Commission and try to run 
down which Ole Olson we are now dealing with. But normally we 
‘an tell in our own files because of age, pictures, and various identifi- 
‘ations just who it is. 

Mr. Hetirr. By reason of these investigations, has anybody ever 
been barred ? 

Mr. Lunp. Yes; there have been a number of instances. 

Mr. Hetter. In recent years? 

Mr. Lunp. Yes. 

Mr. Heiter. How many such cases have you had? 

Mr. Lunp. I would have to supply that. 

Mr. Hetier. Would you be good enough to get us the answer and 
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su] ply it at this point in the record ? 
nformation referred to is as follows :) 


It is not possible to tell from our records how many persons have been denied 
registration primarily becausg of outside investigation. However, we will fur- 
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nish later (see p. 643) the number of brokers and dealers who have been denied 
registration, and the number whose registration has been revoked, withdrawn, 
or canceled. 

Mr. Heuer. In addition to the reports which you regularly receive 
on page 7 of your statement you mention that special financial reports 
are requested from sections of the industry for the purpose of deter- 
mining whether a market change or a break has jeopardized the finan- 
cial condition of certain firms. 

Have you requested such special financial reports in the past 2 or 
3 years ¢ 

Mr. Lunp. We requested two such reports in the last 5 years. In 
1946 at the time of the September 3 market break and again about 
a year and a half ago at a time when the market broke rather badly 
we made a check of a select group of dealers. From each of those we 
detected some houses that were in rather precarious financial condition. 

Mr. Hetier. How many houses did you discover in that condition ¢ 

Mr. Lunp. I think we found eight in 1946 and something like three 
or four a year and a half ago. All of them immediately put up addi- 
tional money and cleared the situation up. 

Mr. Hetzer. Did you take any action against them ? 

Mr. Lunp. No, sir. 

Mr. Hetier. What type of firms were they, brokers or dealers, or 
a combination ? 

Mr. Lunp. Combination broker-dealers. 

Mr. Hetxer. Since the occasion have you rechecked their reports? 

Mr. Lunp. Yes. Those specific firms and also all the others we have 
felt might be in some precarious condition we kept a close watch over. 

Mr. Hetier. These particular firms are kept under pretty close 
surveillance ? 

Mr. Lunp. That is correct. 

Mr. Hetier. Were those firms found to be using customers’ free 
credit balances and securities of the customer ¢ 

Mr. Lunp. I do not think we found that in any instance. The gen- 
eral picture was that the firm’s own investments had declined very 
markedly. 

Mr. Hetier. So there had been a depletion of their own capital ? 

Mr. Lunn. Which caused them not to comply with our rule of having 
adequate capital. 

Mr. Hetier. Were reports made on these cases ? 

Mr. Lunp. The various regional offices assisted in gathering the 
information. No specific reports were rendered, except some com- 
ment by the regional office that firm X and firm Y and firm Z had now 
added additional capital, something to that effect. 

Mr. Heiter. Are those facts made public ? 

Mr. Lunp. No, sir. 

Mr. Hetzer. They are treated confidentially ? 

Mr. Lunp. It is very confidential. The firm had not mishandled 
any customer’s money. The only thing that occurred was a tech- 
nical momentary failure to have adequate capital to meet obligations 
under our rules. Upon supplying additional capital to the firm, that 
situation was immediately remedied and no action was taken. 

Mr. Hetier. Were the failures in those cases, which you say you 
discovered in 1946 and perhaps in 1950, caused by the particular drop 
in the market in 1946 and in 1950? 
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Mr. Lunn. That is correct. May I explain, please? 

Each of our regional offices and the home office has a very good 
knowledge of the financial condition of each broker-dealer through- 
out the country by either inspections that we have made or because 
of the finanacial reports they file with us. 

We then know which groups are heavily invested in particular 
types of securities and at a given reporting date. If, for exampie, 
the oil securities should drop drastically, we can screen through in 
our own office and in the regional offices and pick out say 150 broker- 
dealers who seemingly are heavily invested in oil and our request 
would run to those 150 to furnish us a special report of their then 
financial condition. 

So that we can keep abreast. It does not really take the form 
of an investigation. Tt takes the form of a report for additional 
current information. 

Now, were we to get 150 reports, we might find some 8 or 10 firms 
in some jeopardy. We would discuss with them either directly from 
here or from one of the regional offices the necessity for getting up 
additional capital. That is the form this special reporting takes. 

Mr. Heuer. So this investigation of the financial condition is kept 
on a current basis; is that correct ? 

Mr. Lunp. That is correct. It is obtained at the time on a current 
basis. We then follow those particular firms to see whether or not 
they are staying within our rules. 

Mr. Heuer. Let us see if we cannot straighten out this point. 
These special financial reports are not required of all broker-dealers, 
are they? 

Mr. at In 1946, I think we asked for special reports from 
probably three or four hundred, but not from all. 

Mr. Hetier. How do you select that number? 

Mr. Lunp. Because of our existent knowledge of a possibility that 
a firm might come into jeopardy because of a market break. 

Mr. Hetxier. That information is channeled into your office from 
the various regional offices? 

Mr. Lounp. Yes; and we also have it in our office in the form of 
the financial reports that are with us. 

Mr. Hetier. Do you publish any statement based upon your con- 
clusions from these reports? 

Mr. Lunn. No, sir. We have not made any reports. 

Mr. Hetzer. Do you think that would be advantageous? 

Mr. Lunp. If we found something wrong and something that the 
public should be cautioned against, I believe it would be proper to 
circulate the information. 

Where we found a firm was only for 1 or 2 days in a technical 
position of being unable to meet the 1-to-20 ratio and immediately 
sap up additional money, I do not know that the public good would 

e served by disclosure. 

Mr. Heiter. What procedures do you follow in checking the mar- 
kets for regulation A filings to determine whether there has been 
improper pricing, or improper selling practices ? 

Mr. Lunp. The technique we use is this: Each regional office may be 
the recipient at any time of an application for exemption under 
regulation A. They process that application in the regional office 
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and immediately submit to the home office here in Washington copies 
of the application. 

Upon receipt here we check the market for that security throughout 
the entire United States, not only what we might find in the eastern 
sheets, the national daily quotation sheets, but also in the Midwest 
sheets and the California sheets. 

Mr. Hetuer. Is that how you do your checking? 

Mr. Lunp. Yes. 

From those sheets we get indications as to the amount of dealer 
interest which might exist. Then we will follow with a check-up to 
the more active dealers and often ask them for information on their 
trades so we can see the price at which the security has been trading 
for some 60 or maybe 90 days prior to the proposed offering under 
regulation A. In that way we are often able to determine whether 
a manipulation or market grooming has taken place in preparation 
of the offering. 

Mr. Heiter. What method do you use in determining whether 
there is or there has been improper selling practices ? 

Mr. Lunp. We would not, prior to an offering in regulation A, 
check for improper selling practices because we would assume there 
had been no concerted selling drive. That is what regulation A is 
there for, to affect compliance for the purpose of making an offering. 
Once the offering has been made, then we would check in an entirely 
different manner if we received information that the pricing seemed 
unusual so that we could determine whether unfair pricing methods 
had been used. 

Mr. Herter. What percentage of the regulation A filings actually 
go through the process which you have just described of checking on 
prices and practices? 

Mr. Lunp. I think we check almost every regulation A filing to 
determine whether or not there has been market activity which might 
have influenced the price prior to the time of the offering. I would 
make a guess that we do not look at more than 5 out of 100 after the 
offering is made to see whether or not misrepresentations are made. 

We have so many things to do that we normally only are able to 
cover things where there is either a complaint or where we see some- 
thing really unusual. 

Mr. Hever. When did you last find the case of market groomings 
in regulation A filings? 

Mr. Lunp. I think we probably ran into that within the past 6 
months where we believed that the market had been prepared against 
the coming offering. 

Mr. HELLER. What can and did you do in that case? 

Mr. Lunp. We can and did only this: We told the underwriter who 
was going to make the offering that we insist that he would have to 
stay out of the market until the effects of his transactions were worn 
out and the market has again become “plain and pure and free from 
his influences.” 

If I might divert here a moment, in the law it seems to be wrong to 
groom a market and then distribute securities against that artificial 
injection, but a man can make extensive purchases in the market and 
run it up 10 or 15 or 20 — If he does not make an offering, it 
is very difficult, we have found, to hold him for manipulation because 
he gets no direct benefit from running the market. 
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One of our best policing methods has been to watch the market 
operations before an offering and in those instances where we believe 
that something has been done to the market to say to the people, “Look, 
don’t make the offering until you can establish to us that the effects 
of your transactions are out of the market and it is free of the influence 
of the underwriter or the person intending to sell the securities.” 

If they will stay out of the market for some months and then come 
in and show us that their influence is gone, they have had no trans- 
actions for months, then we often say, “Well, all right, go ahead and 
we won’t bring an action if you now go ahead and offer it.” 

Mr. Hetzer. Do you follow up on regulation A filings to see if 
the issue has actually been offered ? 

Mr. Lunp. We at one time seriously tried to follow every statement. 
‘There is no requirement in the law that they must advise us. We did, 
however, write letters to all of them and asked them to furnish, on 
a voluntary basis, the results of these offerings, the costs involved 
and the success of the offering, the period taken to dispose of the 
securities. But the war came along and we got short-handed. We 
have only done that spasmodically since. 

Mr. Hetzer. Do you think the law should require you to follow up 
regulation A filings? 

Mr. Lunp. I do not know what particularly would be gained from 
getting the information. If we were to do it, we might open the 
doorway to requiring every issuer to keep us advised of a registered 
issue. 

Now, whether it would be harmful to the public or beneficial to the 
public to know how a particular issue had gone, I could not answer. 

Mr. Heuer. Could you assign a reason why it has been done in 
certain instances, as you have just told us?’ What was the purpose 
in doing it if it is not necessary or the law should not require it? 

Mr. Lunp. Some years ago we were interested in knowing the total 
volume of security offerings in the United States, not only securities 
which were registered, but also securities which were sold in private 
offerings and in order to round out the over-all figure, we decided to 
follow the regulation A pathway and find out what the total volume 
of actual sales was. I think we were unable to get good figures. So 
many people refuse to answer that we more or less abandoned the 
voluntary method of getting the information. 

I would like to supplement the earlier remarks I made. Our re- 
gional offices very often on their own do, about 6 months after a regu- 
lation A offering, check to see whether or not it was successful. 

Mr. Hetxer. I would like to get into the record the results of these 
follow-ups by the various regional offices. Please furnish us with the 
information and we will consider it as part of your answer at this 
point. 

Mr. Lunp. Yes, sir. For how long a period? 

Mr. Hetzer. For the past 3 years. 

Mr. Lunp. We will try and get that information. 

(The information referred to is as follows :) 

I regret that the limited material available in the regional offices would make 
it impossible to present any reliable conclusions concerning the success of regu- 
lation A offerings other than the statement made on the subject by Mr. Baldwin 
B. Bane, Director of the Corporation Finance Division, at page 442 of his tes- 
timony. 
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However, some years ago our Division conducted a few studies on the charac- 
teristics of securities offerings between $100,000 and $300,000 in amount, exempt 
under regulation A. One of the aspects of these surveys was to check on the 
amount of such issues which were sold. The most complete report covered 919 
issues expected to be offered during the period from May 1945 through the end 
of 1946. Reports received on 656 issues which were actually offered for sale 
showed that on the average 65 percent of the issues, including bonds, preferred 
and common stocks, were sold within a 3-month period after initial offering. 
For common stocks, alone, the percentage sold was 68 percent. A comparison 
was made with sales experience of registered common stocks under $1,000,000 
in size offered during the same period, and while the conclusions are of limited 
significance (chiefly because of the small number of registered small issues), 
the survey indicated that sales experience of issues offered under regulation A 
has not been as good as that of issues registered under the 1933 act. 

Another survey was made covering 209 issues offered under regulation A dur- 
ing the period October 1948 and March 1949, and much lower sales were reported 
than for the earlier period, averaging only 46 percent. The poorer sales probably 
were due to less favorable marketing conditions—stock prices were rising during 
most of the earlier period, up until the middle of 1946, while in the second period 
the market was declining. The last survey made covered 94 issues offered in 
the period October 1949 through January 1950, and it was found that 50 percent 
of the issues were sold within a 3-month period. - 

The 3-month period was selected as being a satisfactory length of time to 
measure sales success as other earlier studies had indicated that generally very 
few additional sales are made after that time. 

Mr. Hetier. To the best of your knowledge, have any proceedings 
been instituted against officials of registered exchanges in the past 
5 years ¢ 

Mr. Lunp. I do not know of any against officials as officials. It 
may happen that we went against them as individual broker-dealers 
but not in their official capacity. 

Mr. Heuter. The job of policing exchanges is carried on by both 
the Commission and the exchange itself; is that correct ? 

Mr. Lunp. That is correct. 

Mr. Hetter. What procedures do you follow to see that the ex- 
changes are enforcing their rules and regulations concerning their 
members ? 

Mr. Lunp. We use various methods of trying to follow the activi- 
ties of the exchanges and whether or not the exchanges are disciplin- 
ing their members. 

or example, we require reporting information from floor traders. 
There must be available certain information as to the activities of 
specialists and other groups, which information enables us to follow 
and study the activities of these people so we may determine for 
example whether floor traders are creating too much activity. 

That is one of the methods we use in seeing whether an exchange 
causes members to comply with exchange rules because they have 
certain rules restricting the activity of floor traders. These reports 
nay us to see whether those floor traders are abiding by the rules. 

e also are advised by the exchanges of each and every disciplinary 
action which the exchange takes against a member or partner of a 
member. We get certain of the details of that information and upon 

erusal, we try to determine mostly whether our laws have been vio- 
ated; that is, the SEC. We thus are able to see how they are dis- 
ciplining their members for violations. 

Mr. Heuer. Have there been any cases in which the exchanges 
should have acted and did not, and as a result the Commission acted ? 

Mr. Lunp. I cannot think of such a case offhand. There have been 
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cases where the Commission has gotten in touch with the exchange 
and suggested they do something. I think in each instance the ex- 
-change has done something. 

Mr. Heuer. Are those cases very infrequent ? 

Mr. Lunn. Yes. 

Mr. Hetter. So far as the securities registered in the national ex- 
changes are concerned, would you recommend that any amendments 
to the law be made either to narrow or broaden the present powers 
of the Commission ? 

Mr. Lunp. I would not be in a position to make any recommenda- 
tion. I cannot think of any recommendation I feel should be made 
-at this time. 

Mr. Hetxier. Would you at this time say the law is adequate? 

Mr. Lunp. I think the law is adequate. The way it is working to- 
day I think it is. 

Mr. Hetier. From what you have been able to see, you do not 
think it needs any change? 

Mr. Lunp. That is correct. When I was first with the Commis- 
sion I was very much of the opinion that a lot of amendment changes 
were necessary. But a harmony has grown up between the exchanges 
and the Commission so that we are able to mutually work out prob- 
lems without too much burden being wrapped around the necks of the 
individual members. I think it is working out generally very well. 
There is a whole new philosophy which has come into this in my time, 
a feeling that nowadays they must, to a large degree, play the rules 
of the game as laid down by Uncle Sam. 

Whereas, when I first came into the Securities and Exchange Com- 
mission, it was matter of a private club philosophy. ‘They were very 
adamant that we were not going to tell them how to run their business. 
I have seen a big change. I do not feel any further change is needed 
at the moment. 

I would like to supplement an earlier answer to help clarify some- 
thing, however. In speaking of the disciplining of members of the 
exchanges, I think you are aware or should be aware that the Com- 
mission has no power anywhere in the laws to discipline an individual 
member for a mere violation of an exchange rule. However, if in 
this violation he also violates one of ours, we then have a handle hold. 
I do not think the violations of the ethical nature are severe enough 
to require any further amendments. 

Mr. Hetter. In other words, the ethical violations are taken care 
of by the exchange itself ? 

Mr. Lunp. Yes, sir. 

Mr. Herter. Would you explain briefly the circumstances under 
which when-issued trading is permitted and the types of unissued 
securities which may be registered ? 

Mr. Lunn. Under the 1933 act, and I am now getting a bit out of 
my province, it is possible to register a security which is going to come 
into being upon certain happenings. That is one type of situation 
where when-issued trading can get started before the actual security 
comes into being. 

There are other reorganization situations where a new security is 
to come out at a future date to represent a now existing security. 

The stockholders have voted on the plan. If it is a plan which 
needs to come before the Commission, possibly the Commissioners 
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will have approved the plan. If it is a plan which needs approval 
by the courts, possibly the court has approved the plan. Then there 
is only at that point a time lag for the deal to be worked out in its 
final details and the exchanges allow, and the Commission allows 
when-issued trading at that point so that there can be continuity of 
securities trading where something can now be traded which will 
come into being and will merely represent what existed sometime back. 

Mr. Hetxier. To what extent does trading in unissued securities 
affect the price of the security when it is issued for public offering? 

Mr. Lunp. I do not think it necessarily has any particular effect. 
It might have effect if there is an awful lot of people who feel that 
the only way they can acquire a security that is coming out is through 
picking up a wilise-Aesend security and it may well be that might run 
the price up so that when the new securities do come out, they would 
have a little higher market, market value. The same may be true in 
reverse. On balance, there is no effect in my opinion. 

Mr. Hever. Has your division made any study of this subject ? 

Mr. Lunp. No. 

Mr. Herter. There are no published reports? 

Mr. Lunn. No, and I do not think we even have a real study. We 
have a lot of experience with the problem but it is more or less locked 
in our heads, I guess. 

Mr. Hewtier. Was there not a recent break in the market connected 
with when-issued securities ¢ 

Mr. Lunp. That is right. 

Mr. Heruer. When did that take place? 

Mr. Lunn. I think it was about a year and a half ago. 

Mr. Hetier. Would you tell us what the facts were during that 
break and what the Commission did about it? 

Mr. Lunn. I probably will have to supplement the answer, but if 
T recall rightly, two or three securities which were to come out which 
were represented by when-issued securities then being traded took 
rather drastic beatings marketwise and caused certain when-issued se- 
curities to drop some $8 or $10 in value in very short order. This 
started a small panic. It seemed many other holders of when-issued 
securities feared one or two having gone down that there was going 
to be a drop in theirs too. They seemed to have lost track of the 
fact that their securities were anchored to some other securities and 
not to just when-issued securities themselves. Quite a few houses 
that specialized in when-issued securities contracts could be seriously 
affected when such prices drop very drastically. It was at that point 
we stepped into these when-issued securities houses to see how they 
were being affected. 

Mr. Heiter. Was there any effect on other securities? 

Mr. Lunp. Only the general effect that comes when one or two 
stocks which have been relatively stable suddenly break. It seems 
to cause a lot of people to wonder why and wonder whether they 
should hold the securities they have, even though they are in an 
entirely different industry. 

There seems to be a tendency on the part of some people to get 
panicky themselves. If enough of them do it, then you have quite a 
little dip in the market. 

Mr. Heuer. It actually causes an effect on the market? 
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Mr. Lunp. It may on the general market. It has the specific effect 
upon the various securities that were oe 

Mr. Hetrer. Have you any recommendations to make respecting 
further control of when-issued trading as a result of the experiences 
you have just described ¢ 

Mr. Lunp. No. I think we have that pretty well in hand now. We 
had a period where there was some confusion in the industry as to 
when when-issued securities might be issued. I think the Commission 
has clarified that by rulings over the years so that we do not have 
any real problems in when-issued trading. 

I would like to supplement this answer a bit by saying that while 
all those things are generally all right, it might be well to consider 
the advisability of giving the Commission some rule-making power 
to combat what might arise in the future if dealers attempt to pre- 
maturely start trading activity in when-issued securities which have 
not yet been approved by stockholders and the necessary coyrt or 
Government agency. 

I would also like to point out there may be slightly different prob- 
lems confronting us, depending upon ehicione when-issued trading 
takes place on a stock exchange or in the over-the-counter market. 

Mr. Hetier. If you care to clarify your answer further, would you 
be good enough to prepare a statement and we will insert it in the 
record at this int? 

Mr. Lunp. Thank you very much. 

(Statement referred to is as follows:) 

The Commission has adopted rules pursuant to powers granted under the 
Securities Exchange Act of 1934 establishing the conditions under which securi- 
ties may be traded on a when-issued basis on an exchange. However, these same 
securities are usually traded also in the over-the-counter market, and the statutes 
that we administer contain no provisions addressed directly to the problem of 
when-issued trading in the over-the-counter market. Premature trading over 
the counter may be limited by the prohibitions in section 5 of the Securities Act 
of 1933 and by limitations in some of the exemptive provisions in section 3 of 
that act, such as the requirement for court or governmental approval of an ex- 
change of securities in section 3 (a) (10). Nevertheless you may have trading 
over the counter when the conditions for trading on an exchange could not be 
met; and this trading in one market and not in the other may operate contrary to 
the public interest. Thus it seems that the Commission should be given the 
powers necessary under the Securities Act of 1933 to regulate or delay the begin- 
ning of when-issued trading over the counter. 


Mr. Hetrer. Under section 12 (d), a security registered with a 
national security exchange may be withdrawn or stricken from listing 
or registration ? 

Mr. Lunp. That is correct. 

Mr. Hetier. How many securities have been withdrawn or stricken 
in the past 2 years? If you do not have the information available, will 
you furnish us with the information ? 

Mr. Lunp. I would guess a couple of hundred, but I will supply the 
correct answer. 

(Information referred to is as follows :) 


DELISTING OF SECURITIES From EXCHANGES 


Section 12 (d) of the Securities Exchange Act provides that upon application 
by the issuer or the exchange to the Commission, a security may be withdrawn or 
stricken from listing and registration on a national securities exchange in ac- 
cordance with the rules of the exchange and subject to such terms as the Commis- 
sion deems necessary for the protection of investors. 
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During the 2-year period ended June 30, 1951, 379 securities were removed from 
listing and registration on national securities exchanges pursuant to this section. 
In some instances the same security was removed from more than one exchange 
so that the total number of removals including duplications, was 452. In the 
same period, a total of seven securities were removed from listing on exempted 
exchanges. These delistings were effected under the following categories: 


SECURITIES DELISTED BY APPLICATION 


The granting of applications filed by exchanges pursuant to rule X-12D2-1 (b) 
resulted in striking 14 securities from listing and registration ; in one instance the 
same security was stricken from two exchanges so that the total number of 
removals, including this duplication, was 15. In 11 cases securities were delisted 
on the ground that the amounts of the issues remaining outstanding had been 
reduced to inconsequential proportions by reason of exchanges or redemptions. 
In the three remaining cases the securities were delisted by reason of reacquisi- 
tion of most of the shares in one case, liquidation in one case, and bankruptcy 
and termination of transfer facilities in the remaining case. 

The granting of applications filed by issuers pursuant to rule X-12D2-1 (b) 
resulted in the withdrawal of 11 securities from listing and registration. The 
reasons for these delistings was inactivity on the exchange in seven cases; con- 
centrated ownership in one case; small number of shares outstanding as a result 
of an exchange offer in one case; liquidation in one case; and in the remaining 
case the issuer applied to delist from one of two exchanges in the same locality 
on which its security was traded. 


SECURITIES DELISTED BY CERTIFICATION 


Pursuant to rule X-12D2-2 (a) securities which have been paid at maturity, 
redeemed or retired in full, or which have become exchangeable for other securi- 
ties in substitution therefor, may be removed from listing and registration on a 
national securities exchange if the exchange files a certification with the Com- 
mission to the effect that such retirement has occurred. The removal of the 
security becomes effective automatically after the interval of time prescribed 
by the rule. The exchanges filed certifications under this rule effecting the 
removal of 335 securities. In some instances the same security was removed 
from more than one exchange, so that the total number of removals, including 
duplications, was 407. Successor securities to those removed became listed and 
registered on exchanges in many cases. 

In accordance with the provisions of rule X-12D2-1 (d), New York Curb 
Exchange removed 19 securities from listing and registration when they became 
listed and registered on New York Stock Exchange. This rule permits a 
national securities exchange to remove a security from listing and registration 
in the event trading therein has been terminated pursuant to a rule of the 
exchange which requires such termination if the security becomes listed and 
registered and admitted to trading on another exchange. Removal under this 
rule is automatic, the exchange being required merely to notify the Commission 
of the removal. 


SECURITIES REMOVED FROM LISTING ON EXEMPTED EXCHANGE 


A security may be removed from listing on an exempted exchange by such an 
exchange filing an appropriate notification setting forth the reasons for the 
removal. One exempted exchange removed seven securities from listing thereon 
during the 2-year period, due in two cases to the redemption of the security; in 
two cases to liquidation of the issuers; in one case to the expiration of a voting 
trust agreement, and in the remaining two cases the securities became exchange- 
able for other securities which subsequently became listed on the same exchange. 

Mr. Heuer. In cases where securities have been withdrawn or 
stricken from listings, what notice, if any, is required to be given to 
the security holders and to the public generally ¢ 

Mr. Lunp. That again depends upon whether the spemeiien is 
made by the issuer of the securities or by the stock exchange. 

Mr. Hewier. Take each case. 
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Mr. Lunp. In the case of the stock exchange, a stock exchange may,, 
for a reason of its own, suspend trading in a security. 

Mr. Hetxer. Because of inactivity in trading? 

Mr. Lunp. Yes, or because another company has bought the con- 
trol and there are no securities left. There are many reasons. 

If the stock exchange makes the application, then the Commission 
does not hold a public hearing to determine whether the securities. 
should be removed. If, however, the issuer is asking that its securi- 
ties be stricken, the Commission often holds hearings to determine 
the reasons for the request of the issuing company. In that connec- 
tion the stockholders may be asked to vote and how they feel about it. 
In all these cases there is notice and opportunity for hearing. 

In two of our most poe cases, although they each occurred 
some 6 or 7 years ago, the stockholders voted against the taking of the 
securities off the listed market and the Commission refused to abide 
by the wishes of the issuing company and left the securities on. The 
stockholders, in voting, said they wanted the proxies and they wanted. 
the protections that were afforded by the listing privileges. 

We have very few such applications any more. I think we have not 
more than two by issuers in the past year. In one of them we held hear- 
ings and in the other I think it is still pending. 

Mr. Heiter. Does the Commission take any action when a security 
becomes absolutely worthless, for example, where a security is wiped 
out in a chapter X, reorganization ? 

Mr. Lunv. The Commission has an understanding with the stock 
exchanges, which understanding grew about 1943 or 1944 that once 
the Commission had declared the security worthless, the exchanges 
would take that security off the trading board. It has been un- 


fortunate for some people, and fortunate for others, but in two of 
those instances where the securities were removed, they have come 
back to be very active traders and now have considerable market 
value, even though the Commission declared them to be worthless 
and the courts also. 

The Congress has not felt that we have a right to pass on the 


merits of securities, whether they are good or bad. We have not 
taken the initiative to remove any securities because no one knows. 
whether a thing which appears to be totally worthless today, will 
have some value in the future or may not have some kind of value 
to some people. 

Mr. Heuer. Several years ago there was an active market in con- 
nection with the Russian Imperial bonds. They were worthless, 
were they not? 

Mr. Lunp. The Russian Imperial bonds were in default under the 
Czarist government. They were repudiated by the Kerensky govern- 
ment and by the Lenin government. On their face they were seem- 
ingly of no value whatever. Moreover, there were $75 million of 
them and there are today $75 million of counterfeit additional Rus- 
sian bonds. No one knows whether the counterfeits are the legiti- 
mate ones or vice versa, because the securities appear to be identical 
except for a Greek cross on the border. We have interviewed the 
former Czarist treasurer and he tells us one of the securities is legiti- 
mate. We have also gone to Russian experts and they say that the 
ones some see as legitimate are really spurious. We therefore have 
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150 million of Russian Imperial bonds which are being traded and 
repudiated twice, half of them counterfeit and in default since 1913 
or 1914 and people are still buying them. 

Mr. Heuier. And people are still buying them. 

Mr. Lunp. Those securities are traded today on the Curb Exchange 
and the question comes up: Why should they be traded? A number 
of years ago Ambassador Davies wrote a book about his mission to 
Moscow. In that book on one page he said that the Russian external 
debt was so small that obviously it would pay it off in order to be 
able to borrow $8, $10, or $20 billion from Uncle Sam for recon- 
struction purposes, 

That little comment in that book on one page caused those bonds, 
to our knowledge, to go from $20 a bond to $220 a bond in short 
order. There are thousands of people in the United States today 
who are fully convinced Russia will pay off those bonds because it is 
her only external dollar debt. They feel that Russia will do it in an 
effort to be able to work out some big loan or some arrangement with 
us. Those securities are traded every day. Many people believe them 
to be of value. 

Let us approach it from another viewpoint. Some people say that 
if you took them off the exchange they could still be traded in the 
over-the-counter market. Nothing could stop that. They ask this 
question: Isn’t it better to trade them on an exchange where all the 
volume and all the prices are made public compared with being traded 
in the over-the-counter market where there is no publicity ¢ 

Mr. Heuer. Thank you, Mr. Lund. At this time we will recess. 
until 9 a. m, tomorrow morning when we hope we can finish up with 
you. 


(Whereupon, at 5:20 p. m. the hearing was recessed to reconvene ati 
9a.m., Thursday, February 21, 1952.) 
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4 The subcommittee met at 9:30 a. m., parruent to recess, in room 
' 1334 of the New House Office Building, Hon. Louis B. Heller (chair- 
» man of the subcommittee) presiding. 
Mr. Hetier. The subcommittee will be in order. 
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; Mr. Hetzer. Mr. Lund, under section 16 (a) as I understand, every 
officer or director of a company with an equity security registered 
on an exchange, and every person who is directly or indirectly the 
beneficial owner of more than 10 percent of any class of any equity 
securities so registered must file certain reports, is that correct ‘ 

Mr. Lunp. That is correct. 

Mr. Heuter. Is your Division current on these reports ? 

Mr. Lunp. Those reports are handled by the Corporation Finance 
Division, and I do not know the status. 

Mr. Heiter. You do not have control of examinations in your 
Division ¢ 

Mr. Lunp. That is correct. 

Mr. Heiter. Do you ever examine them ¢ 

Mr. Lunp. Oh, yes; we look at them frequently. 

Mr. Hetxier. On what occasions ¢ 

Mr. Lunp. Well, for example, we need to know whether insiders, 
officers, directors or 10 percent holders, are selling securities in order 
to see that the laws are properly administered in order, for example, 
to detect whether-a distribution is being or has been made without a 
registration statement. 

Mr. Heuer. And in looking only for that, you make an examina- 
tion ? 
Mr. Lunp. That is formally our procedure. 
‘ Mr. Hetirr. That is your practice ? 

Mr. Lunp. Yes. 

Mr. Heiter. If the only security which is issued is a debt security, 
and none of the equity issues of the company have been registered, I 
take it that no report need be filed, is that correct ? 
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Mr. Lunp. I think that your problem as stated would be correct. 
I cannot conceive of a company without an issue of security other than 
a debt security. However, there would have to be some kind of an 

equity or ownership. 

Mr. Hetier. There is equity but they are not registered, and I un- 
derstand under those circumstances that no report need be filed, is that 
correct ? 

Mr. Lunp. Yes, this reporting requirement applies only where an 
equity security is listed. 

Mr. Hetter. Do you believe an amendment is necessary to cover 
the filing ¢ 

Mr. Lunp. Well, I am not of the opinion that an amendment is nec- 
essary there in section 16 (a). I am of the opinion that a broader 
program of legislation is necessary to bring in all companies, something 
on the order of the Frear bill, which would accomplish more than this 
narrow objective here. 

Mr. Hetier. Has the Commission the same power to institute suit 
to recapture insiders’ profits in the same way as the issuer or security 
holder under section 16 (b) ? 

Mr. Lunp. I am of the opinion that the Commission has no power 
to institute suit itself. 

Mr. Hetier. Would it be desirable to give the Commission such 
power ? 

Mr. Lunp. My personal opinion would be that it would not. 

Mr. Hetirr. Why? 

Mr. Lunp. Well, we would become in large part a collection agency. 

Mr. Heuer. It is the same old argument, putting the Government 
into business; is that the idea? 

Mr. Lunp. That is what bothers me; yes, sir. 

Mr. Heuier. Would you know the volume of suits by issuers or 
security holders under section 16 (b)? Would you be able to give 
us that information ? 

Mr. Lunp. I think we can give you some information. 

Mr. Hetier. Has the SEC participated in any suits by issuers or 
security holders under section 16 (b) ? 

Mr. Lunn. I think we will have to supply the information. I am 
advised that we have participated as an amicus curiae in some cases. 

Mr. Heiter. Well, when you have compiled that information, would 
you submit it as your answer to this point. 

Mr. Lunn. Yes. 

(The information requested follows :) 

The Commission has knowledge of some 34 actions that have been brought by 
issuers or security holders under section 16 (b) of the Securities Exchange Act 
of 1934 since its adoption. It is possible that there have been a few additional 
actions that have not come to our attention. The Commission has participated 
as amicus curiae in 21 of these 34 cases. The cases are listed at page 465. 

Mr. Hetzer. What action is taken by the Commission when it 
discovers that insiders have made forbidden profits on short-swing 
transactions? 

Mr. Lunp. I think that that has taken two forms. If the company 
is filing a proxy statement, we have required information in the proxy 
statement as to the facts so that stockholders can ascertain just what 
profits have been made. We have also caused balance sheets to be 
footnoted to show a possible recoverable amount, but our chief weapon 
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of disclosure has been as a result of our monthly publications showing 
changes in holdings of officers, directors, and 10-percent holders. 

Mr. Hewier. How are these publications called to the attention of 
stockholders where no proxies are solicited ? 

Mr. Lunp. We prepare a monthly bulletin which shows all changes 
in holdings, and this is given to the press, and the press performs a 
service of revealing to the public changes in ownership. 

Mr. Heuirer. Yesterday we discussed the lack of interest by the 
press in exposing the fraudulent Canadian security racket, and now 
you say that the press does perform a service in publishing SEC 
information. Please clarify this. 

Mr. Lunp. I probably should clarify the two methods used by the 
Commission for the dissemination of important financial and other 
developments. Every rule or proposed rule, notice of Rd yi aed 
for hearing, order for hearing, and interim or final order and decision 
of the Commission is issued not only to the parties in interest but also 
is printed as a “release” and distributed free to mailing lists. These 
lists are broken down into different categories—such as Securities 
Act releases and Holding Company Act releases—and contain the 
names of members of the public who have made specific requests to 
be placed on the particular list or lists. In addition, new rules and 
important patiey decisions are distributed to each registrant affected. 
For example, a release concerning a new rule applicable to brokers and 
dealers will be sent to all registered brokers and dealers. 

All of the above printed releases are distributed to the press. In 
addition, the Commission’s secretary prepares a daily summary of all 
SEC events of interest to the investing public and of all releases, and 
distributes this summary to approximately 425 representatives of the 
press. This enables the press to obtain the information almost im- 
mediately, and on the average 2 or 3 days in advance of the printing 
and distribution of the release. I should point out, however, that the 
Commission has no publicity department, and issues no propaganda 
or slanted information. The press summary is factual, a sort of 
“boiled down” version which requires less explanation and is con- 
duecive to more accurate reporting. 

I should also like to supplement my earlier answer. The forms 4, 
5, and 6 which reflected the changes in ownership of officers, directors, 
or 10-percent holders, are also filed with the stock exchanges, and are 
published there, so that apart from any efforts made by the SEC. 
there is available to the general public that cares to go in and look 
for the information—information concerning changes in ownership. 

Mr. Heuxer. As practical situation, however, the stockholders ac- 
tually have to go out and make a search, is that correct ? 

Mr. Lunn. I think that it is. May I please further supplement the 
answer given in this respect, that if proxies are riniled out they 
generally go to all stockholders, and stockholders through that method 
are apprised of the changes in ownership. 

Mr. Hetter. What would you say to the proposition of requiring 
the companies to apprise directly their stockholders by sending them 
statements of the insiders’ profits which have been made? 

Mr. Lunp. I would be very much in favor of such a requirement 
provided the amount of change in ownership was material. I feel 
that if it were 50 shares or 100 shares, or also if it were a gift as con- 
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trasted with a sale, it might make a difference as to the necessity for 
advising the stockholders. 

Mr. Hetier. And that would depend upon the amount held, is that 
correct ? ° 

Mr. Lunp. That is correct. 

Mr. Hettrr. Mr. Lund, does the exercise of option and warrants 
fall within the ban of this section. 

Mr. Lunp. Yes, the exercise of options and warrants are deemed 
to be purchases within the purview of section 16, under many cir- 
cumstances. 

Mr. Het.er. It has been said that this provision may act as a 
deterrent to initial registration on a national security exchange. 

Mr. Lunp. I think that is correct. Z 

Mr. Hetter. Is that a valid criticism ? 

Mr. Lunp. Yes, I think that that is a valid criticism. However, 
might I say here that this problem would fall within the confines of 
our general counsel’s office, and they could better interpret the 
question. 

Mr. Heuer. In your opinion, Mr. Lund, would you say that section 
16 (b) has been effective and useful ? 

Mr. Lunp. I think it has. 

Mr. Heuter. Incidentally, has the Commission recently adopted a 
rule on options and warrants? 

Mr. Lunp. Yes. 

Mr. Hetier. Can you tell us what the effect has been on the adop 
tion of this rule? 

Mr. Lunp. I will get you an interpretation if I may, that is the 
general counsel's province, but I will see that they provide an answer 
which I can fit in at this point. 

(The data are as follows:) 

Rule X-16B-6, which became effective in November 1950, grants partial ex- 
emption with respeet to profit which might otherwise be deemed to have been 
recoverable in connection with the sale of securities acquired pursuant to the 
exercise of an option or similar right. Only one case has been decided since the 
promulgation of this rule which involved its application (Blau v. Hodgkinson, 
100 F, Supp. 361 (SDNY, 1951)). That case resulted in a judgment of $8,314.86 
Plaintiff claimed that, in the absence of the rule, the recovery would have been 
$15,344.53. 

Mr. Heturr. Mr. Lund, in addition to registered securities there 
are two broad categories of securities with which the SEC is concerned. 
One is those which are traded in over-the-counter markets, and two, 
those traded on an exchange on an unlisted basis, is that correct ? 

Mr. Lunp. That is correct. 

Mr. Hetier. Would you be good endugh to explain briefly to this 
committee in what respect unlisted trading differs from trading in 
listed securities in terms of supervision over prices, protection to 
investors, and the maintenance of an orderly market? 

Mr. Lunp. Let me try to get at the question this way. There are 
on the exchanges today, certain of the exchanges, many securities 
which have full trading privileges but which are not registered. 
These are securities which were traded prior to the passage of the 
1934 act, and were allowed by the act to continue their status of being 
tradable on an exchange. 
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There are other securities which under section 12 can be traded on 
an exchange without full registration because of registration om 
another exchange, and there is a third category of security. which can 
be traded without full registration in instances where the require- 
ments of the 1933 act, for example, have been fully met, and upon 
application the exchange has the right to trade in those securities. 
Once the security is on the exchange, whether registered or unlisted, 
the publicity given to trade is the same in either instance. The price 
in either instance, Of course, is determined by an auction market with 
full publicity to both volume and price. The big difference comes in 
the information available to stockholders and the proxy and other 
rights which are enjoyed by holders of listed securities as contrasted 
with holders of unlisted securities. 

Mr. Hetuer. Is there unlisted trading on the New York Stock 
Exchange ? 

Mr. Lunp. No; the New York Stock Exchange has only fully 
registered securities. 

Mr. Hevier. How about the Curb Exchange? 

Mr. Lunp. The curb has some 300 to 400 unlisted securities account- 
ing for a substantial part of the total volume on the exchange. 

Mr. Heuer. As I understand, section 12 (f) reflects the Com- 
mission’s proposal with respect to unlisted trading. I think that you 
made reference to it but did not mention the section. 

Mr. Lunn. Yes, the present section 12 (f) was proposed by the 
Commission in 1936, if genet a rightly. 

Mr. Heuer. Has that section met the problems which the Com- 
mission envisaged and the evils to which it was addressed ? 

Mr. Lunp. I think generally it has. However, it has not worked 
out quite as anticipated in 1936. If I remember rightly, in the hear- 
ings at that time, it was estimated by the Commission that within 
relatively few years all unlisted trading securities would have found 
a demise, and that all securities left on exchanges would be fully regis- 
tered. It is true that the unregistered securities have dropped from 
approximately 800 in number in 1936 to roughly 350 today. 

Mr. Hetxer. Would you, from your experiences, recommend that 
unlisted trading be abolished entirely ? 

Mr. Lunp. No, sir; I would not. 

Mr. He.ter. Do the applications for unlisted trading privileges 
come before your Division? 

Mr. Lunp. That is correct. 

Mr. Heuer, What standards do you apply before an application 
for unlisted trading privileges is granted ‘ 

Mr. Lunp. That is a rather large problem. For example, there are 
two schools of thought. One school of thought 

Mr. Heiter. Are you now going to explain the procedure that you 
follow when an application is made, or just the standards? 

Mr. Lunp. Just the standards. One school of thought believes that 
a2 company has the right to determine whether or not its securities 
should be listed on a stock exchange, and that if the company does not 
wish such listing the securities should not be listed. There is another 
school of thought which believes that the stockholders are the persons 
having primary interest, and that, if it is in the best interest of the 
stockholders to have a public open auction market, that the securities 
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should be traded on an exchange whether the company wishes it or not. 
Therefore, there are two philosophies involved. The Commission, 
however, must by statute determine whether there is adequate trading 
in the vicinity, and also whether there are adequate holdings in the 
vicinity to warrant trading. 

Mr. Hetier. Would you tell us what procedures are generally fol- 
lowed when an application is received ? 

Mr. Lunn. We get two forms of applications, oge form we have not 
had for a number of years, and that type is the application of an 
exchange requesting trading privileges for a company registered 
under the 1933 act, for example, and where the issuing company has 
not made any application to list securities. In about 1945, the New 
York Curb requested trading privileges for six companies, and after 
extensive hearings the Commission turned down five of the six 
requests. 

Ve have had no such requests in that field since that time. How- 
ever, the normal thing that we have from day to day, is this situation : 
A security is listed for example, on the New York Stock Exchange, and 
the San Francisco Exchange will make an application to us pointing 
out that in the area of the San Francisco Pichanae and within its 
vicinity there are 150,000 shares held by local holders and that the 
trading that they have been able to find amounts to 61,000 shares, for 
example, during the past 12 months. They will tell us that they feel 
that that security should be accorded unlisted trading privileges on 
the San Francisco Exchange. Now, within the purview of the statute 
if they can make a showing to us of the holdings in the vicinity, and 
the volume, both being adequate to warrant trading, the Commission 
normally will, after an opportunity for hearing, grant the application 
for unlisted trading on the San Francisco Exchange. Incidentally, 
we have a great many of such applications each year. If I may I would 
like to expand this last answer just a bit. The great number of cases 
which get unlisted trading privileges fall within clause 2 of section 
12 (f). I feel that the committee might well give consideration to 
an amendment to that section to delete the necessity for an application 
being filed with the Commission in those clause 2 cases. For example, 
if a security is fully registered and listed on a stock exchange, I think 
that it should be permissible to trade that same security on any stock 
exchange without the necessity of going through an application. 
When a security is listed on a stock exchange, there generally is little 
over-the-counter interest in trading it, and we receive no objections 
whatever from over-the-counter houses to these applications that 
come to us every day. 

In other words, once a stock-exchange price is rung up, it is quite 
difficult for over-the-counter dealers to handle that security unless 
they handle it on the same narrow spread basis as the stock exchange 
commission, 

Mr. Hetzer. Mr. Lund, how many original securities which were 
traded prior to March 1, 1934, still have unlisted trading privileges? 

Mr. Lunp. The answer to that would be Spproxtiatery 350 secur- 
ities. 

Mr. Heuer. Has the Commission had occasion to suspend unlisted 
trading privileges in any case in the past 5 years? 

Mr. Lunp. I do not recall of any instance where we have. 
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Mr. Heuer. If you find there have been instances you can include 
it at this point in your answer. 

Mr. Lounp. Thank you. 

(The information is as follows:) 


SUSPENSIONS OF UNLISTED TRADING PRIVILEGES BY THE COMMISSION 


The Commission has never had occasion to take affirmative action to either 
suspend or terminate unlisted trading privileges in any security on an exchange 
subject to its jurisdiction. 

Mr. Heuer. It has been suggested, Mr. Lund, that an issue of securi- 
ties should not be admitted to unlisted trading privileges without the 
consent of the issuer. What is your opinion on that ? 

Mr. Lunp. In my opinion it really is not any of the issuer’s business. 
I feel that the stockholders have the paramount interest, and if the 
stockholders feel that they would like a listed market, or at least an 
exchange market, they are entitled to it. 

Mr. Hetter. In addition to the suggestions you have already made 
in connection with section 12 (f), do you believe that any additional 
amendments or changes to section 12 are necessary ¢ 

Mr. Lunp. I do not think of any of them at the moment, but I would 
like the opportunity to supplement the record if I think of any. 

Mr. Hever. You may have that privilege. In 1945, I believe, your 
Division studied prices paid by the public in over-the-counter markets 
and on the registered exchanges. Do you recall briefly what the con- 
clusions of tltat study were? 

Mr. Lunn. Well, in general, the conclusion was that profits were 
smaller to participants in exchange transactions, that is the brokers and 
the dealers, than in over-the-counter transactions. In other words, 
over-the-counter transactions normally had a larger mark-up or larger 
ratio of profit. 

om can. Did you make any recommendations as a result of that 
study ¢ 

Mr. Lunp. We made no recommendations that the margin of profit 
be changed. The study was made for an entirely different purpose, as 
I recall it, and it did serve its usefulness. 

Mr. Heiter. Since 1945, have any similar studies been made? 

Mr. Lunp. I do not think we have undertaken any real studies. We 
are of course from day to day aware of differences in prices between 
over-the-counter transactions and listed security transactions, and the 
margin of profit. 

Mr. Heuer. In what respect is the protection accorded to security 
holders of a listed company, or a public utility holding company, or an 
investment company, under sections 12, 13, 14, and 16, not extended to 
or available to (a) a security holder in a corporation not listed or regis- 
tered but which now offer securities to the public, and (6) security 
holders in a corporation which has done no public financing since 
1936 ? 

Mr. Lunp. I will supply the answer. 

(The answer is as follows 3 

As I understand your question, in the first part of it you inquire to what extent 
a security holder in a corporation whose securities are not listed and registered 
on an exchange, but which now offers securities to the public, has the protection 


accorded to security holders of a listed company under sections 12, 13, 14, and 
16 of the Securities Exchange Act. 
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Where a company ffers securities to the public, in the absence of some exemp- 
tion under the Securities Act of 1933, the: would ordinarily have to be registered 
under that act. The Securities Act revistration statement includes more infor- 
mation than that required to be contained in an application for registration of 
the securities on an exchange under section 12 of the Securities Exchange Act. 
However, the information in a Securities Act registration «tatement soon be- 
comes out of date unless section 15 (d) of the Securit’es change Act of 1934 is 
applicable. As you know, this section requires issuers whic! file registration 
statements under the Securities Act to undertake to file su: upplementary and 
periodic information and reports as may be required by the Commission’s rules ; 
but such undertaking becomes operative only if the aggregate offering price of 
the issue registered under the Securities Act, plus the aggregate value of all 
other securities of the same class outstanding, amounts to $2,000,000 or more. 
Further, the duty to file this additional information is automatically suspended 
if, among other things, the aggregate of all outstanding securities of the class is 
reduced to less than a million dollars computed in the manner prescribed in 
section 15 (d). Conversely, an issuer which has securities listed and registered 
on an exchange pursuant to section 12 of the Securities Exchange Act is required 
to file annual and other periodic reports pursuant to section 13 of the Securities 
Exchange Act and the rules thereunder. This keeps the information in the 
Securities Exchange Act registration statement up to date. 

In addition to the above, a security holder in a corporation whose securities 
are not registered under the Securities Exchange Act, does not get the protection 
afforded by sections 14 and 16 of the Securities Exchange Act to the stockholders 
of companies which have securities listed and registered on a national securities 
exchange, even though the securities are sold pursuant to a registration statement 
under the Securities Act, and even though the section 15 (d) reporting require- 
ments are applicable. That is, they don’t have to be furnished proxies or proxy 
material conforming to the rules and regulations of the Commission when their 
proxies are solicited; and insiders don’t have to file reports of their holdings 
or transactions, and don’t have to disgorge their short-swing tnading profits. 

The security holders in a corporation which has done no public financing since 
1986 would have none of the protection accorded to security holders of a listed 
company, a public utility holding company, or an investment company. If the 
securities had been offered subsequent to the passage of the Securities Act and 
had been registered under that act, the information in that Securities Act regis- 
tration statement would be long out of date; and if the registration statement 
had been filed prior to August 27, 1936, the stockholders of this company would 
not even have the protection afforded by section 15 (d) of the Securities Exchange 
Act because the issuer would not have to file any of the supplementary or 
periodic reports required by that section. 

The Commission’s report to the Congress on its Proposal to Safeguard In- 
vestors in Unregistered Securities (H. Doc. 672, 79th Cong., 2d sess., 1946), and 
the supplemental report on the same subject that the Commission submitted to 
the Congress on January 9, 1950, contains more detailed information on this 


subject. 

Mr. Hetter. Also advise us whether, in your opinion, corrective 
legislation is necessary or is required to extend to such security holders 
the protection now accorded the security holders of listed companies. 

Mr. Lunp. I will supply that. 

(The data is as follows:) 

For the reasons detailed in the Commission’s reports on its Proposal To Safe- 
guard Investors in Unregistered Securities, it is my opinion that corrective 
legislation is necessary to extend to holders of unregistered securities the 
protection now accorded to security holders of listed companies. Proposed 
legislation to accomplish this purpose is set forth in those reports and in the 
pending bills S. 1860 and H. R. 1383 and H. R. 4143. 

Mr. Herter. To what extent would you say section 15 (a), which 
relates to the registrations of brokers and dealers, protects investors 
who buy in over-the-counter markets? 

Mr. Lunp. There is a great deal of protection afforded the public 
through the registration process. As we mentioned yesterday, we 
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are able to eliminate certain persons from the business, because of past 
records or past bars. 

Moreover by being registered with us, they become subject, to our 
supervision, and our inspection processes, and we are able to aid them 
in compliance with the laws by constant surveilance. Probably the 
most important single benefit to the public is the prophylactic effect 
from the mere fact of registrations and the mere knowledge that they 
are subject to a Federal agency. 

Mr. Hetrer. If you do not have this information available now, we 
would appreciate it if you could supply us with it. Would you ad- 
vise us how many applications for registrations of brokers have been 
denied in the past 5 years. 

Mr. Lunp. I will supply that answer. 

Mr. Hetier. Also a ‘you supply us with this information: How 
many revocation proceedings have there been, and how many have 
resulted in revocation of registration ? 

Mr. Lunn. We have had about 820 revocations to date; that is 
broker-dealer registrations. That is not the past 5 years. 

Mr. Hetzer. Would you know how many withdrawals of regis- 
trations occurred within the past 5 years? If you do not have the in- 
formation, please supply it for us. 

Mr. Lunp. I will supply that information. 

Mr. Heuer. Please include the number of cancellations of regis- 
trations. 

Mr. Lunp. I will supply that. 

(The information is as follows:) 


Broker-dealer applications 


| Fiscal years ending June 30— 





| ror | 1048 | 1949 | 1950 | 1951 








Applications for registration pending at beginning of 
year ose 40 29 | 23 23 


Applications for registration filed ee en , : 466 429 | 





Total__.- eawsoe patna 52 506 f 487 





DISPOSITION OF ABOVE APPLICATIONS 





Applications withdrawn before effective date (no pro- | | | 
ceedings instituted) * neanganhinielnel 11 17 | 

Registrations made effective are 461; 416] 

Registrations denied - . 4 | 1 2 

Applications withdrawn after proceedings ins | 

Applications for registrations pending at the end of 
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Mr. Hesxer. In your opinion, Mr. Lund, has regulation provided 
under section 15 (A) achieved the objectives to which the Maloney Act 
was addressed ? 

Mr. Lunp. Yes, I think it largely has, that is section 15 (A). 

Mr. Hexier. Yes. To what extent does the Commission supervise 
the enforcement of the rules of the NASD? 

Mr. Lunp. We are told by the NASD of the various rule changes 
which they proposed to make and actions which they take. For ex- 
ample, since 1940 the NASD has furnished us, on a confidential basis, 
information respecting four hundred fifty-odd actions which they 
have taken against their members. That gives us some inkling of how 
they are enforcing their rules. We also enjoy very friendly relation- 
ships with the NASD officials and are in constant touch with them 
from day to day, as to their problems. Of course, you understand 
that the NASD may not modify or adopt a new rule without first pre- 
senting that to the Commission for its views. I feel that the NASD 
has done a good job with its membership. 

Mr. Heuer. Should the proxy powers be expanded to require solici- 
tation by all corporations / 

Mr. Lunp. I think yes, very much. I think it would be in the public 
interest to have that power. 

Mr. Hetier. That would create more corporate democracy, is that 
correct ¢ : 

Mr. Lunp. That is correct. 

Mr. Heuier. Mr. Lund, your Division is concerned with the activi- 
ties of brokers, dealers, specialists, and floor traders ? 

Mr. Lunp. That is correct. 

Mr. He.ier. Two of the problems, which your Division has dealt 
with, have been the segregation of broker-dealer functions and the 
protection of customers’ funds / 

Mr. Lunp. That is right. 

Mr. Hexier. Do you think that the use of customers’ free credit 
— and securities by brokers is now adequately regulated by the 

Mr. Lunp. I think the answer to that is that things are generally all 
right. We of course run on to an occasional thief among 4,000 broker- 
dealers who would misuse free credit. balances and customers’ funds. 
Generally, however, there does not seem to be abuse or a harm to the 
public in the use of either free credit balances, or customers’ securities. 

The figures which we have would seem to indicate that for example 
New York Stock Exchange members hold approximately $800 million 
of free credit balances and are using much bE that along with certain 
of their own funds to finance debit balances of about $1,200 million. 
So looking at the over-all picture, there does not seem to be much of 
a problem. In individual houses there of course could be. 

Mr. Heuer. In other words, you do not think any additional pro- 
tection is necessary for the investor, is that correct ? 

Mr. Lunp. I do not think that there is; no, sir. 

Mr. Heuier. Mr. Lund, do you think that brokers who hold customer 
credit balances should be required to segregate them from their own 
funds and perhaps even hold them in escrow accounts, or is that too 
much of a policing problem ¢ 
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Mr. Lunp. I am not so worried about the policing problem if it gives 
the public a benefit. I do not think that the public would get much 
benefit in most instances. However, it might be well to give the Com- 
mission the rule-making power clearly to do such things. 

In our amendment proposals in 1941 we did ask for some clarifica- 
tion so that there would be no question of our having the power to do 
such things. It is also argued by some people that we presently have 
the power and we could expand our own rules. If there is any ques- 
tion it might be well to clarify the point and give us the power. But 
I do not know whether we Thon use the power widespread or in 
certain classes of instances, that is if we were to get it. 

Mr. Hetxier. Would you say that a substantial measure of short sell- 
ing is made possible because securities belonging to investors are left 
with and used by the brokers? 

Mr. Lunp. Certainly, that is the source of the security for delivery. 

Mr. Hetzer. Do you think that any limitations other than those 
presently in effect with respect to short selling should be prescribed, 
purticularly insofar as customers’ securities and funds are used for 
these short-sale transactions ? 

Mr. Lunp. No, I do not think that there should be any changes at 
all. 

Mr. Hetier. Would you recommend that the Commission be given 
the power to require segregation in the case of brokers who deal with 
listed securities traded on the exchange ? 

Mr. Lunp. I am not quite sure that I understand your question. 
If your question is, do 1 favor a segregation of the functions of a 
person so that he cannot act as both a broker and a dealer, the answer 
is, “No.” Ido not favor such segregation. 

Mr. Heiter. Why not? 

Mr. Lunp. I think the establishment of a duplication of services 
throughout the country which would be necessary if the broker func- 
tion was severed from the dealer function would cause the public to 
pay extremely high costs for the service of dealing through either a 
broker or a dealer. I think that possibly in a large city such as New 
York, Chicago, and Philadelphia, the business is substantial enough 
to support both brokers in one capacity, and dealers in another but 
throughout the balance of the country generally the cost would rise to 
such an extent that the public would be kept out of the market places, 
in my opinion. 

Mr. Hetter. Under section 8 (d) of the act, the securities of a cus- 
tomer may not be loaned without his consent, is that correct? 

Mr. Lunp. That is correct. I should supplement that answer, that 
it requires a written consent. 

Mr. Hetier. But there is not such a requirement with respect to a 
customer’s free credit balance, is that correct ? 

Mr. Lunp. That is right, there is no such requirement. 

Mr. Hetier. Would you recommend that the same prohibition which 
now covers the loans of securities be extended to the use of customers’ 
free credit balances? 

Mr. Lunp. I do not think that such a requirement is necessary. I 
do think that times may change, and it might be well to have the power 
in the Commission to meet a problem which might arise as to the abuse 
of free credits in the future. 
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Mr. Hetier. What do you mean when you say “that times may 
change” ¢ 

Mr. Lunp. Well, we have gone through depressions before, and 
we have gone through rather rugged market changes, and it could 
well be that within a market drop or a depression, certain free credit 
balances could be misused much more readily, than for example when 
today things are quite healthy in the brokerage industry, financially 
healthy at any rate, and it could be that a time could come when the 
Commission should put restrictions on the uses of free credit balances. 

Mr. Heiter. Wouldn't you subscribe to the principle that an ounce 
of prevention is worth a pound of cure, and do it now? 

Mr. Lunp. Generally yes, but I am somewhat fearful of Semper 
ing or adding rules and regulations where there is not a real need. 
I think that that same ounce of prevention can be obtained by having 
the power vested in the Commission, and not necessarily the use of 
the power for the moment. 

Mr. Hewier. Your Division did the ground work for the 1936 re- 
port on the feasibility and advisability of the complete segregation 
of the functions of dealers and brokers? 

Mr. Lunp. I think that that is right. 

Mr. Hexuier, In that report, you will recall, the Commission indi- 
cated that it had sufficient powers to deal with problems arising out of 
a lack of segregation of dealers and brokers, and concluded that com- 
plete segregation was not necessary or desirable. 

Mr. Lunp. That is correct. 

Mr. Heuer. Is that the reason for the opinion which you gave us 
a few moments ago, that segregation will not be necessary or desir- 
able? 

Mr. Lunn. I don’t think that I am necessarily influenced by the 
Commission finding in 1936. I think my own experience in this field 
has indicated that the 1936 report was a proper conclusion to draw. 

Mr. Hexer. I don’t understand what the advantages are, as you 
have explained them, and I am wondering whether you can again tell 
us what public advantages are obtained by permitting brokers to 
carry on dealer activities, bearing in mind the advantage to the public. 

Mr. Lunp. We all bring our own backgrounds to any problems we 
face. I was born and raised in a small community out in Utah. 
The broker in the town also acted as a dealer, and from both sources 
he hardly made a living. Now, if he had been confined in my opinion 
to mere brokerage activities, with no underwritings of any kind, 
and merely the taking of people’s orders, he would have had such 
a small income that he would have dropped out of business; or con- 
versely, if he had been confined to mass Saal nn and dealings and 
could not have made any money through a brokerage function, and 
no commission for taking orders, he could not have survived on that 
side of the fence either, and the net result would have been that this 
little community would have had no broker-dealer, I am sure, and 
then people who wished to invest in the markets would have been under 
some type of handicap at any rate in placing their orders, or buying 
securities. I think it is a very healthy thing for the doorways to be 
open for people who want to buy securities, and I think it should 
be easy for them to do so. 
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Mr. Hetxer. In the light of your experiences since 1936, would you 
say it would be desirable to enact any statutory amendment or to 
issue any new rules to deal] with this subject ? 

Mr. Lunn. I see no necessity for it. 

Mr. Hetuer. On page 44 of the Report on Floor Trading, dated 
January 15, 1945, which I understand you wrote, the Division stated 
and I quote: 

We recommend the prohibition of floor trading in stocks on the New York Ex- 
changes as the only practicable means of ridding the market place of the in- 
equities and dangerous consequences of floor trading. 

As we understand, you proposed the adoption of a specific rule, is 
that correct ? 

Mr. Lunp. That is correct. 

Mr. Hetter. Did the Commission adopt that rule? 

Mr. Lunp. No, the Commission did not adopt the rule, and if I may 
I would clarify here, that public hearings were held and the exchanges 
and various other groups were given an opportunity to appear before 
the Commission to express their views, and the staff also was given 
an opportunity to express its views, and as a result of the discussions 
the Cocininnd decided to not follow the recommendation of the staff 
and abolish floor trading, but gave the New York Stock Exchange 
and the other exchanges an opportunity to adopt rules of their own 
which would either substantially curb or abolish the bad practices, 
and salvage what they claimed to be the good benefits from floor 
trading. 

Mr. Hetier. When were those rules adopted by the exchange? 

Mr. Lunn. Along about the fall of 1945. 

Mr. Hetier. Have those rules corrected the situation, and elimi- 
nated the so-called evils of floor trading ? 

Mr. Lunp. Well, in my opinion they have partly corrected them, 
and they have not corrected all of the abuses. 

Mr. Hetier. Are any steps being taken to correct those which 
haven’t been eliminated ? 

Mr. Lunp. Well, we are watching the market constantly, and we 
get reports of the activities of floor traders and we keep the Com- 
mission apprised from time to time of what we see. I think it is 
fair to say that the abuses have been minimized but there are in my 
opinion, certain abuses which still remain, and certain unfair advan- 
tages which floor traders have over the general public. Now, of 
course they argue that they pay large amounts of money for seats, 
and as members they are entitled to certain advantages over the Joe 
Blow in the street who has not bought a seat, and trades in the same 
market. There may be something to their contention. To me I think 
it should be a fully public auction market and that no one should 
have an advantage over anyone else. My views are considered to be 
rather extreme by most people, and I doubt that for my own personal 
feelings there could ever come a time that floor traders could exist 
without having some undue advantage over the general public. 

I am broad-minded enough, I think, to see that there are certain 
amounts of good and certain benefits to the public on occasions from 
the activities of floor traders. I still feel in my own mind that the 
bad outweighs the good, and always will, to some degree. | 




















STUDY OF SECURITIES AND EXCHANGE COMMISSION 649 


Mr. Heiter. In other words, while there has been a minimizing of 
the evils, there has not been a complete elimination, is that correct ? 

Mr. Lunp. In my opinion, that is correct. 

Mr. Hetier. Under the circumstances, would you not be in favor 
of suggesting amendments or greater power to the Commission rather 
than to the exchanges? 

Mr. Lunp. Well, yes, I would be, but let me make this clear, that 
the Commission does not agree with me and my own coworkers do 
not agree with me, so maybe I am not right. In my own mind, I 
think I am right. 

Mr. Heiter. We want your own personal opinion. 

Mr. Lunp. My own personal opinion is that there should be further 
steps to rid the bad practices from the market place. 

Mr. Hetter. Mr. Lund, I want to review briefly the subject of 
manipulation. Section 9 as we understand, prohibits the use of the 
mails and other instrumentalities of interstate commerce for the 
purpose of creating a false or misleading appearance of active trad- 
ing in any security registered on a national exchange. Is that sub- 
stantially correct ? 

Mr. Lunp. That is Sa orey + the purpose of it. 

Mr. Hetter. I take it that this section prohibits washed sales, 
matched orders, touting stocks, circulating fraudulent letters and 
circulars and the use of dummy accounts. That is correct, is it not? 

Mr. Lunp. That is correct. 

Mr. Herter. To what extent is section 9 effective in governing the 
pegging or the stabilization of the prices of securities not registered 
under the act ? 

Mr. Lunp. Well, we have the belief that the same standards apply 
in the listed security markets as in the over-the-counter markets, at 
least we try to apply the same standards, and we have been trying to 
rid both the listed markets and the over-the-counter markets of these 
prohibited practices enumerated in section 9. 

Mr. Heiter. Let me put it this way: Is any corrective legislation 
advisable ¢ 

Mr. Lunp. Well, through both Commission decisions and the gen- 
eral broad principles laid down under section 9, we have applied the 
same standards to the over-the-counter market. I have no suggestions 
of amendment of section 9 except one little thing. I don’t know 
whether it is worth opening the section up or not. Section 9 (a) 2 
provides that it is unlawful for a person ene or with other persons 
to affect a series of transactions which raises or lowers the price for 
the purpose of inducing other persons to purchase or sell, and so forth. 
That is part of the standards set down. 

Now, the words “series of transactions” has caused us a little trouble. 
For example, we ran into a case in New York where a man deliberately 
walked in to rig the market. He so admitted to us in testimony later. 
He knew that an offering was coming out and he was interested in 
it, and he walked into a broker’s office at 2: 30 in the afternoon, know- 
ing that there was going to be a secondary offering of stock after 
3 o’clock, and he walked up to the broker and he said, “I would like 
to buy 500 shares of this particular stock at the market.” 

The broker suggested to him that he wait until after 3 o’clock be- 
‘ause there would be a secondary offering and he would be able to 
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buy it more cheaply, and if he were to go into the market and ask 
to buy 500 shares of that particular stock at the market it might kick 
the price up two or three points, and the fellow said, “I don’t care; 
I want to buy 500 shares and I want to pay the market price, and so 
take my order and get them.” 

So, the broker under those instructions placed the order on the 
floor of the exchange. It is now about 2:30 in the afternoon, and 
the first shares were purchased, let us say, at a price of $55, up 1 point 
from the last transaction, and the next 100 shares were purchased 
at $56, and the next 100 shares were purchased at $5714, and there were 
only 300 shares purchased on the 500-share order, because no other 
shares were offered. 

The secondary offering involved an offering of 55,000 shares at the 
closing price. As a result of the purchase of the 300 shares by this 
man, the market was kicked up 21% points, and 214 a times 55,000 
shares meant a profit to the vendor of an additional $135,000 roughly. 

We, through our detection process, noticed this market activity, and 
shortly after 3 o’clock we went in to the broker who affected the order, 
and we found that the purchase had come from a person vitally in- 
terested in the distribution. However, the distribution got off before 
we could get into court to enjoin it, and it was all sold that afternoon, 
and so we, of course, thought we had a criminal action for manipu- 
lation. 

We took the case to the district attorney in New York, and he said 
we had no case because there was not a series of transactions. We told 
him that there were three 100-share blocks bought, and he said that 
the man who created the activity placed a single order for 500 shares 
and, therefore, it was not a series of transactions. Therefore, you 
have no case. We argued with the man for months, and we took it 
through the Attorney General and everywhere else, and the net re- 
sult was that we were never able to get it to a grand jury, and that 
is a flaw in section 9. 

Now, let us look at it another way. In the 17 or 18 years that we 
have been in existence, that is the only time this has come up. So, 
whether it is worth opening the section or not I don’t know; but, if 
section 9 is going to be opened up in any way, consideration should 
certainly be given to a substitution of the word “transaction” or 
“transactions,” rather than a series of transactions. 

Mr. Heuer. Mr. Lund, have you ever discovered any pools being 
operated ? 

Mr. Lunn. I don’t think that we have encountered such a thing 
since probably 1937 or 1938. Manipulation has taken an entirely dif- 
ferent aspect than the old pool operation where muddy footprints 
were left everywhere. Today it is a very subtle thing and very difli- 
cult to detect. These people are just as ingenious as the policeman 
trying to catch them, and they vary their techniques from day to 
day, and it is a very, very difficult thing and a difficult section to ad- 
minister and enforce. 

Mr. Heuer. Mr. Lund, I understand that the International Bank 
for Reconstruction and Development sought exemption of its se- 
curities under the 1933 and 1934 acts. Is that correct ? 

Mr. Lunp. They sought that; that is correct. 
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Mr. Heuer. They also sought freedom from the stabilization pro- 
visions of the act; is that correct ? 

Mr. Lunp. That is right, and they did not get it. 

Mr. Hetrier. Would you know why they sought these exemptions / 

Mr. Lunp. Well, let me answer a little differently than I did be- 
fore. I think they technically obtained an exemption from section 9, 
but they did not obtain an exemption from the fraud provisions; and, 
inasmuch as the things enumerated in section 9 constitute fraud, they 
really did not get out of section 9. I am not clear as to their purpose 
in seeking these exemptions, and I wasn’t present in the conferences. 
I have heard that they felt that it was absolutely imperative that 
these securities not be sold anywhere at less than their offering price, 
lest it reflect upon the world organization. They wished, therefore, 
to have the opportunity to control the market in such fashion that the 
securities would never be below the offering price. 

Mr. Heiter. That was because of the world situation; is that 
right ? 

Mr. Lunp. They wanted esteem and respect and they wanted 
everyone to recognize their securities as securities as safe as a govern- 
ment, and incidentally they were guaranteed in large degree anyway 
by the Government. , 

Mr. Heiter. In September of 1946, Mr. Lund, there was a pretty 
severe market break. 

Mr. Lunp. That is right, on September 3, 1946. 

Mr. Hetxier. And the market was on a down grade during the 
summer of 1946; is that right ¢ 

Mr. Lunn. Yes; it began in May. I think May 12 the market turned 
down from 212 Dow-Jones level.. 

Mr. Heuer. Would you be good enough to tell us what your 
Division did during the summer of 1946 to investigate the causes of 
the slump ? 

Mr. Lunp. Well, we started really after the break, in September, 
not knowing that there was going to be a break, of course. We tried 
to reconstruct the day of September 3 in its entirety as far as the 
New York Stock Exchange was concerned. There was a spot where 
the Dow-Jones averages had broken something like 1014 points in 1 
day, which was the biggest break at least for 10 or 12 years. We 
first sent questionnaires to every member of the New York Stock 
Exchange and got complete information as to who the purchasers 
were and who the sellers were of all of the stocks with the prices. 

We found that there were 56,000 transactions on the New York 
Stock Exchange that day. We knew it was impossible to interview 
all 56,000 purchasers or sellers, but we tried to do a little something 
scientific. We put all of the information as to these 56,000 trans- 
actions on punch cards, and we had the fields of information stamped 
across these punch cards as to the type of purchasers, and type of 
sellers, and the time and what other holdings he had, and all kinds of 
information we thought would be vital. 

We transferred these cards then through the IBM machines and 
we flipped out every fiftieth card, no matter what the card contained. 
And then we interviewed all of those fiftieth people in order to get 
a spot check or a sample, as the economists call it, of reasons for 
purchases and sales. In addition to that, we requested every invest- 
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ment adviser in the country, and every broker-dealer in the country 
who had sent out market letters or information concerning possible 
future market movements, to send to us their literature covering the 
period. We studied that rather carefully, and we studied the news 
papers, and the various prognostications, and we interviewed all of 
these people and we also called on the 100 people, if I remember the 
number rightly, who were the largest sellers in the market, to get 
their reasons. 

Then we tried to fit all of those reasons together, to see if we could 
get the cause of the market break. 

We found a number of forces at play which all seemingly con- 
tributed to the market break. Very few people have read that Septem- 
ber 3 report, and it is unique. It never had been done before and 
probably will never be done again. I doubt that any two people in 
the world can read it and come out with the same conclusions as to 
causes. I have very definite ideas, and no one else agreed with them 
at that timeeither. 

Mr. Heuer. As a matter of fact, as a result of that study, the 
Commission came to no definite conclusion as to the causes for the 
market break. Is that substantially correct ? 

Mr. Lunp. I think what we could say would be that a basketful of 
causes were found, but the break could not’be attributed to any one 
particular aspect. 

Mr. Hetier. Would you give us the benefit of your personal con- 
clusions as to what the reasons were ? 

Mr. Lunp. Well, I feel in large part it was caused by the stock- 
exchange members themselves, and I think that they sensed the weak- 
ness in the market, and I think the report will show that they took 
advantage of the situation and dumped their securities and bought 
them back in and they dumped them just before 11 o’clock, and I 
would like to make clear I don’t think that there was any prearranged 
mass-pool operation, but one or two began to let their securities go, 
and in the hysteria of the crowd everybody began to let securities go, 
and the market dropped right around 11 o’clock some 3 or 4 points; 
and then they came back in and repurchased, and an hour or so later 
the market had not strengthened up and the same thing was repeated, 
with sales and further drops in the market and further repurchases. 

Again shortly after 1 o’clock the same thing was repeated, and 
again just before 3 o’clock. A substantial portion of the market 
activity was contributed by members, floor traders quite prominent 
in there, in my opinion, and those things I think were the backbone 
of the market break. 

Now, the report will indicate that a lot of other things happened. 
For example, I called on a number of the large sellers, and the sales 
were made for various reasons. One man was buying a hotel and he 
had to make a settlement on the 3d of September, and that had been 
prearranged 6 months before, and so he dumped 314 million dollars’ 
worth of securities at 10 o’clock in the morning on September 3 to 
have the money to meet his hotel purchase. 

Another man had contracted to buy a ship for a million and a half 
dollars, and while the negotiations were pending he had his money 
in securities. He happened to dump at that moment. The Dutch 
Government let a lot of securities go that morning, and we traced the 
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orders and we found that the orders had come in the previous day, 
so that there was no prearrangement of any groups. 

A series of happenstances all hit at the same time, and the member- 
ship of the exchange in my opinion took advantage of the situation. 
They are right there on the floor and they know what the orders are, 
and they know the thickness of the buy orders and the sell orders 
generally, and they moved around in a congregated mass from post 
to post together—that is, the floor traders did—and if one began to 
sell they all began to sell, and they accentuated the trends, in my 
opinion. 

Now, may I say that no one agrees with me except one or two other 
people who wrote the report. We haven’t been able to convince any- 
body else as to the causes. 

Mr. Hetier. Mr. Lund, do you believe that there is anything in the 
law or in the regulations of the Commission which could prevent the 
same kind of market break today which occurred on September 3, 
1946 ¢ 

Mr. Leno. I do not think there is anything that could prevent that 
type of break; I do not think any kind of legislation could stop it. 

Mr. Hetter. Do you believe that the regulation of the activities of 
specialists or floor traders, investment bankers or types of security 
transactions, such as short selling, other than or in addition to those 
which the SEC now has, could prevent the violent fluctuations which 
occurred in 1946, even though there is no way of preventing market 
prices from declining normally under the impact of various economic 
circumstances ¢ 

Mr. Lunp. I do not think any kind of legislation or any form of 
legislation could affect in any way market movements. 

Mr. Hetter. Or even violence of fluctuations / 

Mr. Lunp. Well, it is possible, I think, to probably work out some- 
thing like they have in the commodity market so that the market 
ceases once it moved so far forward or backward, but that would not 
stop the market movement. We would have sales over a counter or we 
would have prearranged sales for the following days. So, I do not 
think there is anyway of stopping market fluctuations, either radical 
ones or normal day-to-day ones, and I do not think that anything 
should be done to stop it. 

Mr. Hetzer. Do you believe that the Commission now has sufficient 
powers under the statute to prevent rigging of security markets / 

Mr. Lunp. Yes; I believe so. 

Mr. Hetter. Do you want to recommend any corrective additional 
legislation ? 

Mr. Lunp. I do not know of any. I would be glad to supplement 
this if I can think of any. 

Mr. Hetier. Does section 9 (a) reach stand-off orders? 

Mr. Lunp. I do not think we have ever interpreted section 9 to cover 
stand-off orders, if what you mean by “stand-off orders” is the agree- 
ment of a holder that during the period of distribution he will not 
distribute his securities in competition with the offering being made. 

Mr. Hetier. Now, suppose a large block of stock is sold to a dealer 
and the dealer contracts with the vendors that they withhold the sale 
of the securities for some fixed time. That can be done. Is that 
correct ¢ 
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Mr. Lunp. That happens on occasions; that is right. _ 
Mr. Hetier. Does not that agreement create an artificial shortage 
of supply ? 


Mr. Lunp. Oh, yes. 
Mr. Hetxer. And does not that result in manipulation of prices? 


Mr. Lunp. I do not think it results in manipulation of prices. Let 
us look at the thing a little more. You now have in that connection 
an offering of securities coming from somewhere else, so that you will 

»robably have a bigger supply on the market than you have demand 
Built up for anyw: Now, the mere fact that another large holder 
withholds his sin does not shorten the supply of stock re: ully. 

The law recognies that you can have a certain amount of artificiality 
in the market places, without its being illegal manipulation. The 
mere act of stabilization is an injection ‘of artificiality in the market. 
Stabilization has been deemed to be proper, provided it does no more 
than prevent or retard the price decline. It artificially holds the 
market while the excess momentary supply is being digested by new 
demand which is being built up. 

Mr. Hetrer. I believe that there was a proposal at one time to 
abolish pegging, fixing, or stabilizing prices. 

Mr. Lunn. That is correct. 

Mr. Heuer. I believe that the Senate and the House committees 
recommended that the regulation be reserved to the Commission. Is 
that correct ? 

Mr. Lunp. That is correct. And may I at this point for your in- 
formation make this statement which I think will probably help, by 
giving you a little sketch of what did happen ? 

Mr. Hewxer. Yes. 

Mr. Lunp. In 1929, it was found in the course of studies that there 
were more than 100 pool operations going on at the same time on the 
New York Stock Exchange. The public was kicked around merci- 
lessly, and the temper of the Congress in 1933 and 1934 was such that 
they seemed to be in favor of complete abolition of any artificiality 
in the market at all. 

Now, various groups came before the Congress—the IBA, the 
manufacturing associations, and others—and they contended that 
manipulation was bad. They agreed with that; but said that there 
had to be a certain artificiality in a market in a country like this. 
Assume that, for example, X Corp. had had outstanding 100,000 shares 
for 10 years, and the normal demand and normal supply had grown 
up, and the price had approximated, say, 16, based on past earnings 
and future prospects and so forth. Now, the argument was made that 
if X Corp. wished to finance an expansion and had to offer an addi- 
tional 100,000 shares in order to raise the money, if there could not be 
an artificiality in the market, you would immediately have a supply 
of 200,000 shares and you would have the 100,000-share demand over 
here, and that the market would automatically drop probably a point 
or 2 or 3 points in the distribution of the new securities. 

Now, they argued that no underwriter, with that in front of him, 
would commit himself at a fixed price to take the hazard, because he 
would not bind himself to pay a fixed price, knowing that the market 
might drop. 
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Moreover, the stockholders in the company have to vote issuance of 
the additional 100,000 shares and they would probably say “We do 
not want to vote in favor of it, because our present shares are worth 
16, and they may drop to 14 or 13 with the issuance of new securities.” 

As a matter of fact, it was argued that there might be those who 
would sell their stocks at 16, before a vote was taken knowing that 
they might go down to 13, and in that way it would depress the 
market even before the vote. 

So, the argument was made that the underwriters would not com- 
mit themselves; the companies would have difficulty raising money, 
and the stockholders generally would be hurt unless there could be 
some sort of artificiality injected into the market during this over- 
supply period to allow the market price to remain stable while a new 
demand was being built up to take the additional 100,000 shares. 

Now, the Congress, I am quite convinced, because I attended many 
of those hearings, still was not convinced that the businessman had 
the right solution and they were still rather determined to abolish 
any kind of artificiality, but they decided at the last moment to put in 
9 (a) (6), which vested in the Commission the power to issue rules 
and regulations controlling the extent that that manipulative activity 
known as stabilization could go. 

Mr. Herirr. In view of your explanation, I believe that I know 
what your answer is going to be to the question I have in mind, but 
nevertheless, I would like to have your answer for the record: 

In your opinion, Mr. Lund, doesn’t stabilization present the possi- 
bility of getting results equivalent to manipulation even though the 
stabilization activities do not amount to manipulation as defined in 
section 9 (a) (2)? 

Mr. Lunp.* Well, the end result is often about the same as manipula- 
tive activity would produce. : 

Mr. Heiter. Since stabilization results in an artificial price, are not 
subsequent stabilization transactions—namely, activities designed to 
maintain that price—essentially equivalent to manipulation as de- 
fined in section 9 (a) (2) ? 

Mr. Lunp. They are manipulative, there is no question about it. 
There is one thing which' probably should be clarified here and that 
is if through so-called stabilization you create an artificial price, it is 
no longer stabilization. That is now in the manipulative field, because 
stabilization should do no more than hold an independent price at a 
particular level. 

Mr. Hewier. Mr. Lund, you are familiar with Commissioner 
Healy’s dissent on this question of stabilization ? 

Mr. Lunp. I am. 

Mr. Hetxer. Does not that dissenting opinion answer in a way all of 
the arguments against the stabilization question? Incidentally, what 
side would you take ? 

Mr. Lunp. In 1940, when that release No. 2446 came out, I agreed 
substantially with Judge Healy. I think there is still an awful lot 
of merit in what Judge Healy said. However, I have come to a 
slightly different point of view. I think there are areas where stabi- 
lization is necessary. There are other areas where we allow it today 
and where possibly it should be prohibited. 

Mr. Heuer. May we for a moment talk about the third offering of 
Kaiser-Frazer stock ? 
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Mr. Lunp. Yes, sir. 

Mr. Hewier. Do you think stabilization, in that instance, worked 
effectively ? 

Mr. Lunp. It was very effective in holding the price at 1344. 

Mr. Heutier. Mr. Lund 

Mr. Lunp. I should like to explain a little something about that if 
I might. 

Mr. Heuer. I wish you would. 

Mr. Lunp. There has been an awful lot of criticism to the effect 
that that was manipulation. Maybe under certain circumstances it 
might well have been. That was not manipulation at all, and | 
would like to point out why. 

Let me take a moment again now and try and emphasize what 
stabilization is. Stabilization is that injection into the market of 
artificiality which does no more than prevent or retard an existing 
independent market price from declining. 

Now, if that price had been generated by manipulative activity, it 
would not be an independent price and the reference to the activity 
as “stabilizing” at that artificial price would not make it stabilization. 
That is a pure continuation of earlier manipulation and that kind of 
“stabilizing” would be manipulation. 

Stabilization again, then, is the holding of an existing independent 
price and either preventing a price decline or retarding a price decline. 

Now, in the case of Kaiser-Frazer, the market was around 134 to 
1354, on the morning of February 2 or 3, 1948, Kaiser-Frazer, through 
their attorneys contacted the Commission and asked whether (a), the 
company itself could effect stabilization transactions or whether it 
was necessary for an underwriter to do the stabilizing and (0), at 
what price the stabilization transactions conducted could be effected. 

We told them that if the current market price of 135g was an 
independent price, not arrived at by transactions effected by any of 
the underwriters or persons connected with the Kaiser-Fraser organ- 
ization, then stabilizing could commence at 135g. It so happened 
that 135g was one-eighth above the next preceding price, which meant 
that had they stabilized at 135g, anyone in the world could sell short 
at 1354, against their bid. The SEC so advised them. They waited, 
and an independent transaction at 1314 occurred shortly after 10 
o'clock. Upon our earlier advice that they could stabilize an inde- 
—— price, Kaiser-Frazer placed a bid order at 1314 on the New 

ork Curb. They were not aggressively trying to buy any securities. 
They were trying to prevent or retard the price from going below 
the then independent 1314 price. As a result, Kaiser-Frazer during 
the day purchased 186,200 shares of stock. They did not affirmatively 
try to buy a single share. They stood and met all comers making an 
offer at 1344. 

Now, in my opinion, that is not manipulative activity even though 
there is a great deal of a because there is no aggressiveness 
and no attempt on the part of Kaiser-Frazer to clean out the market 





at 1314 so that subsequent transactions, for example, would have to 
occur at higher prices. 

In other words, what I am trying to say is there can be an aggressive- 
ness and there can be a reluctance in effecting transactions. A person 
who stands against his will and takes securities in an effort to prevent 
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or retard a decline, that is not creation of excess activity or manipula- 
tive action. 

Mr. Hetier. Mr. Burstein would like to ask a question. 

Mr. Burstetn. Mr. Lund, would you say manipulation occurs only 
where there is aggressive activity designed to force a price up or to 
corner the market so that at a subsequent time the security can be sold 
at an enhanced profit ? 

Mr. Lunp. I think that is generally right. 

Mr. Burstern. And where there is stabilization at the price, in this 
case, 1314, does that not actually interfere with the free market set- 
ting the price at something else, since you are creating an artificial 
demand for the security! In this case, it is at a higher value. 

Mr. Lunp. Yes; you are right. But let me try and develop this. 
Section 9 (a) (2) says that it is unlawful to raise a price or unlawful 
to lower a price for a subsequent prem. It does not say that there 
is anything wrong with holding the price. You may hold that price. 
Now, I can conceive of a man walking in and by placing a 100 share 
order, manipulating the market. Conversely I am convinced the 186,- 
000 purchased by Kaiser-Frazer which we have been talking about 
does not constitute manipulation, because in the 100 share instance I 
am talking about, the intent of the man could be to clean out all avail- 
able stock and force the next person affecting another transaction to 
pay a higher price. In other words, the amount of aggressiveness in 
cleaning out a book or cleaning out a price, thereafter by forcing 
someone else to go to a higher level is, to me, a manipulative act, even 
though the number of shares involved would only be 100. 

Mr. Burstern. I think that you misinterpreted my question. 

Mr. Lunp. Perhaps I did. 

Mr. Burstern. I realize that circumstances such as I described may 
not come within the definitions provided in the statute. What I am 
inquiring about is this. The desire, for instance, of the purchaser to 
retard or prevent a decline does not interfere with the operation of 
free markets. 

But if there had been no such stabilization activities, the normal 
market price would have reached a level considerably below the sta- 
bilized price; would it not? 

Mr. Lunp. You are right. 

Mr. Burstein. That is the sort of thing that Judge Healy pointed 
out, I take it, in his dissent. 

Mr. Lunp. That is correct. The whole problem is whether all arti- 
ficiality is illegal. Now, under the law, as we interpret it, and as we 
think it is written, there is a certain amount of manipulation, arti- 
ficiality, which is pure manipulation, which nevertheless is legal and 
is not the type of thing against which we can or should proceed unless 
the law is changed to remove all artificiality in the market place. 

Mr. Hexier. With your permission, may we put Judge Healy’s 
dissenting opinion in the record at this point ? 

Mr. Lunp. I think it is a very informative opinion. 

Mr. Heer. As a matter of fact, let us put the whole release. Do 
we have it here? 

Mr. Lunp. I will supply it. It is a very informative discussion on 
stabilizing. 
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(The release referred to is as follows: ) 
SECURITIES AND EXCHANGE COMMISSION 
WASHINGTON 


SEouRITIES EXCHANGE Act oF 1934 
Release No. 2446 

The Securities and Exchange Commission today made public the attached 
statement of the Commission on the problem of regulating the “pegging, fixing, 
and stabilizing” of securitiy prices. A separate statement by Commissioner 
Healy is also attached. 


[Release No. 2446] 


STATEMENT OF THE SECURITIES AND EXCHANGE COMMISSION ON THE REGULATION 
OF THE “PEGGING, FIXING, AND STABILIZING” OF SECURITY PRICES 


A. The problem 

Although the Securities Exchange Act contains a general prohibition against 
manipulating security prices up or down, it does net prohibit certain kinds of 
manipulation. Thus, section 9 (a) (8) permits the “pegging, fixing, or stabiliz- 
ing” of security prices, except to the extent that it may be “in contravention of 
such rules and regulations as the Commission may prescribe as necessary or 
appropriate in the public interest or for the protection of investors.” The report 
of the Senate Committee on Banking and Currency in discussing the regulatory 
powers conferred on the Commission stated : 

“Practices such as pegging, fixing, or stabilizing the price of a security are 
subjected to regulation by the Commission, which is authorized to prescribe such 
rules as may be necessary or appropriate to protect investors and the public from 
the vicious and unsocial aspects of these practices.” [Italies added.] 

The questions of policy involved in any regulation of stabilizing are of such 
fundamental significance as to require a discussion of the considerations which 
have led to the Commission’s conclusion to attempt to embark upon a broad 
program of regulation. These questions of policy, although they apply to regu- 
lation X-9A6-—1, recently adopted to deal with only a limited type of stabilizing, 
are primarily relevant to any general program for the regulation of stabilizing in 
other and more important situations. They must therefore be analyzed in their 
relation to the whole problem. 

There are many who feel that stabilizing, since it is a form of manipulation, is 
inherently fraudulent and hence should be wholly prohibited under all circum- 
stances. The Commission is unanimous in recognizing that stabilization is a 
form of manipulation. The statute itself so recognizes. The Commission also 
agrees that stabilizing in many respects is undesirable. That, too, is implicit 
in the statute. Nevertheless, the majority of the Commission considers that 
merely to point to the evils attendant upon stabilizing poses the problem but does 
not answer it. The question of how to deal with stabilizing as it exists today 
cannot be answered by theory alone. It is an intensely practical problem which, 
for the present, must be solved in terms of the existing financial machinery. 

The Commission faces three choices: (1) It can permit stabilization to con- 
tinue unregulated; (2) it can adopt a program for the regulation of stabilization 
in an effort to eliminate particular abuses which, in the absence. of regulation, 
are being lawfully employed today; or (3) it can decide that stabilization is 
inherently so detrimental to the interest of investors that the Commission should 
recommend to Congress that all stabilization be prohibited. 

For reasons discussed hereafter the majority of the Commission is not now 
prepared to say that, under existing conditions, all stabilizing should be wholly 
prohibited. Nor is the majority of the Commission content to allow stabilizing 
to continue unregulated. It remains to determine whether a workable program 
for the regulation of stabilizing can be developed. 

It seems clear that the only course open to the Commission is to adopt regula- 
tions which can be revised from time to time as we see how they actually work. 
Such regulations must reconcile, as far as possible, the often conflicting objectives 
of protecting purchasers of securities, on the one hand, and of preserving the 
ready flow of capital into industry, on the other. Here, as in most other fields 
of human activity, perfection is an unattainable ideal. Compromise and ad- 
justment are inescapable. A closer approach to the ideal than is now achievable 
may -in the future be found in the development of investment banking or other 
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underwriting institutions with sufficient resources so that the need for stabilizing 
can be substantially reduced, even entirely eliminated. But the growth of Amer- 
ican industry cannot wait upon such a development. Consequently, the Com- 
mission has concluded that its immediate duty under the statute is to meet the 
situation through regulated stabilizing, frankly recognizing the experimental 
character of its approach to the problem. 

Preliminary studies by the Commission's staff led to the adoption on March 
15, 1939, of rules and regulations of the Commission requiring the filing of de- 
tailed reports respecting all stabilizing operations conducted to facilitate the 
distribution of security offerings in respect of which a registration statement 
has been filed under the Securities Act of 1933. By the end of 1939 the Commis- 
sion had been able to review case histories covering the distribution and ac- 
companying stabilization of over 50 bond and stock issues. This knowledge 
should now enable it to make at least an initial inroad into one of the most 
technical and controversial problems which Congress left to it under the Securi- 
ties Exchange Act of 1934. 


B. Description of the fundamentals of market stabilization in aid of security 
distributions 

Stabilization is a generic term. For our present purposes it may be broadly 
defined as the buying of a security for the limited purpose of preventing or 
retarding a decline in its open market price in order to facilitate its distribution 
to the public. Stabilizing, in the sense that we are here concerned with it, is 
closely related to the financing of industry, much of which is achieved through 
the offering and sale of securities to the public. Because of the closeness of this 
relationship the practice of stabilizing must be appraised in the light. not only 
of the needs of industry for capital, but of the prevailing methods of security 
distribution. 

Let us suppose that a corporation desires to expand its plant and needs to ob- 
tain funds for that purpose. The corporation could, theoretically, dispense with 
an underwriter and content itself with hiring an investment house, as a mere 
selling agent, to sell its securities on the market, for a selling commission, at 
the best prices obtainable and at as early a date as possible. But then the cor- 
poration would not know, in advance, how much the funds would cost it, for it 
would not know at what price its securities would sell on the market and there- 
fore would not know whether a given quantity of its securities would yield a given 
sum; nor would it know when it would receive the necessary funds, for they 
might be obtained only in dribs and drabs. 

That would make plant construction difficult and often impossible. For the 
corporation needs to know, before letting its construction contracts, that it will 
have a certain sum in hand, at a certain date, and at not more than a certain 
cost. 

If the corporation could, directly or through an agent, sell its securities by a 
few simultaneous sales to a few large investing institutions—to which many 
individuals have entrusted their savings for investment—there might well be no 
problem of stabilizing. But that is not possible as to many types of corporate 
securities. They must be sold in the open market to a large multitude of direct 
individual investors. That fact creates factors of uncertainty which make it 
necessary that the corporation do something more than sell its securities through 
a mere selling agent. 

These elements of uncertainty are removed by the firm commitment under- 
writing agreement which the underwriter normally make swith the corporation: 
The underwriting investment banker agrees that on a fixed date the corporation 
will receive a fixed sum for a fixed amount of its securities. 

But how can the underwriter afford to make that contract unless he has a 
sufficient amount of capital of his own to invest in those securities? If he had 
that much capital—as is frequently the case with underwriters in some other 
countries—then stabilizing would be of little or no importance. But American 
underwriters do not have sufficient capital to perform that function. They 
dare not, therefore, take the risk of being obliged to carry out their underwriting 
agreements by themselves investing their own resources in the underwritten 
securities. They can afford to make such agreements only on the supposition 
that they will, with great speed, be able to sell the securities to the multitude 
of direct individual investors. If they knew that they were unable to do so, they 
could not afford to—and therefore would not—enter into firm commitment under- 
writing contracts. And if they did not, then many a corporation desiring to 
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expand its plant would find it difficult or impossible to do so—and thus the flow 
of individual savings into industrial expansion would be seriously impeded. 

For the purposes of this discussion the underwriter, realistically regarded, is 
a salesman who hopes that he will sell the underwritten securities at a fixed 
price in a very short period. His ability to fulfill his underwriting contract wit) 
the corporation turns, then, on his ability to sell the securities promptly on the 
market at or near the fixed price which he pays to the corporation for the issue. 
Analysis of the present methods of distributing securities indicates, we are told, 
that the underwriter’s ability to resell the issue, in certain conditions of the 
market, in turn, depends on his ability to stabilize. 

Most formal offerings of new security issues of significant size are today 
brought out by an investment banking syndicate and sold to the public at a fixed 
price. This underwriting syndicate, consisting of from a few to well over 100 
underwriting houses, buys the entire new issue of securities from the issuing 
corporation at a predetermined fixed price and immediately reoffers it to the 
publie at a slightly higher price which is also a predetermined fixed price (the 
“offering” or “issue” price). ‘The issue is usually resold to the publie both b) 
the underwriters and by a so-called selling group composed of selected security 
dealers who act as retailers for the underwriting syndicate. 

The most important attributes of present-day syndicate distribution of se- 
curities are probably (1) the element of certainty to the issuing corporation, 
which for all practical purposes is assured of payment on a day certain 
of the agreed price for the issue regardless of its reception by the public and 
of subsequent market fluctuations, and (2) the element of speed, reflected both 
in the rapid sale of the issue to the public and in the consequent promptness 
of payment by the underwriters to the issuer. 

It is because of these attributes that it is important to note the alleged neces- 
sity for preventing the market price of a new issue from dropping below its 
offering price during the period of distribution. Some proportion of an issue, 
even though initially it may be completely sold by the underwriters to the selling 
group dealers, will find its way back into the open market. This selling pressure 
results from the fact that some purchasers change their minds and almost imme- 
diately resell. In part, this selling somes from so-called “free riders” or specu- 
lators who purchase with the hope of quickly selling out and taking a profit from 
an early rise. If these reofferings are not absorbed by public buying in the 
open market, their pressure will tend to force the market price below the orig- 
inal offering price. 

In order to absorb this open market selling and to prevent the consequent drop 
in market prices which might impede, if not preclude, the success of the financ- 
ing, the manager of the underwriting syndicate, upon making the offering, 
usually enters a “syndicate bid’ to buy such securities as may be offered in the 
open market. Normally the syndicate bid is placed at the issue price. If the 
selling pressure grows too heavy to permit the constant “pegging” of the market 
at the original offering price, the syndicate bid will usually be dropped to suc- 
cessively lower levels. The stabilizing purchasing by the underwriting syndi- 
cate may range, depending upon the success of the particular offering, anywhere 
from 1 percent to as high, occasionally, as 15 or 20 percent of the issue. 

Stabilizing a market as described above is normally employed to facilitate 
formal public offerings of bonds. Comparable procedure is also followed in con- 
nection with most new stock offerings made at a fixed price. 

Another type of stabilization is designed to facilitate additional issues offered 
by a corporation to its stockholders, usually at prices below prevailing market 
levels. A similar type of stabilizing is also commonly used to facilitate both 
primary and secondary distributions in which the offering price is represented 
to be “at the market” or at a price based on the market. In both of these latter 
situations it is not customary for the syndicate to maintain a rigid “peg” in the 
market by bidding steadily at one price. However, any downward trend in the 
market price of the security is usually retarded by the underwriters’ purchases 
of stock at successively lower levels. 

It should be further noted that stabilizing is regarded as necessary only in 
the case of issues which are neither notable successes nor notable failures. In 
the former case the market for the issue usually takes care of itself. In the 
latter, where the selling pressure in the open market is too great, the under- 
writers cannot afford to support the market at or near the issue’s original offer- 
ing price. For the same reason, stabilizing cannot as a practical matter be used 
to stem a market or economic trend of any real significance. 
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The mechanics of stabilizing as described here are by no means universally 
followed. However, whatever techniques are followed, and whether the under- 
writers be successful or unsuccessful, their stabilizing represents a form of 
manipulation which interferes with free and open markets. It is, of course, 
a negative type of manipulation since it seeks to retard and not to create affirma- 
tive market movements. Nevertheless, this ability so to interfere with our mar- 
kets has been abused in the past. That it remains susceptible to future abuse is 
common knowledge. In determining whether the solution to the problem lies in 
prohibiting stabilizing, in subjecting it to regulation or in continued nonaction, 
the Commission has sought to weigh the relative advantages and disadvantages 
to the investor and to the national economy which may attend each of these 
alternatives. 

0. Disadvantages at stabilizing 

The legislative hearings which preceded the adoption of the Securities Exchange 
Act of 1934 showed that abuses by underwriters of the stabilizing process were 
so prevalent as to require governmental action of some kind. The oft repeated 
and, in our opinion, wholly justified complaint against security stabilizing is 
that when the operation is ended and the “peg is pulled,” the market price of 
the security frequently drops with ensuing loss to all who purchased it on the 
basis of an artificial, ‘‘:pegged” market price. Insofar as stabilization prevents 
falling market prices and thus permits the issuance of securities at unjustifiably 
high prices, the practice must be regarded as an evil. Similarly, the active 
trading which frequently results from the very fact of the distribution and the 
accompanying stabilizing at the offering price may also serve to invite other 
buyers into the market. 

Statistically, it seems beyond dispute that, in the past at least, unregulated 
stabilization has in fact facilitated the distribuion of over-priced securities to 
the detriment of the investing public. Chart I, attached in the appendix hereto, 
in which adjustments have been made designed to eliminate the effect of general 
market fluctuations, illustrates the average market history, for a period of 16 
weeks after offering, of 203 bond issues brought out between 1921 and 1931 most 
of which, so far as could be determined, were stabilized to a greater or lesser 
extent. The story shown is one of price stability during the first few weeks of 
the offering, followed by a drop, on the average, of about a half point. Chart II 
in the appendix indicates, furthermore, that this was more than a temporary, 
technical decline, since, during the second year of their existence, these new 
issues still sold off about a point and a half as compared to the market. 

Examination of the stabilizing of 19 new bond issues, publicly offered during 
the period from March 15 to August 31, 1939, as to which reports were filed with 
the Commission pursuant to rule X—17A-—2, shows in chart III that the average 
drop from original offering prices (after adjustment for market changes) was 
about 1.4 percent during the third month following their offering dates. Of 
these 19 issues, the average open market prices of 12, or approximately 63 per- 
cent, during the first 12 weeks after their offering dates were below their original 
offering prices after adjusting for general market trends. 

On the other hand, examination of the price levels for a period subsequent 
to the period covered in the chart shows a market improvement in these sta- 
bilized issues when compared with general market trends. Thus, on January 31, 
1940, after eliminating the bonds of a Canadian corporation (because the drop 
in their price is primarily attributable to the war and the threat of Canadian 
foreign exchange control) the average open market price of the remaining 18 
issues was above their average original offering price, after adjusting for gen- 
eral market trends. 

The vice inherent in stabilizing has heen pointed up by the absence of publicity 
with respect to such an operation. Investors have thus been misled into the 
belief that they are purchasing at prices in line with market prices fixed by 
the normal forces of supply and demand when, in fact, the contrary is true. 
Since March 1939 the Commission’s rules have required that all prospectuses 
under the Securities Act unequivocally state in simple language, where such is 
the case, that it is the intention of the underwriters to stabilize the market in 
aid of the offering. Nevertheless, in many instances the significance even of 
this statement probably cannot be grasped by all purchasers. 

The effect which the requirement of adequate notice of a proposed stabiliza- 
tion had in one particular instance may be worth citing. A corporation pro- 
posed to offer a new preferred stock in exchange for an outstanding issue at 
a predetermined price ratio. The corporation was advised of the necessity of 
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fully and adequately disclosing that the exchange offering was to be facilitated 
by a market stabilizing operation. It may have been only a coincidence that 
thereafter it not only refrained from interfering with the market but actually 
changed the basis of the exchange offering so as to make it substantially more 
favorable to the stockholders to whom the new issue was to be offered. This 
again suggests, as do the statistical data and charts described above, that at 
least in the past the practice of stabilization, inadequately publicized, has 
facilitated the overpricing of security issues and consequent loss to the in- 
vesting public. 

Finally, it should be noted that many people feel that stabilizing not only 
is fraudulent, but that its attendant evil of the overpricing of security issues 
is inherent. They believe that no regulation short of complete prohibition can 
protect buyers against these dangers which arise from a deceptive and an 
artificial market. Any they conclude that buyers should receive the ultimate 
protection of complete prohibition, regardless of the adverse effects which 
prohibition might have on the needs of industry for capital. 


D. The underwriter’s arguments in justification of stabilization 

Without adopting the reasons frequently advanced to justify the widespread 
use of stabilizing in aid of security distributions we may restate the arguments 
as follows: 

One argument runs that stabilization is warranted in order to offset the 
market “abnormalities” which result from the very fact of the offering. When 
a new or an additional issue of significant size is offered to the public a temporary 
glut of the market may often be the immediate result. At the same time the 
demand for the offered security is diverted by the underwriters and the selling 
group dealers away from the open market and into the channels of the dis- 
tribution itself. The selling efforts of dealers necessarily attendant upon the 
making of the offering thus result in taking away from the open market the 
demand for the offered security which might otherwise there exist. As noted 
“free riders”, as well as other buyers who change their minds, will sell, and at 
a time when there is a temporary unbalance between supply and demand 
created by the offering. These scattered open market sales, taken in conjunc- 
tion with the sudden influx of supply and the accompanying withdrawal of 
normal open market demand into the channels of direct distribution, unless 
counteracted, will exert a market influence which, according to the underwriters, 
is out of all proportion to their real significance. The sound market value of 
millions of dollars of new securities, unseasoned and not yet digested by the 
investing public, should not, they say, be predicated upon a handful of resales 
the market effect of which is unduly magnified by the present day publicity 
given to market quotations. Therefore, the underwriters urge that stabilizing, 
although admittedly an artificial influence, is justified to neutralize a temporary 
condition of oversupply which itself may likewise be regarded as abnormal, and 
that temporary stabilizing controls, commensurate with the degree of the 
temporary abnormal disparity between supply and demand, are warranted to 
offset that unbalanced condition of the market. 

Another argument is based upon the underwriter’s view that it is appropriate 
and desirable for a seller to permit a buyer to return his securities if he so 
desires. This applies not only to the investing public but to the members of 
the underwriting syndicate and the selling group as well. Dealers or under- 
writers in one section of the country may overestimate local demand just as 
investors may overestimate their own ability to carry a security. At the same 
time others may have been unable to fill their demand. It is consequently 
desirable, say the underwriters, that they should be permitted to repurchase 
and reallocate to others the securities of those who bought more than they can 
handle. Another variation of the same general contention is that the under- 
writers have an obligation to the purchasers of the issue to afford a market 
place where those purchasers who wish to sell may be able to do so at a fair 
price. On this basis the industry urges that it is in the interest of the investing 
public itself for the underwriters to provide the advantages of such a market 
place by placing their syndicate bid at or near the offering price. 

The third argument is based upon the necessities of the situation. Under the 
existing system, which today revolves around firm commitments and fixed price 
offerings of securities to a relatively speculative public, some degree of stabiliza- 
tion, according to the underwriters, is necessary to the successful flotation of 
new security issues on anything other than a continued “bull” market. Since 
underwriters today are primarily salesmen having only the limited capital of 
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distributors, they claim that they cannot undertake long or even medium term 
commitments in order to insure the success of billions of dollars of security 
offerings. If an entire issue of securities is to be bought by such underwriters 
at a fixed price, it is said to be vitally necessary that those underwriters be 
able to protect themselves as well as the selling group dealers, against a “‘dis- 
orderly” open market during the resale of the issue to the public. This is said 
to follow because if the market price of a new issue sags even fractionally below 
the offering price, it cannot be sold at the offering price which was determined 
when the issuing corporation received its price for the issue. This in turn is 
assigned to the fact that the American public follows daiiy price quotations 
closely and is as much concerned with immediate paper profits or losses, as 
well as with liquidity, as it is with the ultimate fate of the security if held on 
a long term basis. Stabilization is therefore said to be an unfortunate, but 
nevertheless an unavoidable concomitant of modern security distribution, of 
present-day public markets and of the existing public emphasis upon widely 
published daily market quotations. 

The underwriting industry further claims that after the necessary “mopping 
up” of loose ends resulting from the inevitable resales, a properly distributed 
issue should find its natural and ultimate market level in line with and not 
significantly below the prices of comparable securities or market averages. In 
deed, issues for which stabilizing operations have been necessary during the 
first crucial days after the offering frequently rise in relation to general market 
levels. Of 19 bond issues which were offered between March 15 and August 31, 
1939, and as to which the Commission has received detailed stabilizing reports, 
7. or 37 percent, sold during the first 12 weeks after their offering dates 
at an average price in the open market above their original offering prices after 
adjustment for general fluctuations in the bond market. In the case of 11, 
or slightly over 59 percent, of these issues their average open market prices 
during the 12 weeks following their offering dates were above or within one 
point of their original offering prices after adjusting for general market trends. 
Chart IV also shows that this was the general pattern of new issues brought out 
during the year of 1935, a period of active refunding and rising market prices. 

These same considerations are said to apply, although in perhaps a lesser 
degree, to stabilizing to facilitate “secondary distributions”; that is, public 
offerings of outstanding securities where the proceeds of the distribution go to 
liquidated security holders rather than to the issuing corporation. If secondary 
distributions could not be thus facilitated, it is argued that the original distribu- 
tion of those securities (and the consequent financing of the issuing corporation) 
would be made the more difficult because of the reluctance of substantial in- 
vestors to make large and commensurately illiquid commitments. 

Accordingly, the underwriters emphasize that where an issue is not over- 
priced in relation to comparable outstanding securities, and where the extent 
and intensity of stabilization, attended by the fullest possible publicity, is appro- 
priately limited in relation to the size of the issue, the stabilizing device may 
be employed without inflicting any appreciable damage upon investors. At the 
same time, they assert that the desirable attributes of certainty, speed, -and 
economy of industrial financing could be retained. 


BE. The economic problem presented by the practice of stabilization 
Stabilization, it must be recognized, is now an integral part of the American 
system of fixed price security distribution. From the point of view of industry, 
any practice which assists security distribution under firm commitment under- 
writing contracts is obviously desirable. From the parallel point of view of 
the underwriter, stabilization is regarded as perhaps an unhappy, but a neces- 
sary choice if industry is to obtain its capital funds “cash on the barrel head” 
and if the underwriter is not to be exposed to market risks which he claims his 
present underwriting capital will not permit him to assume. From the point 
of view of the investor, on the other hand, it is clear that the process of stabilizing 
permits the underwriter to induce his purchase of securities on the basis of 
what he believes is a “natural” market price established by “natural” trading 
activity but which, in fact, are both, to a greater or lesser extent, artificial. 
This brings us to the crux of the problem viewed in its larger aspects: namely, 
the conflicting interests of two segments of the public as a whole. One part 
of the public, consisting of existing security holders, employees and others 
dependent upon the turning wheels of industry, has a direct interest in securing 
the financing of industry as cheapiy and as effectively as possible. The other 
segment of the public, made up of purehasing investors, has an equally direct 
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interest in obtaining appropriate investments at the cheapest possible prices. 
To both of these divisions of the investing public this Commission owes a duty. 
Furthermore, the Securities Exchange Act, while primarily directed toward the 
protection of investors, is also concerned with the protection of the Nation’s 
credit and banking structure and the health of its capital markets. Congress 
recognized the need for an adjustment between the interests of purchasing 
investors, on the one hand, and the needs of industry for capital funds, on the 
other. Therefore, by section 9 (a) (6) of the Securities Exchange Act, it 
assigned to this Commission the duty of finding a reasonable middle ground 
between these two objectives which are by no means always easy to reconcile: 
(1) To guard the welfare of the multitude of direct individual investors against 
injury from stabilizing. (2) To guard against impeding the flow of individual) 
savings into industrial expansion. 

The damage to investors results ultimately from the overpricing of security 
‘issues. Stabilizing, of course, aids the distribution not only of properly priced 
issues but of the overpriced issues. Unfortunately, the correct pricing of new 
issues is not, and can never become, an exact science. Hence, any regulation 
of stabilizing, while it may seek to put a premium on correct pricing and to 
penalize overpricing of securities, cannot be expected wholly to eliminate the 
risk of overpricing. Yet, as against the Commission’s duty to minimize this 
danger to security buyers, we cannot overlook our duty in the interests of the 
Nation as a whole not to jeopardize the ready access of industry to an adequate 
and efficient capital market. Finally, the Commission recognizes that in the 
field of stabilizing it is faced with an existing condition, not a theory. 


F. Alternative courses of possible Commission action 

1. Prohibition.—Stabilization is regarded by many experts as a necessary 
adjunct to our present capital markets. Neither the investment banking indus- 
try nor the Commission has as yet found any immediate practicable substitute 
for the present system. Furthermore, the alleged necessity of stabilizing under 
certain conditions of the market has not yet been disproved. Therefore, lacking 
proof that the underwriters’ arguments as summarized above are unsound, it 
would seem premature for the Commission now to recommend, or take other 
steps toward, the outright abolition of stabilizing. It must be remembered that 
the constituency of our capital market does not include, as does that of some 
other countries, a substantial number of “investment underwriters” such as 
institutional investors, including investment trusts, which underwrite the unsold 
portion of an issue with the intention of holding for investment the securities 
which they must take up under their underwriting agreement. Nor is the develop- 
ment of a substantial amount of such “investment underwriting” capital in 
any immediate prospect. Although the recent avid buying by banks and insur- 
ance companies of prime grade investment bonds makes up to some extent for 
the absence of any real “investment underwriting” in our present-day market, 
it must be remembered that this source of capital is available only for this limited 
type of security. 

Our conclusion seems obviously to have been contemplated by Congress. Some 
of those whose deep-seated objections to stabilizing have resulted in their rec- 
ommendations that stabilizing should be prohibited or that it should not in any 
wise be countenanced by this Commission have implied that either the Congress 
or its committees contemplated its abolition. Any such implication is not war- 
ranted by the legislative history of the Securities Exchange Act of 1934. Neither 
the Senate Committee on Banking and Currency nor the House Committee on 
Interstate and Foreign Commerce, both of which considered the bill, recommended 
in their reports on the legislation that stabilizing should be prohibited in its 
entirety. On the contrary, the mandate to the Commission, as explained by the 
committees of Congress, was to guard investors and the public “from: the vicious 
and unsocial aspects of these practices” by “regulation,” not prohibition. Con- 
gress through its committees, as well as through the act itself, thus recognized 
that not all the aspects of stabilizing are necessarily so deleterious as to justify, 
on a balance of interests, complete prohibition of all stabilizing. 

Many of those who object to the Commission’s adoption of a program of regula- 
tion of stabilizing do so on the further ground that any stabilizing, no matter how 
regulated, constitutes an interference with the free forces of supply and demand. 
The Commission cannot regard that, in and of itself, as a cogent objection. It 
must be recognized that there are times when the “free play” of the “forces” 
of supply and demand may, if unrestricted, produce socially or economically 


undesirable consequences. 
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A method of security distribution has not yet developed under which slight 
day-to-day fluctuations in market price will not play so preponderant a role as 
they now appear to do. A workable alternative for the present distributing 
mechanisms has not yet been devised which we can be sure will dispense with 
the alleged necessity of stabilization. It is by no means certain that the costs to 
investors and industry of prohibiting stablizing would not outweigh the damage 
which might result from its use under appropriate restrictions. 

Those who oppose rules which would permit stabilization say that against the 
duty of this Commission to protect the interest of investors, no considerations of 
the needs of industry for capital should be permitted to prevail. They thus depict 
a sharp antithesis between the needs of the investor and the needs of industry. 
The antithesis is by no means so sharp. In the first place, the needs of a corpora- 
tion for capital and the welfare of those who are already investors in that cor- 
poration are often identical. Moreover, the welfare of even the purchasing or 
new investor is by no means certain to be served by hampering the present 
mechanisms of distribution if the interference, while safeguarding him from all 
possible injury due to stabilizing, will substantially contract industrial expansion. 
Such contraction spells industrial depression, and industrial depression is no 
boon to purchasing investors. To buy securities cheap is folly if they continue to 
grow cheaper. 

Until the foregoing questions can be answered, the Commission does not feel 
that the facts now warrant it in recommending the more drastic step of prohib- 
iting all stabilization of security prices. While the solution may ultimately be 
found in sweeping changes of the entire structure of the capital market, neither 
our underwriting industry nor our national economy now seems ripe for such 
a step. 

Our conclusien is reached not at all by giving a controlling consideration to the 
interests of underwriters. It is reached because of the needs of industry for 
capital—needs which it has not been demonstrated can be served without sta- 
bilizing. We cannot accept the suggestion that such industrial needs must not 
be allowed to play any part in the actions of this Commission when they run 
contrary, to any extent, to the interests of purchasing investors. Such was not 
the intention of Congress. 

2. Inaction against regulation._-Whatever the vices of unregulated stabilizing, 
it would seem to be beyond question that the public interest, as well as the interest 
of investors, will be better served by regulating stabilizing them than by leaving it 
unregulated. 

One of the major factors which led to the Commission's inaction in the past 
has been the opposition to the adoption of rules predicated on the following 
reasoning: All stabilizationing unquestionably involves potential dangers to the 
great mass of direct individual investors. If the Commission adopts any sta- 
hilizing rules it would mean that it was recognizing and thereby, to that extent, 
legitimatizing stabilizing. The proponents of this view believe that the Com- 
mission must not, by any action on its part, make itself responsible tor 
stabilizing. 

When first encountered, these views were appealing to the Commission which 
recognizes, as any intelligent observer must, the potential dangers involved in 
Stabilizing. Those views give every member of this Commission a feeling of 
anxiety when considering the issuance of any stabilizing rules. But on careful 
analysis those views are fallacious. 

In the first place, Congress did not abolish stabilizing. It authorized this Com- 
mission, by regulation, to eliminate only “the vicious and unsocial aspects of 
those practices.” It will not do for this Commission to proceed on the basis of 
a viewpoint which Congress, in its wisdom, did not find acceptable. 

Those who dwell on the virtues of complete abolition of stabilizing have, none- 
theless, always been unwilling to urge that the Commission adopt rules prohibiting 
the practice in jts entirety. Nor have they suggested that the Commission urge 
Congress to amend the act so as to abolish stabilizing. They seemed tacitly 
to recognize that the Commission would be in a poor position to follow either 
of these courses unless and until it issued some regulations, observed them in 
operation, and then reported on their consequences because, absent such study 
and report, we could supply Congress with no new evidence, gathered since 
Congress rejected recommendations for the prohibition of stabilizing. Yet, para- 
doxically, those theoretically opposed to stabilizing have objected to having the 
Commission adopt any rules the operation of which can be studied. 

The position of those who urge continuance of a policy of nonaction is 
untenable for a further reason. Under the Securities Exchange Act as it now 
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stands, many forms of stabilizing, no matter how vicious, are lawful except to the 
extent that they may violate rules of the Commission or other provisions of law. 
For instance, with the exception of regulation X—9A6—1 which became effective 
February 15, 1940, the character and extent of stabilizing purchasing is wholly 
unregulated. Market prices in some situations may even be “pegged” above the 
public offering price. In the absence of regulation, stabilizing may be lawfully 
employed under many other circumstances where it is both ethically and eco- 
nomically indefensible. And it would seem futile to hope that, absent regulation, 
so temperate a use of stabilizing will be made as to render governmental regula- 
tion unnecessary. Under a program of regulation, however, the flagrant abuses 
of stabilizing which are cited, curiously enough, both by those who advocate 
prohibition and by those who favor continued nonaction would no longer be 
lawful. 

There is no denying the fact that to allow any stabilizing, in order to achieve 
the congressional objective of not seriously interfering with the needs of indus- 
try for capital, may to some extent block the other congressional objective of 
protecting the individual, direct investors who buy securities. The possibilities 
of injury to such buyers, resulting from stabilizing, can be reduced—although 
perhaps they cannot be wholly eliminated—by careful regulation of stabilizing. 
To that limited extent the one objective of Congress must give way to the other. 
With study and care we may be able, by regulation, to reduce to a very narrow 
compass the area of conflict between those objectives. Or we may witness such 
changes in our investment machinery as to make stabilizing of relatively little 
importance. It is not inconceivable that through the development of new types 
of investment companies, we shall some day have true underwriters with ample 
capital (representing the savings of a large number of individual investors) 
who will not need to rush to the market, and who will not feel it necessary to 
restrict their investments to bonds, as do most institutional investors today. 

If no such or similar development occurs and if, after a period of working 
with regulated stabilizing, we find that the injury to purchasing investors is 
uncontrollably too great, then, but not before, we should request Congress to 
determine which of these two objectives is to be paramount. 


G. The advantages of piecemeal regulation 

KBinough has been said to indicate the scope of the difficulties which stabiliza- 
tion presents from the point of view of industry, the underwriter, and the in- 
vestor. The technical problems incident to regulation of different types of 
stabilizing are varied and intricate. One of the major deterrents to earlier 
action on stabilizing rules has been the Commission’s reluctance to adopt any 
program of comprehensive regulations upon the workability of which competent 
representatives of the industry could not reach substantial agreement. These 
considerations, coupled with its own awareness of the economic potentialities 
of its actions, resulted in the Commission's decision to attack the problem piece- 
meal, step by step. Segments of the larger problem may be isolated and an 
approach to its ultimate solution may be made through the regulation of those 
segments. 

The area in which abuses have been and can again become most prevalent 

is stabilizing in connection with so-called market offerings where the price is 
represented to be at, or based upon, open market prices established by the ebb 
and flow of supply and demand. Before the act, operations to facilitate this 
type of offering often constituted the most flagrant type of ‘pool manipulations” 
now outlawed by section 9 (a) (2) of the statute. Since 1934, stabilizing of the 
type now covered by regulation X-9A6-1 continued to be subject to various abuses 
not otherwise prohibited by the Securities Exchange Act. It was because of the 
very susceptibility of this kind of stabilizing to grave abuses that the Commission 
determined to apply the first test of substantial regulation of stabilizing to this 
field. y . 
The new rules, of course, prohibit any “mark up” of prices. They also prohibit 
any rigid “pegging” of the market. Since stabilizers on each day can buy only 
on a scale down until the price has dropped by a fixed amount, the rules in effect 
permit no more than the maintenance of an orderly market during the distribu- 
tion. The rules require stabilizers to give notice of their intention to stabilize. 
If stabilizing has actually been commenced, that fact must also be disclosed. 
Stabilizers may neither support the market nor profit from its independent rise 
at any price. more than one point above the level at which stabilizing is com- 
menced. Of course, the rules also prohibit any stabilizing at prices to which 
the stabilizers have reason to believe the security has been previously raised 
by illegal manipulation. 
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The Commission recognizes that experience under regulation X—9A6—-1 may 
well demonstrate the need for its future revision. The Commission is not so 
sanguine as to consider that the rule is perfect. Indeed, we may reach the 
point where operation under the rule will prove that stabilizing within this 
area should be wholly prohibited. The rule does, however, represent the first 
attempt to find out whether investors can be safeguarded by workable regula- 
tion against the “vicious and unsocial aspects” of stabilizing. 
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BEHAVIOR OF NEW ISSUE PRICES AFTER SEASONING 














All Issues 
(1921-1931) 

THE RATIO OF NEW TO COMPARABLE ISSUE PRICES (RATIO AT OFFERING = 100%) 
PER CENT 2 CENT 
101 1O1 
' 100 
ee ee Oe eee eee eee a a ----4--.-4 99 

‘Ses td 28 Ba 
a id 
Pree e mae eeb ocece Soe oo deoee wee dew ee ee hw mee ae ow mh wn & <= fe wee 1 
98r 4 98 
97 -—+ 97 
9 96 









































AVERAGE PRICE TRENDS EXPRESSED AS DEVIATIONS FROM PRICES AT OFFERING 







































































POINTS nouns 
-1 -1 
-2 -2 
<7 -3 

M iw & 
-& =~ e 4 
aS 
+5 a = a -5 
an 
4 “a — heeeneal el PJ 7 
o--- Néw a te ie 
cveoene Comparable ~~ 
-7 a -7 
ee | = 4 4 + Desi 23 4 





MONTHS AFTER OFFERING 


PREPARED BY THE RESEARCH DIVISION 





STUDY OF SECURITIES AND EXCHANGE COMMISSION 669 


THE BEHAVIOR OF 23 STABILIZED BONDS DURING DISTRIBUTION 
March 15 --- August 30,1959 
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THE BEHAVIOR OF RECENT NEW ISSUES DURING DISTRIBUTION 
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SEPARATE STATEMENT OF HEALY, C. 


I do not approve regulation X—9A6—1 which the Commission adopted January 
8, 1940, permitting and regulating the pegging, fixing, or stabilizing of security 
prices on stock exchanges “to facilitate an offering at the market of any regis- 
tered security.” Nor am I in sympathy with the Commission’s Statement of 
Policy on the Pegging, Fixing, and Stabilizing of Security Prices. Because of 
the importance of the problem, I think it best to record the reasons for my 
dissent.’ 

I. THE STATUTE 


One of the causes leading to the enactment of the Securities Exchange Act 
of 1934 was the fact—sought to be corrected by the act—that frequently the 
prices of securities on securities exchanges and over-the-counter markets had 
been manipulated and controlled with resulting harm to investors and to our 
national economy generally.” To banish such evil practices Congress enacted 
certain provisions. These provisions are contained in section 9 of the act. 

Only two of the subsections of section 9 are pertinent here; one prohibits 
manipulation and the other outlaws “pegging, fixing, or stabilizing’ to the extent 
provided by the rules and regulations of the Commission. The provisions are 
as follows: 

“Sec. 9. (a) It shall be unlawful for any person, directly or indirectly, by the 
use of the mails or any means or instrumentality of interstate commerce, or of 
any facility of any national securities exchange, or for any member of a national 
securities exchange— 

* * * * + . > 

“(2) To effect, alone or with one or more other persons, a series of trans- 
actions in any security registered on a national securities exchange creating 
actual or apparent active trading in such security or raising or depressing 
the price of such security, for the purpose of inducing the purchase or sale 
of such security by others. 

* ~ * *~ . * > 

“(6) To effect either alone or with one or more other persons any series 
of transactions for the purchase and/or sale of any security registered on 
a national securities exchange for the purpose of pegging, fixing, or sta- 
bilizing the price of such security in contravention of such rules and regula- 
tions as the Commission may prescribe as necessary or appropriate in the 
public interest or for the protection of investors.” 

The differences between “manipulation” and “stabilizing” are often difficult 
of perception.’ It is not surprising, therefore, that in almost every “manipula- 
tion” case the claim is advanced that the activities of the respondent were “sta- 
bilizing’ activities“ But under section 9 (a) (2) the Commission has con- 
sistently held, speaking generally, that a series of transactions in a stock effected 
for the purpose of maintaining its price at or about the level to which respondent 
previously had artificially raised it so as to induce purchase and sale by others 
violated the provisions of section 9 (a) (2).* 

The Commission has brought a number of suits for injunction and has devel- 
oped and helped to prosecute a number of criminal cases in which the offense 
charged was that the defendants established artificial market prices and solic- 
ited orders for the stock at such prices without disclosing that the price on the 


_' When the regulation was adopted by the majority of the Commission, I reserved the 
ie Se set forth my views in connection with the regulation and the related statement 
of policy. 

* Securities Exchange Act of 1934, sec. 2 (3). 

*See Woolsey, D. J., in United States v. Brown et al., 5 F. Supp. 81 (S. D. N. Y. 1933). 
The opinion in this case is invaluable because of its collection and analysis of the im- 
portant pertinent decisions of both American and English courts. 

#.. For comments of a historian, see Beard and Beard, America in Midpassage (1939), 

Dav. 

*E. g., In the Matter of Michael J. Meehan, 2 8. B. C. 588: In the Matter of White 
and Weld et al., 8 8. E. C. 466; In the Matter of Charles C. Wright et al., 3 S. E. C. 190. 
A. A. Berle, Jr., in an article on Stock Market Manipulation (38 Columbia Law Review 
393), advanees the theory that the Securities Exchange Act of 1934 and certain sections 
of the Securities Act of 1933 are merely codifications of the law previously established 
in United States v. Brown et al., 79 F. (2d) 321 (C. C. A. 2, 1935), affirming 5 F. Supp. 
S1 (S. D. N. Y¥., 1933), certiorari denied, 296 U. S. 650 (1935). For other cases pr 
to Securities Exchange Act of 1934, see cases cited in note 17, infra. 
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exchange was an artificial one resulting from the sellers’ activities on the 
exchange.® 

Though the statute outlawed “manipulation,” stabilizing activities were sub- 
jected to such treatment as this Commission found to be necessary in the public 
interest or the interest of investors. The claim has been made that section 9 
(a) (6) leaves the Commission with no authority to outlaw “pegging, fixing, and 
stabilizing.” .With this claim, I do not agree. The truth, as I see it, is that 
Congress was intent upon outlawing stabilizing because of the strenuous fight 
made against such a course, determined to leave the problem with the Commission 
with a mandate to solve it. This conclusion is fortified by a statement of the 
Senate Committee on Banking and Currency which considered the matter. That 
committee stated: 

“Practices such as pegging, fixing, or stabilizing the price of a security are 
subjected to regulation by the Commission, which is authorized to prescribe such 
rules as may be necessary or appropriate to protect investors and the public from 
the vicious and unsocial aspects of these practices.”’ © 


If this Commission took the view which I take, that so-called stabilization in 
connection with offerings “at the market” is not in the public interest and that 
prohibiting it is necessary for the protection of investors, it would be at liberty 
to say so and to make its view effective by enacting a rule forbidding it when 
the distribution is “at the market.” My adherence to this position has been 
known to the Commission for some time. 


Il. ANALYSIS OF REGULATION X-—9A6—1 


The regulation became effective February 15, 1940. What is the stabilizing 
that the regulation permits? In general, it permits those who are selling listed 
securities to the public in either a primary or secondary distribution on or off 
the exchange to stabilize the price on the exchange, provided that they do so in 
the way specified in the regulation. 

Speaking generally, the regulation provides that no person shall stabilize a 
security registered on a national securities exchange to facilitate an offering 
“at the market” of any registered security unless a notice of intention to stabilize 
has been sent to this Commission. The stabilizing need not be done by the persons 
making the offering nor need it be confined to the security being offered, but it 
may include any other registered security. Thus, if the offering is of a security 
of a holding company, the stabilizing could, in theory at least, be applied to every 
other registered security of that corporation and to every registered security of 
every subsidiary of the corporation. For example, in the case of Electric Bond 
& Share Co. about 96 securities could be affected. 

The regulation provides that purchases made during the course of the stabiliz- 
ing operations may not be at a price above the price of the last sale on the ex- 
change and at such price only when the highest price of the security on the date 
of such purchase exceeds the last sale price by one-half of 1 percent of the 
highest price or one-fourth point, whichever is greater. Thus, purchases may not 
be designed to raise the price, but only to retard a decline. In no event may 
purchases above a “maximum price” be made. The “maximum price” may be as 
much as 102% percent of (but in no case more than one point above) the price 
at which any stabilizer effects his first purchase of the security after the notice 
of intention to stabilize has been sent to the Commission. That price establishes 
the level above which the stabilizer can neither support the market nor profit 
from its rise. It must be admitted that these provisions are intended to prevent 


5 See Securities and Exchange Commiasion v. Torr, 15 F. Supp. 315 (D. C., 1936): 
S. C. 87 F. (2d) 446 (C. C. A. 2, 1937) ; 8. C. 22 F. Supp. 602 . C., 1938) ; Koeppe ¢ 
Co. ¥. Securities and Erchange Commiasion, 95 F. (2d) 550 (C. C. A. 7, 1938) ; Securities 
and Exchange Commission v. Saphier, unreported (D. C., 1936). 

Proceedings have been successfully prosecuted against persons who have engaged in 
activities resulting in the establishment of artificial market prices but which, in violation 
of sec. 17 (a) (2) of the Securities Act of 1933, were not disclosed. See Coplin et al. 
v. United States, 88 F. (2d) 652 (C. C. A. 9, 1937), certiorari denied, 301 U. S. 703 
(1937) ; Kopald-Quinn v. United States, 101 F. (2d) 628 (C. C. A. 5, 1938). 

It is to be pointed out that in these cases the defendants in the injunction cases and 
the respondents in the criminal cases and in our cases suspending brokers from exchanges 
were found guilty of raising prices by manipulation to assist them in distributing securi- 
ties; whereas the present rule permits, not the rising of prices, but the preventing of 
price declines. I can see no differences in substance between manipulation that causes 
a rise in price and a manipulation that prevents a fall in price. believe there is no 
difference. 

*S. Rept. No. 1455, 73d Cong., 2d sess., p. 55. 
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prices being run up and to prevent stabilizing at a level to which the price has 
been run up by manipulation. But stabilizing is admittedly a form of manipula- 
tion. There is, to my way of thinking, no difference in substance between raising 
a price by manipulation and maintaining a price through manipulation. 

It is important to point out that the regulation does not apply to securities 
offered at a fixed price but only to securities offered “at the market.” ‘Offering 
at the market” is defined as an offering in which the offering price is represented 
to be “ ‘at the market’ or at a price related to the market price.” Stabilizing 
when related to offerings at a fixed price, not represented to be at the market 
or related thereto, is left unregulated and undefined. 

I think that the worst possible situation in which to permit stabilizing is 
when the offering price is represented to be “at the market.” Even when sta- 
bilizing is permitted in connection with an offering at a fixed price, the harm to 
investors is not to be overlooked for there the stabilized price may frequently 
mislead &ind injure those who buy. The investor, observing the exchange price 
or (as often happens) having had his attention called to it by salesmen, believes, 
as he has a right to, that the price is one made by the free play of supply and 
demand in a fair and unmanipulated market.? But when the offering price is 
“at the market” the possibilities of deception and injury to investors are im- 
measurably increased. Securities issued “at the market” are issued on the theory 
that the price is set not by the underwriter but by the interplay of the forces 
of supply and demand. Yet the regulation by permitting stabilizing of such securi- 
ties permits an interference with the free forces of supply and demand and thereby 
tolerates the creation of a price mirage and the distortion of the price which 
would be set by the market if it were to function without artificial support. 

The process of distributing “at the market” where the market is controlled by 
the distributors has in the past caused the public investors losses amounting to 
many tens of millions of dollars. These losses—losses which are actual and not 
theoretical—are mirrored in case histories. The practice was employed by the 
Cities Service Securities Co. (a wholly owned subsidiary of Cities Service Co.) 
when the securities company in the period from April 1927 to December 1930 col- 
lected from the American investors $1,146,518,779 from the sale of Cities Service 
common stock. Its peculiar vice was that the money used to build up the price 
of the common stock on the Curb Exchange was obtained from the public to 
whom the stock was being sold on the over-the-counter market at constantly 
rising prices; prices made by purchases with money which the public itself was 
providing.“ Control of exchange prices was employed in connection with the dis- 
tribution of securities of Associated Gas & Electric Co., United Founders Corp., 
Corp. Securities Co. of Chicago and the Insull interests in distributing common 
stock of Middle West Corp., to name only a few significant examples. 

For some years I have had a conviction which deepens with the reading of 
the Commission’s Reports on Investment Trusts and Investment Companies, 
especially those dealing with United Founders Corp. and United States Electric 
Power Corp., that the greatest injury done the investing public through the 
manipulation or control of stock exchange prices, was the pervasive, destructive 
and seemingly irresistible power of the print on the ticker tape to promote the 
distribution and sale of securities over-the-counter and by off-the-exchange solici- 
tations-securities many of which were overpriced, some of which were worthless, 
and others of which were issued from unworthy motiyes. 

That an offering “at the market” implies a price fixed by the forces of supply 
and demand free from artificial stimulation was recently made clear by the 
unanimous decision of the Sixth Circuit Court of Appeals in Otis & Co. v. Securi- 
ties and Exchange Commission.* In that case the Commission had asserted that 
Otis & Co. had violated section 17 (a) (2) of the Securities Act of 1933 which 
makes it unlawful to obtain money by any untrue statement of a material fact 
or any omission to state a material fact necessary in order to make the state- 
ments made, in the circumstances, not misleading. A secondary distribution of 


7™*When an outsider, a member of the public. reads the price quotations of a stock listed 
on an exchange, he is justified in supposing that the quoted price is an appraisal of the 
value of that stock due to a series of actual sales between various persons dealing at arm's 
length in a free and open market on the exchange, and so represents a true chancering of 
the market value of that stock thereon under the process of attrition due to supply oper- 
ating against demand. (Citing cases.)'’ Woolsey, D. J., in United States v. Brown et al., 
5 F. Supp. 81, 85 (S. D. N. Y. 1933). 

™ The price at which the stock was sold on the over-the-counter market was the previous 
day's closin — on the exchange. 

106 F. © ) 579 (C. C. A, 6, 1939). 
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the stock of the Murray Ohio Co. was involved. Representatives of Otis & Co. 
approached certain large stockholders some of whom agreed to sell Otis & Co. 
a number of shares at the current exchange quotation. They and certain other 
stockholders agreed not to sell any of their remaining shares for a period during 
which Otis & Co. was redistributing (reselling) the stock to the public over the 
counter. It was alleged that during the period of resale, Otis & Co. dominated 
the buying side of this stock on the Cleveland Stock Exchange where it was 
listed. During this period the Exchange quotation rose from 4% to 19. Otis & 
Co. offered the stock “at the market,” and there was evidence that its salesmen 
called the market quotations to the attention of customers. Otis & Co. resorted 
to the claim of stabilization—a claim which has been made in practically every 
manipulation case the Commission has ever instituted—and asserted that the 
withholding agreement was beneficial to both distributor and purchaser. The 
trial court found that Otis & Co. made no disclosure of its withholding agree- 
ments or of its extensive stock exchange purchases while its salesmen pursuant 
to instructions were offering the stock to the public ‘‘at the market.” Our counsel 
claimed and both the trial and the appellate courts agreed with him that an 
offering “at the market” could refer only to a “price standard which normally 
reflects the operation of a free and open market in the sale and purchase of” 
the security. The appellate court was somewhat more emphatic in its views 
than the trial court and said: “We have held that the appellant’s (Otis & Co.) 
offering to sell ‘at the market’ must have been understood to imply a price 
fixed by supply and demand free from artificial restraints and intentional 
stimulation, at least so far as appellant was concerned.” 

The regulation permits stabilizing in the cases of both primary and secondary 
distributions. A primary distribution is, speaking generally, the first or original 
distribution of a security. The proceeds thereof usually go to the issuer. The 
secondary is, speaking similarly, a distribution or sale of a security by an in- 
dividual owner who has owned it for some time. The avails of such distribu- 
tion usually go to the owner of the security. Many secondary distributions are 
made by investors who, for reasons of their own (sometimes a poor opinion of 
the security or special knowledge of its weaknesses), wish to shift their invest- 
ment or who are obliged to obtain cash for one reason or another. Many other 
secondary distributions have their origins in other motives. Many of them 
are generated by brokers or dealers who seek out owners of good sized blocks of 
shares, persuade them to execute an option or equivalent contract and then sell 
the securities either over the counter or on the exchange at a profit or for a 
commission. 

The regulation specifies nothing as to the size of the offering involved. It 
follows that the secondary offering involved may be a very small one. It may 
be said that in such a case it will not pay the distributor to stabilize or that he 
will not have the necessary resources, That will be true in many cases; but 
there will be a residue of cases where it will not be true. They will consist 
principally of low-priced, low-grade securities -vhose intrinsic worth is open 
to the gravest doubt. 

The regulation provides that no person subject to it shall stabilize unless he 
sends a notice of intention to stabilize to this Commission and to the exchange 
where stabilizing is to be effected. It is to be pointed out, however, that the 
person who gives the notice may or may not stabilize. Having given notice of 
his intention to stabilize, he may or may not do so; or he may stabilize on one 
day and not on another. He is required to make reports to the Commission (not 
to the exchange) describing his operations. These reports are to be made to 
the Commission on the first business day following the day on which the stabiliz- 
ing occurs. Thus, reports of Monday’s activities will reach the Commission the 
following Wednesday, and the reports of Saturday’s deals will reach the Com- 
mission the following Tuesday. No provision has been made for making these 
reports public. The Commission has been urged to keep them secret. If they 
are not made public, the investor, at the most, will know no more than that a 
notice of intention to stabilize has been filed ; he will not know whether the price 
















































* For cases where the Commission has held registration statements defective for failure 
to amplify the statement that securities are to be offered “at the market” by disclosing 
past or proposed manipulation of the market and other factors affecting it, see: Rickard 
Ramore Gold Mines, Ltd., 2 S. E. C. 377: Canusa Gold Mines, Ltd., 2 S. E. C. 548; Old 






Diamond Gold Mines, Ltd., 2 S. E. C. 786; Queensboro Gold Mines, Ltd., 2 S. E. C. 860; 
Ypres Cadillac Mines, Ltd., 3 S. E. C. 41; Thomas Bond, Ine., Securities Act Release No. 
1980; Potrero Sugar Co., Securities Act Release No. 2054; Austin Silver Mining Co., Secu- 
rities Act Release No. 1774; and Unity Gold Corp., Securities Act Release No, 1776. 
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of the designated security is actually being artifically maintained. No one will 
know, except some officers and employees of this Commission, the members and 
employees of the syndicate group and the brokers doing the stabilizing. It may 
be that a new and very undesirable type of speculation will develop, in which 
the real subject of the speculation will be not the merits of the security nor even 
the market trend, but whether the stabilizers are stabilizing. 

Even if the reports are made public, they will be of limited usefulness to the 
investing public, for their contents will not be known at the best until several 
days after the stabilizing activities have occurred. Even this is premised on 
the unwarranted assumption that the contents of the reports filter through the 
country within a reasonable time after the reports are filed in Washington. 
It is true that those who make the offering in the over-the-counter market, through 
the mails or by office-to-office canvassing must state in the prospectus that notice 
of intention to stabilize has been filed, but they must immediately add, “This 
statement is not an assurance that the price(s) of the above security (ies) will 
be stabilized or that the stabilizing, if commenced, may not be discontinued 
at any time.” If the distributor sells to any person otherwise than on an ex- 
change, he must make written disclosure that stabilizing transactions have been 
effected, if that is the fact. However, this notice need not be given until the 
competion of the transaction. This, according to the current view, need not 
occur when the buyer contracts to buy or even when he pays his money, but only 
when the security is delivered. Assume that a buyer pays his money, receives 
his security, then learns for the first time that the market price on which he 
relied had been artificially maintained by the man who sold the security to 
him. Assume further that he is dissatisfied and wants his money back. Is he en- 
titled to it? The regulation, of course, does not attempt to say. And I am un- 
willing to hazard an expression on what his rights may be. I am convinced 
that in the absence of this regulation and on the basis of common law cases, 
he would have the right to rescind the contract for purchase and recoup his 
money or sue for damages in an action at law. 

However, such a buyer is the only one who gets such. notice. The security 
being stabilized will carry no distinguishing symbol on the ticker tape. The 
ordinary investor or speculator who buys and sells on the stock exchange will 
have no knowledge as to whether the stock is subject to such a notice of in- 
tention or whether it is in fact being stabilized. The short seller will not know 
that the stock he is selling short is being stabilized, and that, therefore, although 
the trend of the market may be downward, the price of his stock may not go 
down and that he may not be able to cover at a lower price.% 

Likewise, those associated with the persons engaged in stabilizing can play the 
long side of the market with at least the assurance that a strong group is stabiliz- 
ing the stock and that the chances of the price dropping are decreased. 

The ordinary buyer and seller in the over-the-counter market (not referring 
now to the distributor and stabilizer) will likewise have no notice of the stabiliz- 
ing. Relatively few persons throughout the country will see in the press a 
statement that a notice of intention to stabilize has been filed; fewer persons 
will understand what it means. 

Furthermore, the person engaged in stabilizing is not forbidden to enter into 
stand-off agreements. Indeed, that one engaged in stabilizing may negotiate such 
an agreement is recognized by form X-—9A6—1, which is the form to be used to 
notify this Commission of an intention to stabilize2° This means that the 
distributor who artificially maintains the price or retards a price decline dur- 
ing the period of distribution may obtain options from all the principal holders 
of the security (even though he has not the slightest intention of exercising uny 
or all of them) or obtain their agreement that during the period of distribution 
they will not offer their securities for sale. The effect is, of course, to diminish 
the supply while the distributor is artificially increasing the demand (refer- 
ring here, of course, to secondary distribution). Such a practice is strikingly 


* The act does not outlaw short selling. It provides (sec. 10) that it shall be unlawful 
to effect a short sale of any registered security in contravention of such rules and regula- 
tions as the Commission may prescribe. The Commission has adopted one rule limiting and 
regulating but not forbidding short sales. See rule X—10A~—1. 

“Item 4 of form X-9A6-—1 reads: “State which of the persons named in item 1 has made 
or caused to be made any contract or arrangement which is in effect whereby the right 
of any person to sell any securities of the issuer of the securities involved in the stabiliza- 
tion (other than the securities which are or were comprised within the offering) was in 
any manner limited or restricted, and attach as exhibit A a copy of each such contract and 
urrangement or, if oral, outline briefly the provisions thereof. 
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similar to that which this Commission and the United States district court and the 
Sixth Circuit Court of Appeals regarded as unlawful in the Otis & Co. case, 
discussed above.” 


Ill, THE COMMISSION’S STATEMENT OF POLICY 


The Commission’s statement of policy is not coextensive with the regulation 
to which it is addressed. The statement is addressed to the general problem of 
stabilization and not alone to that restricted phase with which the regulation is 
concerned. The statement of policy states that stabilization may be “broadly 
defined as the buying of a security for the limited purpose of preventing or 
retarding a decline in its open market price in order to facilitate its distribution 
to the public.” Implicit in this definition is the admission, which the Commis- 
sion’s statement elsewhere expressly makes, that stabilization is one form of 
manipulation.” Defined with less euphemism it is a manipulation designed 
to help induce the public to exchange its money for a security which the under- 
writer is selling at a market price the decline of which, through his own acts, 
he is preventing or retarding.” 

The statement agrees that “whatever techniques are followed * * * 
stabilizing represents a form of manipulation which interferes with free and 
open markets” but accepts the practice as “an integral part of the American 
system of fixed price security distribution.” That a practice which enables an 
underwriter to shift the results of his mistakes (such as incorrect pricing and 
poor distribution) to the public is accepted by the majority as “an integral part” 
of our system of security distribution is discouraging. 

The philosophy of the Commission's statement is much the same as that of 

the Dickinson committee whose report to the Senate ™ spoke of legitimate and 
illegitimate pools. That report said: 
“* * * the underwriters support the market by trading in the securities on 
the exchange until the distribution is completed. This has been criticized on 
the ground that the public could have bought at a lower level if the underwriters 
did not support the tharket. If the security is properly priced, however, this 
transaction is not properly subject to criticism, since otherwise no underwriter 
. could distribute at the public offering price, and if he could not, he could not have 
afforded to enter into a firm commitment to pay to the corporation the money 
and the latter, if it had no underwriting and had not completed its sales or securi- 
ties before its maturity, might default. Naturally, such transactions may be 
perverted from their normal uses by ‘rigged’ quotations on the exchange so that 
when the syndicate stops trading; that is ‘pulls the plug,’ the price sags and the 
public has a security which is selling several points below the public offering 
price. Such a sag in price, however, may in some cases be due to poor distribu- 
tion of the security, i. e., it was sold to too many market traders rather than 
investors, so that the sales exceed the demand rather than to any intrinsic 
defect in the security.” * 

I find myself in accord with but little of this reasoning. The report says for 
example, “If the security is properly priced * * * this transaction is not 
properly subject to criticism.” If this statement is sound the converse thereof 
should be equally sound, i. e., if the security is not properly priced, the transac- 
tion is properly subject to criticism. When is a security properly priced? What 
is a proper price if it is not one established by market based on supply and 
demand unaffected by unnatural restraints and stimulation? The stabilizing 
rule puts a premium on improper pricing in that the burden thereof may be 
passed to the public. It removes the one standard by which some sort of intelli- 
gent judgment can be formed as to whether the security was properly priced. 
It will make for a poor and inexpert corps of underwriters. But the Dickinson 
report continues as an answer to possible criticism, “otherwise no distributor 
could distribute at the offering price.” This is about equivalent to saying the 


11 Otis & Co. v. Securities and Erchange Commission, 106 F. (2d) 579 (C. C. A. 6, 1939) 

14(Clearly defined, “‘manipulation” is “a planned effort by an individual or group of indi 
viduals to make the market price of a security behave in some manner in which it would 
not behave if left to adiust itself to uncontrolled or uninspired supply and demand.” 
Twentieth Century Fund, Inc., The Security Markets (1935) 444. 

143A series of transactions raising the price for the purpose of inducing buying by others 
violates sec. 9 (a) (2) of the act and results in pe sentences, injunctions, and disbarment 
of brokers from exchanges. A series of transactions designed to prevent or retard a decline 
in the price of a security in order to facilitate its distribution to the public is quite 
permissible. 

1% Stock Market Regulation, 73d Cong., 2d sess. (1934). 

% At pp. 13-14. 
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distributor cannot induce the public to buy unless he is allowed to fool the 
public. The reasoning employed would almost justify taking the public’s money 
by force if the corporation needing it had a maturity to meet. If an underwriter 
cannot distribute at the offering price without resort to artificially maintaining 
the price, he should not distribute at that price. 

The Dickinson report. speaks of the possibility of the price sagging when the 
“plug is pulled” (i. e., where the stabilizing activities end) and ascribes this to 
rigging. There is no doubt that when the “plug is pulled” the price usually sags. 
It is a form of rigging, albeit a mild form. The price has often sagged when 
“the plug was pulled” merely because the supply has been increased at a rate 
out of proportion to the existing demand for the security. In such cases the 
price ought to sag. However, the report says: “Such a sag in price * * * 
may be due to poor distribution.” There is no doubt that many sags have been 
due to poor distribution, but under this rule a premium is put on poor distribu- 
tion. The distribution may be poor but if the stabilizing is effective the natural 
results of poor distribution will be postponed until after the distributor had made 
his profit. 

In striking contrast to the Dickinson report is the Pecora report.” 

This report, happily, recognizes that there is no litmus to test the “good” and 
“bad” practices ; it acknowledges the evils inherent in stabilization and does not 
seek to apologize for its conclusions. 

In section 3 of chapter II of the latter report, investment banking methods are 
discussed. It is recognized that little true underwriting goes on (p. 93). With 
respect to pegging and stabilizing, it is said (p. 95): 

“Obviously, the primary motive for artificially supporting the retail price is 
to afford the members of the selling group a period of time within which to induce 
the investing public to absorb the issue. Were the price to drop before all the 
bonds were sold, the bankers might be unsuccessful in disposing of the entire 
issue. The investor, relying upon the artificial price, is influenced to purchase 
the bonds by the apparent stability of the issue.” 

Instances are cited where the motive behind the pegging was merely to protect 
the interests of an individual who dominated the affairs of the corporation. 

The report states further (p. 97): 

“The pegging process operates to deceive the prospective investor. There is 
an artificial manipulation of price with a consequent misrepresentation of the 
true market for the securities offered.” 

The conclusion, supported by recitals of concrete instances, is “as soon as the 
bankers ‘pull the plug,’ i. e., withdraw their support at the expiration of the 
period of primary distribution, there is a concomitant decline in the price of the 
bonds.” Again the report: 

“Thus the benefits accruing to the ultimate investor from this artificial price 
maintenance are negligible. Hence, the long-term investor receives no lasting 
benefit from the stabilizing process.” 

Again (p. 99): 

“No matter how the operation is characterized, its effect is the same—it creates 
the appearance of a stable market where public demand is maintaining the 
price, whereas in fact the stability is an illusion created by the manipulative 
practices of the bankers.” 

The history of “stabilizing” is accompanied by an impressive line of case-law 
holding that practice and substantially similar practices to be in effect “manipula- 
tion” and against the public policy and denying recovery under so-called sta- 
bilization agreements.“ And this Commission has recognized that stabilizing 
possesses elements of harm against which the public was to be protected. In 
the promulgation of rules with respect to over-the-counter transactions the Com- 
mission promulgated a rule—rule X—-15C1—8—which provides : 

“The term ‘manipulative, deceptive, or other fraudulent device or contrivance,’ 
as used in section 15 (c) (1) of the act, is hereby defined to include any repre- 
sentation made to a customer by a broker or dealer who is participating or 


% Report of the Senate Committee on Banking and Currency pursuant to S. Res. 84 (72d 
Cong.) and S. Res. 56 and S. Res. 97 (73d Cong.), S. Rept. No. 1455, 73d Cong., 2d sess. 
(1934). For a historian’s commento nt his report see, Beard and Beard, America in 
Midpassage (1939) 162-165. 

™ Harper vy. Crenshaw, 82 F. (2d) 845 (D. C. App. 1936), cert. den. 298 U. S. 685. See 
also United States v. Brown, 5 F. Supp. 81 (S. D. N. Y. 1933), aff'd 79 F. (2d) 321 (C. €. A. 
2. 1935), cert. den. 296 U. 8S. 250; Sanderson & Levi v. British Westralian Mines and Shares 
Corporation, Ltd., Queens Bench Division, cited in United States v. Brown, supra: Scott v. 
Brown, L. R. (1892) 2 Q. B. D. 724; Berle, Liability for Stock Market Manipulation, 31 
Columbia Law Review 264 (1961). 
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otherwise. financially interested in the primary or secondary distribution of 
any security which is not admitted to trading on a national securities exchange 
that such security is being offered to such customer ‘at the market’ or at a 
price related to the market price unless such broker or dealer knows or has 
reasonable grounds to believe that a market for such security exists other than 
that made, created, or controlled by him, or by any person for whom he is 
acting or with whom he is associated in such distribution, or by any person 
controlled by, controlling or under common control with him.” 

A practice which is deleterious on the over-the-counter market does not acquire 
propriety when practiced on an exchange. 

The Commission’s statement states that the “stabilizing can be apprized in the 
light not only of the needs of industry for capital, but of the prevailing methods 
of security distribution.”” What need be pointed out is that stabilizing opera- 
tions are not necessary in the marketing of good issues properly priced and well 
distributed. Stabilizing becomes necessary only where the security is such that 
the underwriter must “make a market,” In such a case it becomes the under- 
writer’s weapon to defy normal market trends and to enable him to dispose of the 
securities at a price which he determines. At the same time it will give a 
fictitious appearance of strength to issues and attract investor’s funds. 

It is sometimes sought to justify stabilizing by pointing out that the process 
maintains a market for those investors who want to sell before completion of the 
distribution. This claim is not to be denied, nor need it be, for the real question is 
whether the process of maintaining the market for the benefit of a few who decide 
to sell encourages others to buy at prices which cannot be maintained once the 
support is withdrawn. If the answer is “yes,” the few who sell during such 
period and the distributor are benefiting at the expense of the many who sell 
after the break. As between the two groups, our duty is to protect the genuine 
investor. 

There is unanimity of agreement that stabilizing encourages the overpricing 
of securities.” By giving a pretense of trading activity and stability of price it 
invites buyers into the market. Thus the demand for the security is increased 
although the price is “out of line.” 

The Commission’s statement states: “Some proportion of an issue offered to 
the public, even though it may be initially sold out by the underwriters to the 
selling group dealers, will find its way back into the open market. * * * If 
these reofferings are not absorbed by public buying in the open market, their 
pressure will tend to force the market price below the original offering price.” 
At another place in the statement reference is made to the argument that 
“stabilization is warranted in order to offset the market ‘abnormalities’ which 
result from the very fact of offering.” 1 do not believe that an “abnormality” 
exists where supply exceeds demand. If supply is out of line with demand the 
price ought to fall and the underwriter ought not to be permitted, for the sake 
of his own purse, through the process of stabilizing to stop the fall long enough 
to permit him to pass the loss to the public. If the condition posed in the state- 
ment quoted above exists and if stabilizing is permitted the public will take 
the loss as soon as the “plug is pulled’ and pay for the underwriter’s error of 
judgment. The underwriter and not the public should pay for the former's 
mistakes. However, if the force of the argument be recognized, then those 
advancing it should also recognize that the permission to stabilize is not con- 
fined to cases where the threat to prices is due to the offering itself. The per- 
mission in fact takes no account of the cause of the decline. It may be due to 
a dozen other causes, such as general trends, disaster, et cetera. Still the 
stabilizing may continue—to the profit of the underwriter and to the detriment 
of the investor. 

The Commission’s statement frankly acknowledges that “stabilizing cannot 
as a practical matter be used to stem a market or economic trend of any rea! 
significance.” This is certainly true. What need be added is that those who are 
induced to purchase securities during that brief period when the stabilizers are 
attempting to prevent the application to these normal trends and before their 
inability to do so for a substantial period is realized by them, will bear the 
burden of the attempt. 

The Commission’s statement makes reference to the results of an examina- 
tion of stabilizing operations undertaken to facilitate the distribution of 19 new 


%% This fact is also acknowledged in the Commission's statement. 
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pond issues. It appears that the average drop from orginal offering prices (after 
adjustment for market changes) was about 1.4 percent during the third month 
following their offering dates. These figures are of telling importance; particu- 
larly so when it is recalled that these 19 issues were high-grade bonds and that 
they were offered during what was for the most part a seller’s market. These 
figures—taken from actual and not hypothetical experiences—makes it abundantly 
clear that the genuine market begins when stabilization ends.” 

The Commission's statement accepts the premise advanced by underwriters 
that they must always dispose of an issue within a few hours after the offering. 
That a speedy distribution is of value to the underwriter is not to be questioned 
in view of the restricted amounts of capital which the underwriters have and the 
very large amounts of participations which they accept. 

I do not for one moment question the value of stabilizing to the underwriter. 
Some of them distribute nothing but high-grade first-mortgage bonds where the 
underwriter’s risk is at a minimum. Even in these cases the underwriting 
contract is completed by filling in the price and spread and amending the registra- 
tion statement just a few hours before the public offering. In these cases the 
so-called underwriter often has informal assurance that every dollar of the 
issue will be sold almost at once. The underwriter naturally desires to eliminate 
from his undertaking every risk that he can eliminate. The fewer risks, the 
fewer his losses and the greater his profits. This is especially understandable in 
an underwriting system where the underwriter has little capital and accepts 
participations every year which exceed his total capital many times over, The 
tabulation set forth below is most revealing.” In such a system of underwriting 
the so-called underwriter tends to become a mere distributing agent or merchant. 

In England, unlike the practice in the United States, the underwriters who 
take up an unsubscribed portion of an issue generally feel no haste in disposing 
of those securities. They realize that eventually a buyer will be found at the 
issue price or at a slight concession.” The haste of the American underwriters— 
admittedly a haste made necessary by their lack of capital—has often given rise 
to unnecessary losses. Underwriters have complained about the “failures” of 
certain issues. Though the claim is made that the underwriters were required 
to take substantial losses on such issues, the fact is that in some though not all 
instances if the underwriters had held the securities for a period they would 
have been able to sell the securities at a price above the original offering price 


Steiner and Lasdon, The Market Action of New Issues—-A Test of Syndicate Price 
Pegging, 12 Harvard Business Review 339 _. This article reports the results of a 
study of 288 issues and concludes that, “Of the 288 issues studied, 227, or 78.7 percent 
broke their offering prices within the 6-month period. * * * Deducting convertible 
obligations * * * it was found that 203 out of 256 nonconvertible obligations, or 79.3 
percent, broke their offering prices within the stipulated period. Considering amounts 
instead of number of issues, $6,327,.700,000, or 75.1 percent, of the sum total of $8,427.- 
900,000 worth of issues studied broke their offering prices. When the adjustment was 
made for convertible obligations, $5,.467,.600,000, or 77.5 percent, out of a total of 
$7,057,000,000 declined below the original price.” 

* The table is as follows: 


RATIO OF AVERAGE PARTICIPATIONS TO AVERAGE CAPITAL, 1934-39 


{In millions of dollars] 


| 
Ratio, average 
Average Average | yearly par- 
Company capital em- yearly par- | ticipations 
ployed ticipations ! to average 
| capital 


| | 
Morgan Stanley & Co., Inc__._____- eae | 
Smith Barney & Co ed | 
Kuhn, Loeb & Co 
First Boston Corp.. 
Dillon, Read & Co__._.......-_-. ee 
Blyth & Co_. ae PET Es Se Leo | 
Harriman, Ripley & Co 
Mellon Securities Corp 


1 Excludes municipal securities. 





" Twentieth Century Fund, Inc., The Security Markets (1935), pp. 79-84. 
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and in the interim would have received the interest or dividends. The tabula- 
tion below is revealing. 

The self-interest of underwriters is human. We must not forget, however, 
that it is other people’s money which they are seeking and that the savings of 
the public must not be taken from it by any method which is not strictly honest.” 
He who solicits from the owner of a large number of shares an option from which 
he then distributes over the counter with the aid of the tape print which he 
maintains through stabilizing operations, does not deserve to be called under- 
writer. Such a course does not conform to the best standards of the market 
place. 

Against the principle that underwriters should not be permitted to take the 
public’s money by any means other than those strictly honest, no considerations 
of the paucity of underwriting capital or the needs of industry for capital 
should be permitted to prevail. I for one am convinced that all the needs of 
legitimate industry for capital can be met without resort to deception. To con- 
tend otherwise is no compliment to our industries. 

I think our primary consideration must be the interests of investors for if the 
investor is driven from the market by unethical practices our whole system will 
collapse. Moreover, the investor is not the only one who is immediately affected 
by stabilizing. During the stabilizing period bank loans which are collateraled 
by the securities being stabilized will be affected,” and margin calculations will 
be based upon artificial prices. So, too, the proper appraisal of the value of 
securities necessary for a fair calculation of taxes owed Federal and State Gov- 
ernments wil Ibe hindered.” 

Only by giving controlling consideration to the interests of underwriters can 
it be said that stabilizing is in the public interest. The statute throughout 
Speaks of public interest and the protection of investors as one and the same 
thing and I am convinced they are. In my opinion stabilizing is not in the 
interest of investors and thereby is against the public interest. 


IV 


The Commission’s statement, using as an example an instance where an under- 
writer has entered into a firm commitment to distribute securities at a fixed 
price, refers to stabilizing as a practice which enables the issuing corporation to 
obtain from the underwriter a fixed sum of money at a fixed date. This example 
has little application to regulation X—-9A6-—-1 which has been adopted. This reg- 
ulation is concerned with stabilizing only where the distribution is “at the mar- 
ket.” In such case the market price is the offering price and there is no assur- 
ance to the issuing corporation that it will receive a fixed sum or a fixed price. 
Furthermore, the regulation is not limited to instances where firm commitments 
by underwriters have been executed. It applies equally to instances where the 


22 The table below does not purport to include all issues since 1936 which were not successful. Complete 
information is not available to the writer. 





| Date on which 

| Price to issue first went | Price, Dec. 
underwriter | above price to | 31, 1989 

| | underwriter 


Date of issue 


| 


Shell Union Oil 34's, 1951_..........--- Mar. 10, 1936 ¢ July 9, 1936__._- 1022332 
Northern States Power $5 preferred...) Feb. 11, 1987 Nov. 19, 1938_- 111 
Pure Oil 5-percent cumulative pre- | Aug. 23, 1937 | l4 78% 


ferred. . . 
Bethlehem Stee] 314’s, 1952 Aug. 30, 1937 | | Week of Nov. 107% 
| | 6, 1938. 
Central Illinois Public Service 3%4’s, | Dec. 8, 1938 | » | Jan. 5, 1989__._- 103 
1968 i 


Shell Union 214’s, 1954 July 19, 1939 | 95% 
Southern Bell 3's, 1979 July 20, 1939 106 105 
Ohio Public Service 4’s, 1962 Aug. 26, 1939 | 109 








23 Cr. Brandeis, Other People’s Money (1914). 

*% Securities Exchange Act, secs. 2 (2) and 2 (3); American Sumatra Tobacco Corp. V 
Securities and Exchange Commission, decided January 2, 1940, Court of Appeals for the 
District of Columbia. 

% This point is recognized in the aet. See sec. 2 (5). 
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underwriter’s obligation is that of merely exercising his best efforts to dispose 
of the securities. Here again the issuing corporation has no assurance of re- 
ceiving a certain sum for there is no assurance that the entire issue will be sold. 

Mr. Heuer. Mr. Lund, has the regulation of the exchanges by the 
SEC resulted in any decline in the volume of exchange trading or 
in the operations of brokers ? 

Mr. Lunp. Yes; I think it has, some. The exchanges will no doubt 
say, if asked, that it has markedly diminished certain aspects of 
trading. 

I think that that is true from a short viewpoint, short range. On 
the long-range view, however, I think that the fact that the laws have 
made the market place a respectable one again has probably induced 
a lot more trading than there ever would have been in the absence of 
the present laws. 

Mr. Hetier. Do you think that the regulation of the securities mar- 
kets has led to mergers of exchanges, such as occurred recently in the 
Middle West ? 

Mr. Lunp. Yes; I think that definitely in that area it could be said 
that the existing legislation has caused some exchanges to decline, 
volumewise. For example, before the passage of the 1934 act some 
of the exchanges lived largely by manipulative activities by-groups, 
and I think their life blood was drawn from a lot of excess trading. 
With the advent of the Securities Acts and the cleansing of the market 
places, a lot of that trading was stamped out, and I think that as a 
result in many of the smaller exchanges they found themselves in the 
position of lower and lower volume of transactions, and that has, of 
course, resulted in mergers and dissolutions. 

Mr. Herter. Would you say that that is a desirable development ? 

Mr. Lunp. I think it is a very healthy, desirable development. 

Mr. Hetxer. To what extent does the Commission treat as confi- 
dential data filed as part of a registration statement, periodic reports 
and so forth ? 

Mr. Lunp. That is something that really should be answered by 
the Corporation Finance Division. I worked there for a number of 
years and I probably can give a general answer. 

Mr. Hetier. Would you supply it ? 

Mr. Lunp. All right. 

Mr. Hetrer. Explaining the type of information that is treated 
confidentially. 

Mr. Lunp. Yes, sir. 

Mr. Hetxer. Discussing with us the applications for confidential 
treatment which are made regularly, as we understand, by registrants, 
even when previously denied. 

Mr. Lunn. Yes, sir. 

Mr. Herter. Would you also discuss in that statement why these 
requests seem to be made consistently by these companies ? 

Mr. Lunp. Yes, sir. 

Mr. Hever. By the same companies. 

Mr. Lunp. Yes, sir; we will furnish you a statement as to that. 
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(The statement requested follows :) 


Act oF 1984 
STATUTE 


Section 24 (a) of the Securities Exchange Act of 1934 provides for nondis- 
closure of trade secrets or processes in any report filed with the Commission. 
In addition, section 24 (b) provides as follows: 

“Any person filing any such application, report, or doc ument may make written 
objection to the public disclosure of information contained therein, stating the 
grounds for such objection, and the Commission is authorized to hear objections 
in any such case where it deems it advisable. The Commission may, in such 
cases, make available to the public the information contained in any such appli- 
cation, report, or document, only when in its judgment a disclosure of such in- 
formation is in the public interest; and copies of information so made available 
may be furnished to any person at such reasonable charge and under such 
reasonable limitations as the Commission may prescribe.” 


RULES 


Rule X-—24B-2, adopted under section 24 (b), provides for the filing of the 
confidential material under separate cover, together with a statement of the 
grounds of the application for confidential treatment and a request for hearing 
if desired. The rule prescribes detailed machinery for hearings and the grant- 
ing, withdrawal, or denial of the application. 

In addition, rule X-6 was adopted by the Commission February 19, 1942, re- 
pealed June 27, 1947, and again adopted on March 19, 1951 (with slight modifi- 
cations), for ra granting of confidential treatment of information, disclosure of 
which would affect the national security. The Commission may act upon its 
own initiative or upon application and the determination is made in consultation 
with the executive department or agency of the United States concerned. Pro- 
vision is made in the rule for an advance opinion by the Commission. In effect, 
this is not so much a rule of confidential treatment as a rule restricting the dis- 
closure requirements of the Commission’s forms. 


EXTENT OF APPLICATIONS 


When the Commission first began its functions under this act there were a 
great many requests for confidential treatment, particularly with respect to 
figures on sales and cost of goods sold. Such applications have substantially 
diminished since the Court of Appeals for the District of Columbia in 1940 in 
the case of American Sumatra Tobacco Corp. vy. 8S. E. C. (110 Fed. 2d 117), 
affirmed an order of the Commission (7 S. E. C. 1033 (1939) denying confidential 
treatment of these figures, 

Public filings (exclusive of amendments) under this act, consisting of applica- 
tions for registrations on stock exchanges, periodic reports, definitive proxy state- 
ments, and ownership and transaction reports by officers, directors, and 10 
percent stockholders, currently aggregate more than 35,000 in a year. (See 
schedule A, attached.) There has been a yearly average of only about 33 
requests for confidential treatment under rule X—24B-2 for the past 3% years 
as to all of such filings. (See schedules B and C attached. )* 

It is thus apparent that applications for confidential treatment are now rela- 
tively insignificant and that the procedures established may be regarded as 
workable and satisfactory. 


BASIS OF APPLICATIONS 


The largest group of applications for confidential treatment during the 
period related to compensation and other benefits paid to officers, employees, 
and others providing services to the reporting companies. lor the most part 
these applications were granted if the officers were of the non-policy-making 


1It will be noted from schedule A, attached, that about 20,000 of these items are owner- 
ship and transaction reports which have not been the basis for any applications for 
confidential treatment in recent years. 

27Inasmuch as rule X—6 has n in effect only a few months during the period the 
filings thereunder were nominal and have been disregarded. 


5  ——s eee _— ~—— iM ATP eT | UL ATO!.UCULDRTSOTVT AAT ED 6OCUNAZASTTOQTSCVAY 


APPLICATIONS FOR CONFIDENTIAL TREATMENT UNDER THE SECURITIES EXCHANGE 
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group and if there was no important affiliation with the company and if the 
application stated facts demonstrating that disclosure was detrimental to the 
applicant and not necessary for the protection of investors, Such applications 
have substantially decreased in number in recent years. 

Another large group of applications have related to the disclosure of financial 
data. A number of these related to quarterly reports of gross sales and operating 
revenues While others related to various items of the financial statements re- 
quired in annual reports and were generally denied or abandoned. 

A few applications related to the identity of a parent or subsidiary company, 
often located abroad. Extenuating circumstances in such cases sometimes 
justify confidential treatment. 

A substantial number of applications for confidential treatment related to 
contracts or portions thereof covering a variety of subjects. These included 
employment contracts, contracts for sale of goods to important customers, or 
the converse, and provisions of bank-loan agreements. In cases in which such 
applications were granted, there was usually a showing of competitive dis- 
advantage or other factor of importance to the applicant, and sufficient disclosure 
for the protection of investors was made in the public filing. 


REPEAT APPLICATIONS 


A belief is sometimes expressed that some companies consistently file applica- 
tions for confidential treatment even though similar applications had been 
previously denied. This, however, is not borne out from our records. In excess 
of 2,600 companies file reports with the Commission under the act. It will be 
noted from schedule D, attached, that only 19 companies were repeaters, filing 
59 applications in the more than 34% years covered by our statistics. Of this 
number of applications, 54 were granted and 5 were denied or withdrawn. Four 
of the denied applications were filed by the same company regarding its annual 
reports on Form 10-K, of which one was withdrawn promptly and the remaining 
three were denied within a week or less after filing. The other denied applica- 
tion involved a preliminary proxy statement. 


ScHEDULE A.—Number of public filings, exclusive of amendments, under the 
Securities and Exchange Act of 1934 for the past 3 calendar years as to which 
rule X-24B-2 (confidential treatment) was applicable for either the whole 
document or part thereof 


Calendar years 
‘l'ype of tiling . LS 
1950 1951 


Applications for registration of securities on stock exchanges (Forms 

10, 8A, etc.) a Ee . Behe a 608 : 802 
Annual reports (Form 10-K, etc.) __. Sees 2, 676 2,6 2, 706 
Current reports (Form 8-K) 19, 804 | 3, 325 3, 065 
Quarterly reports (Form 9K) aut Q) } , 478 7, 931 
Proxy statements (definitive) 1, 653 | a 1, 791 
Ownership and transactions reports of o' 

cipal stockholders (sec. 16 (a))-......-- 


20, 031 
36, 326 


x 


1 Form 9K for quarterly sales data was adopted in 1949 to be filed after Jan. 1, 1950. In 1949 such data 
was reported under item 11 of Form 8-K, 


Note.—These figures were compiled from the Division’s workload statistics; therefore, duplications as 
to some 150 investment companies filing under both the Investment Company Act and the Exchange Act 
have been eliminated from our Exchange Act count. 50-some-odd of these investment companies are 
closed-end companies, having securities listed and registered on stock exchanges under the 1934 act and 
100-some-odd are subject to the reporting requirements under sec. 15 (d) of the 1934 act by reasons of under- 
an contained in registration statements under the Securities Act of 1933 for the public sale of their 
securities. 


23578—52—pt. 1——44 
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ScHEDULE B.—Applications for confidential treatment, July 1, 1948, to Feb. 27, 
1952, Securities Exchange Act of 1934, rule X-24B-2 











rats med Numbe 
m a umber 
Period oo gi received 


of period 


Number 
granted 


Number 
denied or 
withdrawn 


























115 | 








ad 





46 39 0 

10 27 24 5 x 
8 28 23 10 3 
3 14 10 0 7 
23 28 





x- o4B-8 


ScHEDULE C.—Type of report involved in applications for confidential treatment 
between July 1, 1948, to Feb. 27, 1952, Securities Erchange Act of 1934, rule 




















Period 8-A 8K! | ¢K! 10-K ? Proxy 
duly 1, 1948, to June 30, 1949._......-._.__- 0 12 0 | 6 | 8 
July 1, 1949, to June 30, 1950_...__...-.._.- 0 3 3 16 5 
July 1, 1950, to June 30, 1951..._....______- 0 6 | 5 11 | 6 
July 1; 1951, to Feb. 27, 1952..-....-......- 0 4 | 3 | 1| 5 
y  SRON EE rte egy Hees»: 0 25 | ll | 54 | 24 
| 

















! Form 9-K for quarterly sales data naageee in 1949 for filing after Jan. 1, 1950. In 1949 such data were 
filed under item 11 of Form 8-K 
2 This includes 5 filings on Form 1-MD in 1948-49, now obsolete. 


ScHEDULE D.—Number of cases repeated, July 1, 1948, to Feb. 27, 1952 





| 



















reports 









| 

Companies | 
Form 8-K PP Sarees Dae nes, eee 2 
Form 9 K oe ee eae ee ee 1 

Form 10-K. 10 | 
6 





| Num be 
or of 
Number of | | -—— 
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¥ umber of 
Number of 
applications | applications 
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withdrawn 











Mr. Hetxer. I understand, Mr. Lund, that the Commission favors 





the extension of registration, proxy, and insider trading privileges to 
companies with assets of more than $3,000,000 and more than 300 
stockholders which do not now provide certain public information. 


Is that correct? 
Mr. Lunp. That is correct. 


Mr. Hetier. Do you think that this would lead to full registration 
and trading on the exchanges for more securities? 
Mr. Lunp. I am not sure that it will really result in more stock- 


—— % trading. 
E 


LLER. What effect would it have on the business of the over- 


an pics ae security dealers 


Mr. Lunp. I think that it ae in some instances have a tendency to 


cause certain companies not now registered to register with the ex- 
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changes, inasmuch as they have already registered with the Commis- 
sion and supplied the necessary information. To that extent, certain 
over-the-counter market areas may be affected. 

I think, conversely, if anything similar to the proposal goes through, 
that there will be some steps taken by the exchanges to throw off the 
less-active securities; throw them back into the over-the-counter mar- 
ket areas. 

So I think on balance, the over-the-counter market will be about as 
well off, although they might lose some of their most active bread-and- 
butter stocks of today. 

Mr. Heuer. Do you believe that there should be a compulsory 
registration of privately sold issues of securities? 

Mr. Lunp. I do not. 

Mr. Hetxer. That is called private placement ? 

Mr. Lunp. That is right. 

Mr. Hetxier. Would not that promote wider distribution of prime 
securities among both large and small institutional investors? 

Mr. Lunp. It might have that effect; but, in the context in which I 
have to think, the securities laws were passed to protect the public. 
Now, an insurance company like the Metropolitan Life has enough 
money pouring in every day which must find a place of investment, 
and that one company alone can take many, many sizable issues. It 
does not need the protection that the public needs. It does not need 
the facts which are obtained in registration statements, because in 
order to borrow money from the insurance companies the issuing com- 
pany will give the insurance companies much more information than 
we ever dream asking »bout in our forms. 

So, as informed buyers of these private placements, I do not think 
that they should have the protection which the public gets through 
the registration process. 

Mr. Hetter. But it is true—is it not’—that the volume of the un- 
registered private placements is growing steadily—practically by 
leaps and bounds. 

Mr. Lunp. Well, it is growing very hurriedly, and there have been, 
of course, many private placements all through the existence of the 
securities laws, and I am not sure at all that a registration will change 
that at all. We find that many of our registered issues end up in the 
hands of large insurance companies or trust funds. 

Mr. Hetter. Is not that situation leading to a concentration of in- 
vestment by these insurance companies and discouraging to ordinary 
investors ¢ 

Mr. Lunp. Well, I think the answer to that is “Yes”; and, more- 
over, the large buyers are able to take the real cream of the crop, the 
very highest-grade securities. However, I would like to make this 
suggestion: We have no power to determine the quantity of private 
placements that are going on today in the country. We arrive at and 
we try to keep up with it, and we get voluntary information. I think 
it might be well to consider a study. Congress probably should ask us 
to make a study of the private-placement problem as we did of the 
broker-dealer segregation problem; give us power to get the data so 
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we will actually know what types of securities are being placed and 
in what volume, and then we could probably study the effects of con- 
centration of these issues and the harm, if any, to the public. 

So, I think that the committee might well consider requesting a 
study by the Commission of that problem. 

Mr. Hetzer. I think that that concludes your very illuminating 
examination. I should like to say that this has been one of the most 
interesting sessions this committee has had. We want to thank you 
for the valuable information which you have furnished us. This in- 
formation, will indeed be very helpful to us in our studies. 

Mr. Lunp. Thank you very much, Mr. Chairman. 

Mr. Hetzer. Thank you. 

The subcommittee will stand adjourned until Tuesday morning. 

(Thereupon, at 11:45 a. m., the subcommittee adjourned to meet 
Tuesday, February 26, 1952.) 
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TUESDAY, FEBRUARY 26, 1952 


House or REpresENTATIVES, 
SUBCOMMITTEE OF THE COMMITTEE ON 
INTERSTATE AND ForetigN CoMMERCE, 
Washington, D.C. 


The subcommittee met at 2 p. m., pursuant to recess, in room 1334 
of the New House Office Building, Hon. Louis B. Heller (chairman 
of the subcommittee) prennne 

Mr. Hewier. The subcommittee will please come to order. 


TESTIMONY OF PETER T. BYRNE, REGIONAL ADMINISTRATOR, 
SECURITIES AND EXCHANGE COMMISSION, NEW YORK, N. Y. 


Mr. Heuer. Mr. Byrne, will you please rise and raise your right 
hand. 

Do you solemnly swear to tell the truth, the whole truth, and 
nothing but the truth, so help you God ? 

Mr. Byrne. I do. 

Mr. Hexxier. Will you give the reporter your full name and address ¢ 

Mr. Byrne. Peter T. Byrne, Securities and Exchange Commission, 
42 Broadway, New York, N. Y. 

Mr. Hetier. What is your home address ? 

Mr. Byrne. 7 Peter Cooper Road, New York 10. 

Mr. Hever. Mr. Byrne, we have your written statement dated Feb- 
ruary 25, 1952, and unless you want to add to or correct it in any way, 
we will incorporate it into the record as part of your direct testimony. 
Do you adopt it as your direct testimony ¢ 

Mr. Byrne. I do, except for the fact that I have not proofread this 
with my own typewritten statement. Subject to any typographical 
errors, I adopt it as my own. 

Mr. Hetier. At such time as you want to make those corrections, 
you may do so. 

Mr. Byrne. I will be glad to do so. 

Mr. Hetter. The statement will be put in the record at this point. 

(The statement above referred to is as follows :) 


STATEMENT OF THE ADMINISTRATOR OF THE NEW YORK REGIONAL OFFICE OF THE 
Dvuries AND FUNCTIONS OF THAT OFFICE 


DUTIES AND ORGANIZATIONAL FUNCTIONS 


The New York regional office is responsible for the administration, enforcement, 
and interpretation of the several acts administered by the Commission, to wit: 
The Securities Act of 1933, the Securities Exchange Act of 1984, the Trust Inden- 
ture Act of 1939, the Investment Company Act of 1940, the Investment Advisers 
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Act of 1940 and certain provisions of chapter X of the National Bankruptcy Act.’ 
The geographic area assigned to the New York regional office includes the States 
of New York, New Jersey, and Pennsylvania. 

The laws which the Commission administers in the public interest and for the 
protection of investors give it very broad powers over issuers of securities, under- 
writers, brokers, dealers, investment advisers (and their agents and employees), 
over the market places where securities are distributed and traded, and over 
lawyers and accountants representing such pesons. These powers include, among 
other things, the permissive registration and conditional exemption of securities 
publicly offered by issuers or by or through underwriters ; the licensing of brokers, 
dealers, and investment advisers; the investigation, through the use of subpena 
power or otherwise, of all matters involving possible violations of the acts or 
rules thereunder, primarily in the purchase or sale of securities, but also with 
respect to documents required to be filed with the Commission; the exercise of 
sanctions enumerated by the Congress such as the prosecution of actions in 
United States district courts to enjoin persons engaged in or about to engage in 
transactions in violation of the acts or rules, the prosecution of proceedings 
before hearing examiners to determine whether members of national securities 
exchanges or registered broker-dealers or investment advisers, or persons under 
their control, have violated provisions of the acts or rules, and, if so, whether 
it is in the public interest to suspend or expel them from the national securities 
exchanges or associations of which they are members or to revoke their registra- 
tions with the Commission ; the transmission of evidence of violations of the acts 
or rules to the Attorney General for the initiation of criminal action, and in such 
eases rendering appropriate assistance in the presentation of the matter to a 
Federal grand jury, and in the conduct of the trial of the defendants ; the prosecu- 
tion of proceedings before hearing examiners to determine whether the privilege 
of a lawyer or an accountant of appearing or practicing before the Commission 
should be denied. 

With the exception of the registration process under the several acts and the 
several provisions of the Holding Company Act, the Commission has delegated 
to the New York regional office primary responsibility, subject to the general 
administrative supervision of the Division of Trading and Exchanges, for the 
administration and enforcement of all of the acts and rules thereunder which 
it could lawfully delegate. 

The office is in daily contact with representatives of law firms, independent 
public accounting firms, banking and investment institutions, member firms of 
the New York Stock Exchange, the New York Curb Exchange, the Philadelphia- 
Baltimore Stock Exchange, the Pittsburgh Stock Exchange, and the National 
Association of Securities Dealers, industrial organizations as well as repre- 
sentatives of New York financial publications and the general public on matters 
involving the impact of our acts or rules on their businesses or transactions or 
proposed transactions. 

In the investigative and enforcement field the New York regional office has 
and exercises independent judgment in the opening and conduct of investiga- 
tions to determine whether violations of the acts or rules have occurred or are 
about to occur. Approximately 90 percent of all such investigations are initiated 
by that office on its own motion based upon information obtained from many 
sources, the remainder being opened as the result of information furnished 
either by the headquarters office or by another regional office—and of that 90 
percent those opened on the basis of complaints received are in the minority. 

Investigations generally are classified as trading quizzes, broker-dealer in- 
spections, and formal (subpena power from Commission) and informal investi- 
gations. All but the broker-dealer inspections are opened with a written 
assignment outlining the reasons prompting the inquiry, the anticipated scope, 
and the possible violations of law thought to be involved, a copy of which is 
transmitted to the Division of Trading and Exchanges. In the case of trading 
quizzes and broker-dealer inspections the securities investigators carry out 
their assignments with the advice and guidance of the chief investigator of 
their respectivev sections, and on completion of their work prepare written re- 
ports of facts and conclusions, which reports are reviewed by such chiefs and 
by the technical adviser. In the case of formal and informal investigations a 
team comprising an enforcement attorney and one or more securities investi- 
gators carry out their assignments with the advice and guidance of the chief 
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enforcement attorney, and on completion of their work prepare written reports 
of facts, conclusions of fact and law, and recommendations for the ultimate 
disposition of the case, which reports are reviewed by said chief enforcement 
attorney. All reports are subject to final review by the regional administrator 
by whom they are transmitted to the headquarters office with the final recom- 
mendation of the office. 

Where the recommendations of the New York regional! office call for injunctive 
or administrative action the New York office is in charge of the actual prosecution 
of such actions before the United States district courts or hearing examiners, 
respectively, subject to the general supervision of the Division of Trading and 
Exchanges except in contested civil actions where it is subject to the general 
supervision of the general counsel. Where such recommendations call for 
reference to the attorney general for criminal prosecution, the New York regional 
office is responsible for assisting the United States attorney in presenting the 
matters to a Federal grand jury and in the ultimate trial of the cases. In a 
few instances recommendations are made for referenee of facts to local prose- 
cuting authorities, or to national securities exchanges or associations for appro- 
priate action. It frequently happens upon completion of an investigation that 
in the judgment of the New York regional office the most appropriate course to 
pursue in the public interest and for the protection of investors is to bring about 
an offer of rescission by the persons found to have violated the acts and issue 
a written warning against a repetition of such violation. This has the two- 
fold desirable effect of giving the “‘victim” an opportunity to be made whole and 
educating the unintentional violator against a recurrence. 

The New York regional office is invariably consulted in advance with respect 
to the proposed adoption of new rules under the acts or with respect to proposed 
amendments to existing rules. Conversely, the New York regional office from 
time to time makes on its own motion detailed recommendations for the adoption 
of rules or amendments to existing rules and in addition is regularly instituting 
procedures designed to expedite or make more effective the administration of 
the acts. 


Organizational and statistical 

The New York regional office is the third largest operating unit in the entire 
Commission, including departmental and field. Statistically speaking, it is 
staffed with 125 persons, comprising, aside from the regional administrator ana 
the assistant regional administrator, the following: 


Chief enforcement attorney___--~~- SN a ae SE a EE SN ESS a 
Staff enforcement attorneys 
Chief interpretative attorney 


_ 
Se et et et tt 


* 
we 


Chief investigator, manipulation_____.........--..---------- Bo Fe Eee 

Staff of securities investigators_______- siicibed Mitsccihhig diel piheat aioe aaa ee 7 
Chief investigators, broker-dealer = 

ene On Genes . SeNNNONES. So a ee 
Chief investigator, fraud ; 

EE Se Rie FG ee ee ETE a Te 10 
Chief reorganization attorney 

Staff reorganization attorneys and analysts._._.___..__---~-- ARS CS Vee 
Secretarial, stenographic, administrative, and clerical personnel 


The functional breakdown is arranged primarily as the foregoing titles suggest. 
The 11 enforcement attorneys collaborate with the securities investigators in 
the conduct of all investigations (except trading quizzes and broker-dealer in- 
spections) and prosecute all injunctive actions and administrative proceedings. 
Of the securities investigators 15 are primarily engaged in investigations of 
possible unlawful manipulation of prices in the securities markets (without the 
assistance of an attorney), 18 are primarily engaged in examination of the 
business practices and books and records of member firms and nonmember firms 
registered with the Commission (without the assistance of an attorney), and 
the remaining 10 are engaged in all other phases of the investigative work— 
however, wherever indications of violations are uncovered in trading quizzes or 
broker-dealer inspections, a case is immediately opened and an attorney assigned 
to supervise the completion of the case. In the case of the five interpretative 
attorneys they handle not only all of the interpretative problems of the office but 


— 


— 
mt 
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also with the assistance of the accountant, all of the filings made in the New 
York regional office under regulation A involving the public offering of securities. 
The 15 reorganization attorneys and analysts participate in proceedings for 
reorganizing corporations under chapter X of the Bankruptcy Act to provide, 
for the United States district courts and investors, independent expert assistance, 
and to prepare, for the benefit of the courts and investors, formal advisory reports 
on plans of reorganization submitted to the Commission by the courts. 

The workload of the office has been constantly increasing because of the 
expanding national economy and ‘the ever-growing consciousness on the part 
of the public of the role it plays in such economy. By way of illustration, in 
1940 when the New York regional office was staffed with 169 persons, the 
number of cases under investigation was 138. Today, enforcement attorneys 
and investigators have assigned to them, in one stage or another of comple- 
tion, 311 cases of all kinds. Some of these cases are so complex and involved 
they take 6 to 18 months’ time of an attorney and a securities investigator, 
working as a team, to bring them to completion. The interpretative staff handles 
an average of 15,000 interpretations a year involving problems arising under 
the various acts administered by the Commission, exclusive of those interpre- 
tations rendered to staff members, and in addition processes an average of 350 
filings under regulation A each year involving the public offering of $40,000,000 
of securities annually. The reorganization staff at the present time is actively 
participating in 38 reorganization proceedings involving companies with aggre- 
gate indebtedness of approximately $140,000,000. When these figures are an- 
alyzed and a comparison made between the number of cases on hand and the 
limited number of persons on the staff to which the cases may be assigned, it 
will be seen that the workload is staggering. 

The public reference room of the New York regional office is called upon to 
handle from year to year an average of 20,000 calls and callers both for the 
examination of public information on file and for obtaining forms and releases. 

The number of brokers and dealers and investment advisers coming within 
the supervisory jurisdiction of the New York regional office is as follows: 


New York Stock Exchange members and firms 

New York Curb Exchange members and firms 

Philadelphia-Baltimore Stock Exchange members and firms 

Littsburgh Stock Exchange members and firms 

Registered brokers and dealers 

tg a ee ae al aE NR APM YH BRE ee 


The integration of the duties and functions of the New York regional office 
with those of the headquarters office 

L-nforcement.—As stated above, the New York regional office is charged with 
the duty of initiating and conducting all investigations of possible violations 
of the Commission’s statutes and the rules thereunder and with the responsi- 
bility for preparing and transmitting to the headquarters office a written report 
on each such investigation setting forth a detailed statement of facts, the 
evidence in support thereof, conclusions of fact and law, and their recommenda- 
tion for disposition of the matter. Such recommendation will involve one of 
more of the sanctions under the acts, to wit, injunctive action, administrative 
action, or criminal reference, or will be to close the matter without action. 

As far as the staff of the headquarters office is concerned, the Division of 
Trading and Exchanges is charged with the duty of and responsibility for 
reviewing the reports on investigations transmitted by the regional office (other 
than those involving a recommendation for criminal reference) for the purpose 
of satisfying itself that the evidence will support the facts detailed in the report, 
that the conclusions of fact and law are sound, and that the recommendation 
of the regional office is appropriate. The office of the general counsel is charged 
with the duty of and responsibility for reviewing the reports on investigations 
transmitted by the regional offices where recommendation is made for criminal 
reference for the purpose of satisfying itself that the evidence will support the 
facts detailed in the report, that the conclusions of fact and law are sound, and 
that the recommendation of the regional office is appropriate. 

If the staff of the headquarters office is in complete accord with the regional 
office, the matter will be presented to the Commission by the headquarters office 
staff for action upon the recommendation; if there is any divergence of opinion 
between the staff of the headquarters office and the regional office, the matter 
will be presented to the Commission jointly, at the option of the regional office. 
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This of course involves notification to the regional office of the existence of such 
divergence of opinion and the opportunity for a prior reconciliation thereof. 

After Commission authorization has been obtained upon the basis of a com- 
plete presentation of the facts: 

(1) It is the duty and responsibility of the Office of the General Counsel to 
transmit copies of the criminal reference report of the regional office to the 
Attorney General of the United States and to the appropriate United States 
attorney, sending copies of all letters of transmittal to the regional office. 

(2) It is the duty of the regional office to furnish such assistance to the 
United States attorney as may be necessary to the ultimate disposition of the 
case in his office. 

(3) It is the duty and responsibility of the regional office to conduct civil 
litigation (injunctive actions and subpena enforcement proceedings) in uncon- 
tested cases subject to the general supervision of the Division of Trading and 
Exchanges (the latter shall consult with the Office of the General Counsel 
whenever it is of the opinion that novel legal problems may be presented in 
connection with such cases), and in contested cases, subject to the general 
supervision of the Office of the General Counsel. 

(4) In uncontested civil cases all pleadings are prepared by the regional office 
and cleared between the regional office and the Division of Trading and Ex- 
changes. Where it appears that a case is or will be contested, all communications 
by the regional office regarding the case are, after the filing of the complaint, 
addressed to the general counsel with a carbon copy addressed to the Division 
of Trading and Exchanges, and all pleadings, briefs, and other legal documents 
are prepared by the regional office and cleared between the regional office and the 
general counsel and bear the latter's name. The Division of Trading and Ex- 
changes also clears the complaint with the general counsel and it shall bear 
his name whenever the Division believes the action is likely to be contested. 

(5) The Director of the Division of Trading and Exchanges, and the General 
Counsel, have joint responsibility for recommending to the Commission on the 
settlement of contested civil litigation, and promptly consult one another if sug- 
gestions with respect to settlement are received from the regional office or the 
defendant. 

(6) It is the duty and responsibility of the regional office to conduct adminis- 
trative proceedings subject to the general supervision of the Division of Trading 
and kxchanges. 

(7) Orders for administrative proceedings are prepared by the Division of 
Trading and Exchanges and cleared between the regional office and the Division 
of Trading and Exchanges, and all other pleadings, briefs, and other legal docu- 
ments are prepared by the regional office and cleared between the regional office 
and the Division of Trading and Exchanges. 

Quarterly progress reports are sent by the regional offices to the headquarters 
office in connection with all investigations, and monthly reports are sent on the 
status of all trading quizzes and broker-dealer inspections. These are in addi- 
tion to quarterly management reports required by the headquarters office. 

The Division of Trading and Exchanges has the further responsibility of— 

(1) Coordinating the work of the regional offices by preventing the overlapping 
of work and the resultant duplication of effort with respect to the initiation of 
investigations between the several regional offices. 

(2) Servicing the regional offices by transmitting promptly the results of Com- 
mission action taken in any one region which involves any departure from Com- 
mission precedent. 

(8) Acting as liaison on behalf of the regional offices in the matter of present- 
ing to the Commission requests for formal orders of investigation. In this 
connection the regional office transmits to the Division of Trading and Exchanges 
a memorandum stating the ultimate facts obtained to date, the theory of the 
probable violations of law, the facts which further investigation might be ex- 
pected to elicit, and the reasons for requesting subpena power, as well as a draft 
of the proposed order. Responsibility for the accuracy of and the evidentiary 
foundation for the statement of ultimate facts rests with the regional office. 

(4) Acting as liaison on behalf of the Commission with respect to all matters 
under investigation in the regional office. In this connection, in addition to quar- 
terly progress reports, the regional office transmits to the Division of Trading and 
Exchanges on a current basis carbon copies of all typewritten memoranda of an 
evidentiary nature, including reports of interviews, accounting reports, transcripts 
of testimony, and interregional correspondenee pertaining thereto. 
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(5) Furnishing personnel to the regional offices where requested for temporary 
assignment to aid in the conduct of specific investigations. 

The Office of the General Counsel has the further responsibility of— 

(1) Servicing the regional offices by transmitting promptly copies of judicial 
decisions in any Federal or State court which relate to the Commission’s general 
enforcement activities, by researching the law on novel points raised by the 
regional offices and by furnishing the several regional offices with memoranda 
from time to time on legal questions raised by one office and of general 
interest to all. 

(2) Furnishing personnel to regional offices where requested, or, after clear- 
ance with the Commission, to conduct or assist in the conduct of judicial 
litigation. 

Interpretative.—As indicated above, the New York regional office has the duty 
of and responsibility for answering all inquiries involving interpretation of the 
acts and rules the Commission administers, except the Holding Company Act. 
However, in the case of original questions or in the case of questions where 
there is a conflict of precedent it is the practice of the regional office to confer 
with either the Division of Corporation Finance or the Division of Trading and 
Exchanges in the headquarters office so as to insure uniformity of opinion 
throughout the Commission. In the case of any inquiry related to pending litiga- 
tion, it is the practice of the regional office to confer with the Office of the 
General Counsel in the headquarters office. 

Whenever an interpretation rendered by the regional office is in conflict with 
the opinion of the inquirer, or his counsel, opportunity is afforded the inquirer 
for obtaining the views of the staff of the headquarters office or of the Commis- 
sion, either independently or by the regional office on his behalf. 

For the purpose of keeping uniform the interpretations of the headquarters 
office and the several regional offices, the regional offices submit weekly in writing 
to the headquarters office Division copies of memorandums of selected interpre- 
tations. The selection excludes routine matters. Apart from such selected inter- 
pretations, a card is made out and preserved in the regional office covering every 
interpretation given. 

In the processing of letters of notification filed in the regional office under 
regulation A, the system involves transmitting one copy to the headquarters 
office for its files and thereafter the preparation and transmittal by the head- 
quarters office of a letter outlining any information of moment contained in their 
files and any comments they may have. 

Reorganization.—In the case of the New York regional office, the work under 
chapter X of the National Bankruptcy Act is cleared through the Division of 
Public Utilities in the headquarters office. 


Mr. Hetier. Mr. Byrne, would you tell this committee the 
periods of your employment in the F ederal service, prior to your 
employment with the SEC regional office in New York? 

Mr. Byrne. I first went to work for the Government with the 
Securities and Exchange Commission on October 11, 1934, as an 
associate accounting-investigator, in the New York regional office. I 
stayed in that position, I believe, until February 1937, when I trans- 
ferred to the headquarters office in Washington on the staff of the 
Division of Trading and Exchanges. From there I was asked to 
come to New York as the assistant regional administrator of the 
New York office in October 1939. 

In May 1942 I was asked by the then Chairman to become his 
assistant in Philadelphia, and occupied that position until May 2, 
1945, when, with the office of regional administrator, New York, 
becoming vacant, I was promoted to that job, which I have occupied 
since. 

Mr. Hewuer. That was in 1945? 

Mr. Byrne. May 2, 1945. 

Mr. Hetier. Did you succeed Mr. Caffrey as regional admin- 
istrator ? 

Mr. Byrne. That is right. 
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Mr. Hetxier. Will you tell us something about your educational 
background ¢ 

Mr. Byrne. New York High School 1923; Columbia College for a 
year and a half to about May 1925, when I had to leave on account 
of the death of my father and I then went into employment in the 
field of public accounting where I stayed until 1 went with the 
Commission. 

While I was in the public accounting field I studied accounting at 
the Knights of Columbus Business School in New York. I took the 
¢. p. a. eXamination, and was awarded a certificate in 1930. 

In 1937-89, I attended the George Washington University Law 
School in Washington and in the final year of my course left there 
in connection with being asked to take the job of assistant regional 
administrator in the New York office. 

Mr. Hetzer. Zone 1, as I understand from your statement, Mr. 
Byrne, covers New York, New Jersey, and Pennsylvania; is that 
correct ¢ 

Mr. Byrne. That is correct, sir. 

Mr. Hetter. Except for registration proxies, your office is con- 
cerned with the administration, enforcement, and interpretation of 
the 1933 and 1934 acts, the Trust Indenture Act, the 1940 Investment 
Company Act, and the Investment Advisers’ Act of 1940; is that 
correct ¢ 

Mr. Byrne. That is correct, sir, and special provisions of chapter 
X of the National Bankruptcy Act. 

Mr. Hewier. Are the activities of this regional office coordinated 
with those of the headquarters office ? 

Mr. Byrne. They are. 

Mr. Heuer. How is the coordination taken care of ? 

Mr. Byrne. I would like to divide it into investigative and enforce- 
ment under one heading, and interpretative under the second head- 
ing, and reorganization under the third heading. 

Mr. Hewier. All right. 

Mr. Byrne. The investigative and enforcement work is integrated 
with the headquarters office in this way: We have primary respon- 
sibility in the regional office for the initiation of all investigations. 
In addition to which the headquarters office may from time to time 
request us to open investigations. When we open them ourselves and 
where we are requested to open them, a written assignment is made 
and turned over to a team comprised of an attorney and one or more 
securities investigators, and that written assignment points out the 
information brought to our attention in one manner or, another, 
which indicates a possible violation of our statutes. 

It also suggests the possible scope that the investigation should 
take and the sections of the acts or rules which they may wish to 
consider in connection with the proposed investigation. 

That team goes out and does the needed investigation, subject to 
advice and guidance, which they get from the chief of their section 
or from the chief enforcement attorney or the assistant regional 
administrator or from me. When they complete their job they pre- 
pare a written report of facts and conclusions of law, and their 
recommendation for the disposition of the matter. 
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That report is reviewed by the chief enforcement attorney and 
finally reviewed by me and sent to the headquarters office. There it 
is reviewed by the staff of the Division of Trading and Exchanges, 
and if our views and conclusions and recommendations coincide, it 
is presented to the Commission with the recommendations for action 
or it is closed out if the recommendation is for closing. But in the 
latter connection no case is closed out at the staff level that has been 
before the Commission at some prior time either on the basis of a 
request for formal order or other reasons. 

I think that it is a fairly accurate statement of the integration 
relating to the investigative and enforcement work. 

Now, in the interpretative field our interpretative attorneys are 
responsible and have the duty for answering any question that is 
posed to them. They must check with the headquarters office when 
original questions are posed. That is to say, where there has been 
no similar request which has established a precedent by way of answer. 
They also must send down weekly copies of a number of interpre- 
tations which they select at random based upon the originality and 
the novelness test. In other words, although they may render a thou- 
sand or more interpretations a month, maybe only a hundred written 
memoranda of interpretations will go down, because the other nine 
hundred do not involve anything new. Those written ones will be 
reviewed in the headquarters office by either the Division of Cor- 
poration Finance or the Division of Trading and Exchanges, and if 
there is any comment by the people in Washington, they make the 
comment in writing and mail it back to us. A card is made out by 
our interpretative attorneys in New York covering every interpreta- 
tion they have given. 

I think that will suffice for the interpretative field, unless you have 
some questions on it. 

Mr. Hetier. Mr. Byrne, your office does cooperate with the attor- 
neys general of the States in that zone; is that correct ? 

Mr. Byrne. That is correct. In that connection, however, I might 
say that we do not have authority, because of several rules under our 
acts, to disclose information we obtain in the course of confidential in- 
vestigations. Most of our information is confidential and, therefore, 
cooperation may be limited from time to time in the sense that if we are 
investigating something and they want to know the facts we have, and 
we are not allowed to turn them over to them without prior clearance 
and authorization from the Commission. 

Mr. Hetier. Tell us to what extent you cooperate with the at- 
torneys general of the States, or with the officials of the States of New 
York, New Jersey, and Pennsylvania? 

Mr. Byrne. They send us monthly reports—I believe in the case of 
New Jersey it may be quar terly reports—of all actions taken by them. 
We answer any questions they may have for information concerning 
persons whose names appear in our files, provided they are registered 
broker-dealers, and the information is contained in the public files. 
We cannot give them any information out of the confidential files 
without first clearing it with the Commission. 

They make requests for that type of information and we first clear it, 
and then we may furnish it after clearance. 

Mr. Hetier. What do you regard as confidential information ? 
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Mr. Byrne. Everything but the public files, is the best answer I can 
give forthat. The public files in New York would be registration files 
of brokers and dealers; investment advisers, and the letters of notifi- 
cation filed under regulation A. 

All of the rest I would say, by and large, are confidential. 

Once a case results in either an administrative proceeding or in- 
junctive action, or criminal action, any material that goes into the 
record becomes public in nature. 

Mr. Hetier. In what way do you cooperate, and integrate the work 
of your office with the other regional offices ? 

Mr. Byrne. We call upon them from time to time to get information 
from various people in their areas and they do the same in reverse. 
In other words, they might want us to take a statement from a person 
who bought some stock in our area from somebody who was selling 
out in, let us say, Chicago, the Chicago Administrator would write a 
short memorandum saying that he is carrying on an investigation in 
this matter and “I would appreciate it if you would find out what Mr. 
So and So of such and such an address has to say about his purchase 
on or about a certain day, of 100 shares of ‘X’ stock at 15,” and we 
interview Mr. So and So and furnish Chicago with a memorandum 
in reply. 

If Chicago wants it in affidavit form because it is considering an 
injunctive action, we would do it in affidavit form. 

Mr. Hewier. Your work includes investigations to determine 
whether the acts or the Commission’s rules are being violated by mem- 
bers of national securities exchanges, or registered broker-dealers or 
investment advisers, is that correct ? 

Mr. Byrne. Yes; or anybody else. 

Mr. Heier. Your statement indicates that these investigations fall 
into four categories: Trading quizzes, broker-dealer inspections, for- 
mal investigations, and informal investigations. Is that correct! 

Mr. Byrne. Yes, sir. 

Mr. Hever. Would you be in a position to tell us how many formal 
investigations of members of national securities exchanges are now 
pending ¢ 

Mr. Byrne. Not without looking it up in the record. 

Mr. Hetter. [f you do not have the record with you, you can supply 
that information. However, you are not able to tell us without looking 
up the record ¢ 

Mr. Byrne. No, sir. 

Might I say this, at this point, sir: A formal investigation, as I tried 
to indicate by a parenthesis there is called that because the Commis- 
sion has delegated power to somebody on the staff to act as an officer 
to subpena records and swear witnesses. In the New York office we 
take pains to avoid the use of subpena power. We make our investi- 
gations as much as we can without the use of subpena power. 

I would say that less than 10 percent of our cases involve the use 
of subpena power. 

Mr. Heuer. In cases where you do not employ subpena power, 
would you call those proceedings informal proceedings ? 

Mr. Byrne. Informal by name, but not informal in the sense that 
they are any different from others. Both are the same types of in- 
vestigations, except on the one hand you have subpena power and on 
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the other you do not. Those are just words of the art used to describe 
them within the office. ~st 

Mr. Heturr. I think you used the words, “informal investigation” 
in your statement ¢ 

Mr. Byrne. Yes, sir. 

Mr. Hetxier. Can you furnish us with the number of formal in- 
vestigations that are now pending ¢ 

Mr. Byrne. Yes, sir. 

Mr. Hetxier. And also the number of informal proceedings now 
pending. ate 

Mr. Byrne. If you only want that category, I can furnish it to you 
right now. 

The first way you put it, involved formally, member firms of the 
New York Stock Exchange. I would not know that without looking 
it up; but as to the total of the formal and informal investigations 
now pending, I can give it to you from the rough sheet I have here. 

Mr. Heiter. Since you cannot break it down, suppose you prepare 
that information for us. 

When you furnish us with this information, we will consider it as 
your answer at this point in the record. 

Mr. Byrne. All right. Do you want me to give the figures now 
that relate to the latter part of your question ¢ 

Mr. Heuier. You can furnish the whole answer later. 

Mr. Byrne. What kind of a breskdown would you like beyond 
member firms of the New York Stock Exchange? 

Mr. Heuer. I will break it down for you in just a moment. 

Mr. Byrne. All right. 

Mr. Hetwer. Would you, prepare for us a list of formal investiga- 
tions against members of Soe exchanges showing the date of in- 
stitution of the proceedings, the present status, the name of any coun- 
sel representing any such member, if counsel was previously employed 
by the SEC, and in what case, the dates of employment ? 

P (The information requested was submitted for the subcommittee’s 
les. ) 

Mr. Heter. One does not have to be a lawyer to appear before your 
regional office in connection with some of the complaints against, let 
us say, brokers, or dealers; is that correct ? 

Mr. Byrne. That is correct. 

Mr. Hetuer. I have asked for the name of any counsel that was 
previously employed by the SEC. So let’s then include the name of 
any representative. 

Mr. Byrne. Yes, sir. 

Mr. Heiter. Would you also furnish us with a statement showing 
the number of members who have been suspended in the past 3 years 
— a onnesquence of investigational proceedings conducted by your 
office ? 

Mr. Byrne. You are speaking of members of the stock exchanges? 

Mr. Hetier. Right. 

Mr. Byrne. I think I can answer that right now; none. 

Mr. Hevter. All right. Would you be good enough to submit the 
same information with respect to investment advisers and broker- 
dealers? 

Mr. Byrne. Yes, sir. 
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(The statement above referred to is as follows :) 


Number of registered broker-dealers and registered investment advisers whose 
registrations were revoked, and, in the case of broker-dealers who were mem- 
bers of the National Association of Securities Dealers, Inc., who were expelled 
or suspended from such association 

Broker-dealers : 

Registrations revoked 
8 EES RESET ae. Sp ees, 
Suspension from NASD 

Investment advisers: Registrations revoked 
Mr. Heuer. As I gather from your statement you have a staff of 20 

investigators covering broker-dealers and there are 1,747 registered 

dealers in your zone; is that correct ? 

Mr. Byrne. Yes, sir. 

Mr. Hetuer. How frequently are the books and records of broker- 
dealers inspected ¢ 

Mr. Byrne. One way of answering that is, we have not yet made 
the round trip of all of the brokers and dealers in our area. 

Mr. Hetter. In how long a time? 

Mr. Byrne. That would be since 1940. 

Mr. Hewrer. 1940? 

Mr. Byrne. Yes, sir. You understand, of course, we have inspected 
some more than once, but not all of them once. 

Mr. Hetier. Yes. How do you select the broker-dealer to be 
investigated ¢ 

Mr. Byrne. We divide our Broker-Dealer Inspection Section into 
two parts, one concentrating on inspection of member firms of Ex- 
changes and one concentrating on inspection of nonmember firms, 
and then pick them from the standpoint of information that comes to 
our attention out of quizzes, and on a general basis. 

Mr. Hetxer. At random, would you say? 

Mr. Byrne. At random; completely. 

Mr. Hever. You speak about these quizzes. How frequently do 
you conduct the quizzes ¢ 

Mr. Byrne. We always conduct them. That is the stock and trade 
of what we call the 1934 act section of the office, or manipulative sec- 
tion. That is all their job in life is. 

Mr. Heuter. Is that done by the 20 investigators? 

Mr. Byrne. Let me look at my figures. I have forgotten how many 
are in that section. 

No, that is the 1 and 15°on page 6. 

Mr. Heiter. Somewhere in the testimony we have heard the use of 
the term “flying quizzes.” 

Mr. Byrne. That is what this is. 

Mr. Hetier. That is the same as trading quizzes? 

Mr. Byrne. Yes, sir. 

Mr. Heiter. And your statement is that these quizzes go on con- 
stantly ? 

Mr. Byrne. Yes, sir. At the present moment there are 46 in 
process. 

Mr. Heiter. What happens to the reports on these flying quizzes 
or trading quizzes ?¢ 

Mr. Byrne. Well, the man to whom the case is assigned makes a 
written report outlining all of the facts he obtains, and his conclusion 
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of facts, and it is reviewed by the chief investigator of that Manipula- 
tive Section. Thereafter, it is reviewed by the technical adviser and 
subject to final review by me, goes to the Trading and Exchange 
Division for review there. 

Mr. Hetier. You mean headquarters? 

Mr. Byrne. At headquarters. 

Mr. Hetier. Can you give us some idea as to what circumstances 
would initiate a trading quiz? 

Mr. Byrne. I could make this kind of general statement, that we 
think that we ought to investigate trading during a given period in a 
given stock, wherever the volume and price increase or price decrease 
is not explained by any information known to us. 

Mr. Hetier. You are referring to fluctuations? 

Mr. Byrne. Yes. In other words, if there is an unusual upward or 
downward movement in a given stock for which we can find no ade- 
quate explanation in the records, newspapers, or what have you, we 
consider the need for going in and invariably go in. 

Mr. Heuer. In other words, if there is unusual activity in the 
market today and prices either went up a couple of points or went 
down, and there is unusual activity in the sale of stocks for the day, 
which would perhaps be much greater than has happened in the past 
2 or 3 weeks, would that be sufficient reason to initiate a quiz? 

Mr. Byrne. If it pointed to a given stock; yes, provided there 
was 

Mr. Hetier. Suppose it was not a given stock. Suppose those 
circumstances were with respect to—— 

Mr. Byrne (interposing). That that was true with respect to every 
stock on the board. 

Mr. Heuier. Yes. 

Mr. Byrne. If there were no move of any kind you could point your 
finger at in any given stock, all you could conclude would be that for 
some reason or other people were scared off, assuming it was down- 
ward. 

Mr. Hetier. If the market was going down ? 

Mr. Byrne. Yes. I believe you have already been given informa- 
tion concerning how the Trading and Exchange Division charts and 
studies the movements of, I think, between four and five thousand 
stocks. 

Mr. Heuer. Yes. After these quizzes and reports are made, are 
there any recommendations that result from: them ? 

Mr. Byrne. Oh, yes. In other words, if you have a violation of 
the manipulative provisions of the act, you consider whether you 
want to recommend expulsion or suspension proceedings against a 
member of the exchange, if he is ostensibly the culprit, under section 
19 (a) (3) of the Exchange Act; if a nonmember firm, whether you 
want to exercise the sanctions in section 15 (b) under the 1934 act, 
looking toward revocation or suspension from the NASD, or injunc- 
tive action or criminal action. Now 








Mr. Heiter. What happens to these recommendations; are they 
submitted to headquarters ? 

Mr. Byrne. Oh, yes. 

Mr. Heuier. Are they generally accepted ? 
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Mr. Byrne. They are reviewed by the Division of Trading and 
Exchanges and if their thoughts coincide with ours, those recom- 
mendations are presented to the Commission for action; all of the 
facts are stated to the Commission, with both of us present, generally, 
and the Commission decides whether they want to act on the recom- 
mendation or whether they don’t. 

Mr. Heiter. What is the general practice? Are the recommenda- 
tions generally accepted by the Commission ? 

Mr. Byrne. By and large; yes, sir. 

Mr. Heuer. As a result of your investigations and your recom- 
mendations, administrative or injunctive action may be instituted; 
is that correct ? 

Mr. Byrne. Yes, sir. 

Mr. Heiter. Would you be good enough to outline a typical ad- 
ministrative proceeding conducted by your office? Indicate how the 
various departments of your office participate and how you coordinate 
your work with the Division of Trading and Exchanges and the 
office of the general counsel. Take the procedure step by step, if you 
will. 

Mr. Byrne. The case starts with the written assignment indicating 
that the price of the stock had gone up from 46 to 75 in the course of 
6 days, and suggesting there might be involved a possible violation 
of the antimanipulative provisions, and instructing the person to 
whom the assignment is made 

Mr. Hetier. That is section 9? 

Mr. Byrne. That is section 9 (a) (2) and also 9 (a) (1). 

Mr. Hetirr. You are also referring to section 15? 

Mr. Byrne. No; 15 is a sanctions section. It authorizes us to take 
action. 

Mr. Heuer. I think that is section 15 (c). 

Mr. Byrne. Oh, yes; section 15 (c), which covers fraud; section 

.15 (ce) (1), rule 2. 

In a case of that kind we have the background of information. The 
usual thing is to assign an attorney and a securities investigator 
forthwith. The securities investigator would immediately get from 
the clearinghouse of the exchange, where the stock is traded, a record 
of the names of the brokers and their clearing balances for each day 
of the period in question. Those clearance balances will show the net 
amount of shares to be received or to be delivered by those brokers, 
and by sending a trading questionnaire to those member firms, we will 
get back from them the details with respect to all purchases and 
sales by that firm for them or others during the period showing the 
date and number of shares and price, and the customers’ names and 
addresses. We will coliate the information onto what we call a form 
10A list of all of the buyers in chronological order with the sellers on 
the other side, and on the basis of concentrated buying, you will be 
able to determine whether or not there has been any direct or any 
indirect artificial stimulation given to the market, and when you de- 
termine that such appears to be the case, you seek out information 
which will throw light on why those persons were interested in doing 
what they did, and you will find maybe they had an option or had a 
substantial block of stock that they wanted to unload at higher prices, 
and you will, therefore, have the elements of a section 9 (a) (2) 
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violation. You might have in addition other circumstances, such as 
creating activity or raising the price, or they may also have effected 
matched orders, or even washed sales to carry out their manipulative 
pattern. 

When you have gotten all those facts, you write your report up 
with your conclusion that they violated section 9 (a) (1) and (2), 
and you recommend whatever action you deem appropriate at the 
time. It could be criminal; it could be injunctive, if they are still 
continuing the operations, which they probably would not be on ac- 
count of the time consumed in the investigations, or you could recom- 
mend administrative proceedings if they are members of an exchange 
or are registered brokers and dealers, 

Now, once you write your report and make a recommendation for 
let us say expulsion or suspension of members from the New York 
Stock Exchange, that report goes down to the Division of Trading 
and Exchanges and is thoroughly reviewed there, the testimony, and 
the documents, and so on, and 9 times out of 10, or more than that, they 
will agree with our conclusions and recommendations, at which time 
it is presented to the Commission. If the Commission adopts our 
recommendations a formal order for proceedings is adopted by the 
Commission and served upon the proposed respondent, and a date set 
for a hearing before a hearing examiner. At that stage the attorney 
on our staff, in the New York office, who handled the investigation 
with the securities investigator and wrote the report and helped in 
the presentation to the Commission will conduct the proceedings be- 
fore the hearing examiner. He will bring in our witnesses and put 
on our case. He will cross-examine the defense witnesses, if any, and 
at the end he will write a proposed finding of fact to the hearing 
examiner, with a brief in support thereof. At that stage—well, let 
me say this—at any stage during the course of the hearings which we 
are charged with conducting in the New York office, we operate freely 
with the Division of Trading and Exchanges in the sense of exchang- 
ing ideas, suggestions, advice, and so on, and at the stage of the pro- 
ceedings where we are preparing the proposed findings of fact and 
briefs in support thereof, and it is cleared with the Division of Trad- 
ing and Exchanges before it is sent to the hearing examiner. 

The trial examiner thereafter will file his advisory report with the 
Commission and the Commission will set down a date for oral argu- 
ment. On that occasion the New York office attorney makes the oral 
argument on behalf of the staff of the Commission and, thereafter 
a report goes to the full Commission and they have their opinion- 
writing office write a finding, and an opinion, and an order. 

Mr. Heiter. How many administrative proceedings are now pend- 


ing ? 
Mr. Byrne. I cannot give you the exact number without looking 
it up. 


Mr. Hetrer. Will you furnish that information ? 

Mr. Byrne. I surely will. 

(The material requested was submitted for the subcommittee files. ) 

Mr. Hetuirer. Would you be able to describe briefly the kind of in- 
junctive proceedings handled by your office ; that is, the action involved 
and the relief sought? 

Mr. Byrne. Yes, sir. At the moment we have pending an action 
in the United States district court in Philadelphia against a ceme- 
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tery association which has sold wholesale and retail cemetery lots, 
which with resale agreement, which are deemed to be investment con- 
tracts and, therefore, securities, without complying with the registra- 
tion provisions of the Securities Act of 1933. 

There is an apparent. violation of section 5 of the 1933 act. 

They have also failed to maintain the perpetual care fund of 10 
percent of the selling price as required by the laws of the Common- 
wealth of Pennsylvania and by their own charter and bylaws. And 
I think, whereas they ought to have $70,000 in such a fund, they have 
about $2,500, so that our action seeks to enjoin the company from fur- 
ther violation of section 5, and it seeks, too, a mandatory order com- 
pelling the company to deposit in a perpetual care fund the difference 
between what is there and what ought to be there under the State 
statute. 

That latter phase is the first relief of its kind that we have sought 
but that was done with full Commission authorization as being the 
appropriate thing to do in the public interest even though the authority 
for such request in the bill is not clearly stated in our statute. 

Mr. Heiter. Without going into detail as to the case, could you 
briefly state what other type of injunctive proceedings you have had ¢ 

Mr. Byrne. By and large, I think to enjoin further violation of sec- 
tion 5 of the 1933 act, section 17 of the 1933 act, the antifraud pro- 
visions; violation of 15 (c) (1), rule 2 under the 1934 act relating to 
conducting a broker-dealer business while insolvent, without adequate 
disclosure to persons whose money and securities they may be 
accepting. 

Mr. Hetier. How many such proceedings are now pending ? 

Mr. Byrne. Again, I cannot give an accurate statement on that. 

Mr. Hetier. When you give the information, supply it at this point 
in your answer. 

Mr. Byrne. Yes, sir. 

(The material requested has been filed for the information of the 
subcommittee. ) 

Mr. Hetzer. To what extent, Mr. Byrne, does the Division of Trad- 
ing and Exchanges supervise your conduct of these injunctive and 
administrative proceedings ? 

Mr. Byrne. Well now there is an office memorandum, No. 157, on 
that subject which gives them responsibility for general supervision 
of our activities in injunctive actions and in administrative actions. 

Mr. Hetier. Do you have that memorandum here ? 

Mr. Byrne. I have a copy of it; yes. I think it has been submitted 
before, sir; but I am not certain. I would not know. 

Mr. Herter. We will put it in the record. 

(The memorandum No. 157 above referred to is as follows:) 


’ 


SECURITIES AND ExCHANGE COMMISSION 


WASHINGTON, D. ©. 
OcTOBER 13, 1948. 


OFFICE MEMORANDUM No. 157 RE ALLOCATION OF RESPONSIBILITIES UNDER REALINE- 
MENT OF DIVISIONAL FUNCTIONS AUTHORIZED JULY 2, 1948 


This memorandum is designed to implement the release of the Commission 
dated July 2, 1948, announcing a realinement of certain of its divisional functions 
und to set forth the allocation of responsibilities under the reorganized set-up. 
As stated in the memorandum of July 2, 1948, the administrative supervision of 
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the work of investigation and enforcement heretofore divided between the 
Division of Trading and Exchanges and the Division of Corporation Finance is 
now concentrated in the Division of Trading and Exchanges. The allocation 
of functions and responsibilities under the reorganized set-up is as follows: 


A. INVESTIGATION AND ENFORCEMENT ACTIVITIES 


I. Regional offices 

(1) The regional offices of the Commission shall have primary responsibility, 
subject to the general administrative supervision of the Division of Trading 
and Exchanges, for the conduct of investigative and enforcement activities in 
connection with the alleged violations of the Securities Act of 1933 (except sec. 8), 
the Securities Exchange Act of 1934 (except secs. 14 and 19 (a) (2)), the Invest- 
ment Company Act of 1940 (except investigations (a) incident to the adminis- 
trative processing of applications, reports, and other statements and documents 
required to be filed under the act, and (b) investigations incident to adminis- 
trative proceedings under the act), and the Investments Advisers Act of 1940. 
As heretofore such investigations shall be classified as preliminary (p. L.), 
informal, and formal. The regional offices shall continue to make preliminary 
and informal investigations on their own initiative. Promptly upon the initia- 
ton of a preliminary or informal investigation the regional office shall transmit 
to the Division of Trading and Exchanges for necessary record purposes a 
brief statement of the nature, proposed scope and classification thereof, the 
source and date of the complaint on which the investigation is undertaken, the 
names of the persons involved, and a request that an investigation file be opened. 
Requests for formal orders of investigation shall hereafter be transmitted only 
to the Division of Trading and Exchanges and shall be accompanied by a memo- 
randum stating the nature of the case, the ultimate facts thus far developed 
which indicate a probable violation of law, those facts which further investiga- 
tion might be expected to elicit, the reasons for requesting subpena power, and the 
jurisdictional basis to be relied upon. A draft of the order, including the names 
of the persons to be designated as officers, shall accompany the memorandum. 
The regional office shall be responsible to the Commission for the accuracy of, 
and evidentiary foundation for, its statement of ultimate facts. The regional 
offices shall conduct all investigations which they are directed to make by the 
Division of Trading and Exchanges. 

(2) During the course of an investigation the regional office shall transmit to 
to the Division of Trading and Exchanges, on a current basis, carbon copies of 
all file memoranda of an evidentiary nature, including reports of interviews, 
accounting reports, transcripts of testimony, and interregional correspondence 
pertaning thereto. Progress reports shall hereafter be transmitted to the Divi- 
sion on a quarterly basis. Each quarterly report shall summarize the investi- 
gative work done during the previous 3 months and indicate the additional 
investigatory work to be performed and the time needed for completion of the 
investigation. Important developments between quarterly reports shall be 
covered by a special report to the Division. 

(3) As promptly as possible after completion of an invstigation, the regional 
office shall transmit to the Division of Trading and Exchanges a report of provable 
facts, its conclusions and theories as to violations, and its recommendation. 

(a) If the recommendation is for a criminal reference, it shall be the responsi- 
bility of the regional office to prepare a full and complete criminal reference 
report and to insure that such reports are adequate in both form and substance 
for ultimate submission to the Department of Justice. Such reports shall be 
submitted directly to the Office of the General Counsel of the Commission in 
triplicate and one additional copy shall be transmitted directly to the Division of 
Trading and Exchanges. In the preparation of such reports the regional office 
shall be bound by the instructions of the Office of the General Counsel as to 
form, content, and method of preparation. 

(b) If the recommendation is for civil action, including subpena enforcement 
proceedings, the regional office shall transmit such recommendation to the 
Division of Trading and Exchanges, together with a statement of the ultimate 
facts which in the judgment of the regional office can be proved and of the theory 
on which it believes the action should be predicated, and a copy of the initial 
formal pleading. The regional office shall also transmit the report of investiga- 
tion to the Division of Trading and Exchanges and in the preparation of such 
report the regional office shall be bound by the instructions of the Division of 
Trading and Exchanges as to form, content, and method of preparation. The 
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Division of Trading and Exchanges need not review such reports but may rely 
solely on the summary statement of the ultimate facts heretofore referred to. 
The regional office shall be directly responsible for the accuracy of and evidentiary 
support for the statement of ultimate facts. 

In the event that it is determined by the Commission that a civil action should 
be instituted and the case is returned to the regional office by the Division of 
Trading and Exchanges for that purpose, the procedure shall be as follows: 

1. The initial formal pleading in all cases shall be cleared through the 
Division of Trading and Exchanges. 

2. In uncontested cases the regional office shall be in charge of the conduct of 
the litigation subject to the general supervision of the Dixision of Trading and 
Exchanges. The Division of Trading and Exchanges shall consult with the 
general counsel whenever it is of the opinion that novel legal problems may be 
presented in connection with such cases. 

3. In contested cases the regional office shall be in charge of the conduct of 
the litigation subject to the general supervision of the general counsel. Where 
it appears that a case is or will be contested all communications by the regional 
office regarding the case shall after the filing of the complaint be addressed to 
the general counsel with a carbon copy addressed to the Division of Trading and 
Exchanges and all pleadings, briefs, or other legal documents shall be cleared 
with the general counsel and bear his name. The Division of Trading and 
Exchanges shall also clear the complaint with the general counsel and it shall 
bear his name whenever the Division believes the action is likely to be contested. 

4. The Director of the Division of Trading and Exchanges and the general 
counsel shall have joint responsibility for recommending to the Commission 
the settlement of contested litigation and shall promptly consult each otber if 
suggestions with respect to settlement are received either from the regional 
office or directly from the adverse party. 

(c) If the recommendation is for administrative proceedings, the regional 
office shall transmit to the Division of Trading and Exchanges a full and complete 
report of investigation, together with all exhibits and other supporting evidence. 
Such reports shall be submitted in duplicate and in their preparation the regional 
office shall be bound by the instructions of the Division of Trading and Exchanges 
as to form, content, and method of preparation. In the event.it is determined 
by the Commission that administrative proceedings should be instituted and the 
case is returned to the regional office by the Division of Trading and Exchanges 
for that purpose, the regional office shall be in charge of the conduct of the 
proceedings, subject to the general supervision of the Division of Trading and 
Exchanges. All pleadings, briefs, and other documents shall be cleared with the 
Division of Trading and Exchanges. 

(d) If the recommendation is for closing or discontinuance of the investigation, 
the regional office shall transmit promptly to the Division of Trading and 
Exchanges a statement as to its reasons for such recommendation. If the 
Division of Trading and Exchanges agrees with the recommendation of the 
regional office, it shall have authority to close such investigations except those 
made pursuant to formal order, which may be closed only with Commission 
approval. 


II. Division of Trading and Exchanges 

(1) The Division of Trading and Exchanges shall have administrative 
supervision of the work of investigative and enforcement activities of the 
Commission under the Securities Act (except sec. 8), the Securities Exchange 
Act (except secs. 14 and 19 (a) (2)), the Investment Company Act (except 
investigations (a) incident to the administrative processing of applications, 
reports, and other statements and documents required to be filed under the act 
and, (b) investigations incident to administrative proceedings under the act), 
and the Investment Advisers Act, and shall be charged with the responsibility 
of formulating and presenting to the Commission its recommendations as to 
the action to be taken by the Commission in connection with those activities. 
The Division of Trading and Exchanges shall also conduct directly investigations 
involving violations of section 12 (h) of the Public Utility Holding Company 
Act and such other special investigative activities as may be authorized by the 
Commission. 

(2) The Division of Trading and Exchanges shall receive the initial formal 
pleading in civil actions instituted pursuant to Commission recommendation 
under all acts except (a) section 14 of the Securities Exchange Act of 1934 
and (b) the Public Utility Holding Company Act of 1935. The Division of 
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Trading and Exchanges shall also draft initial pleadings under section 12 (h) 
of the 1935 act. The Division shall have ultimate responsibility for all such 
actions which are uncontested and all phases of such uncontested cases shall 
be cleared through the Division by the regional offices. 

(3) In carrying out the aforesaid duties the Division of Trading and Exchanges 
shall have on its staff personnel available for temporary assignment from time 
te time to regional offices to aid in the conduct of specific investigations and 
for the conduct of such investigations as may be conducted under its direct 
supervision. 

(4) The Division of Trading and Exchanges shall be charged with the 
responsibility of preparing answers to all correspondence transmitted to the 
principal office of the Commission relating to complaints, investigative and 
enforcement activities. 

(5) The Division of Trading and Exchanges shall have ultimate responsi- 
bility for the conduct of administrative proceedings in connection with the 
Securities Exchange Act of 1984 (except sec. 19 (a) (2)), and the Investment 
Advisers Act of 1940. 


III. Office of the General Counsel 

(1) The general counsel shall render such legal opinions as may be requested 
by the Divisions of Trading and Exchanges and Corporation Finance with respect 
to problems arising in investigation and enforcement activities. 

(2) The general counsel shall have ultimate responsibility for the conduct of 
all contested judicial litigation of the Commission under all acts, other than the 
Public Utility Holding Company Act of 1935, and also under section 12 (h) 
of the 1935 act. In this connection, he shall have authority to review all plead- 
ings, subsequent to the initial pleading, all briefs and other legal documents 
to be submitted in court on behalf of the Commission for form and legal sub- 
stance, as well as the initial pleading when the Division of Trading and Ex- 
changes believes the action is likely to be contested. He shall exercise dis- 
cretion with respect to the nature and scope of such review and may waive 
clearance thereof through him where he deems it appropriate. He may at 
the request of the regional office or, after clearance with the Commission, 
assign personnel. to the regional office to conduct or assist in the conduct of 
such judicial litigation. 

(3) In the event that any problems of policy arise in the course of the 
conduct of such contested enforcement proceedings the general counsel shall 
consult the Division of Trading and Exchanges for the purpose of securing his 
recommendation with respect thereto. 

(4) The general counsel shall review all criminal reference reports sub- 
mitted by regional offices with respect to fact, law, and policy, and shall recom- 
mend to the Commission action to be taken with respect thereto. He shall have 
the power to issue instructions to the regional offices with respect to the form 
and substance of criminal reference reports. 

(5) The general counsel succeeds to the responsibilities formerly resting upon 
the Solicitor for amicus curiae and appellate litigation. In all such litigation, 
including appellate litigation arising in chapter X proceedings, the regional of- 
tices shall be responsible only for the carrying out of such duties as may devolve 
upon them by reason of general or specific instructions of the general counsel. 
The chief counsel to the Division of Public Utilities shall continue to participate 
in appellate litigation arising under the Public Utility Holding Company Act of 
1935. 

(6) Investigations of alleged violations of the proxy rules of the Commission 
shall be the responsibility of the Division of Corporation Finance. Litigation 
resulting from such investigations shall be the responsibility of the general 
counsel, who shall call upon the Division of Corporation Finance and the regional 
offices for such assistance as he deems necessary in the conduct of such litigation. 


IV. Division of Corporation Finance 

(1) The Director of the Division of Corporation Finance shall be advised di- 
rectly, or through his enforcement liaison officer, of the pendency of investiga- 
tive or enforcement proceedings involving alleged violations of the statutes 
subject to his jurisdiction by the Director of Trading and Exchanges and gen- 
eral counsel and may transmit to them or the Commission his views as to any 
administrative or policy problems arising in connection therewith. 
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B. INTERPRETATIVE FUNCTIONS 





(1) No change is effected by the reorganization in the present interpretative 
functions of the regional offices. Copies of their interpretative memoranda and 
letters shall be sent to the Divisions of Corporation Finance and Trading and 
Exchanges for review. 

(2) All interpretative problems arising in the administration of the acts sub- 
ject to the jurisdiction of the Divisions of Corporation Finance or Trading and 
Exchanges are to be referred in the first instance to the proper division. These 
divisions shall refer to the general counsel all novel questions, questions involving 
extensive research, questions arising from prior inconsistent interpretations, and 
cases in which they desire to modify or reverse preexisting interpretations. All 
interpretative letters other than those issued for general release shall be prepared 
for the signature of the Director of the Division of Corporation Finance or Trad- 
ing and Exchanges, as the case may be, or such of their subordinates as may be 
designated by them or by the Commission. 

(3) The Divisions of Corporation Finance and Trading and Exchanges shall 
review regional office interpretations of the statutory provisions and regulations 
falling within their respective jurisdictions but shall submit to the general coun- 
sel questions arising therefrom which fall within the categories set forth in the 
second sentence of subparagraph (1) above. 

(4) The Divisions of Corporation Finance and Trading and Exchanges shall 
not create separate interpretative units to carry out the responsibilities imposed 
upon them hereunder except insofar as it may be deemed desirable by them to 
assign specially trained personnel to assure coordination of the interpretative 
process, 

(5) The Divisions of Corporation Finance and Trading and Exchanges shall 
have discretion to draft recommended modifications or additions to the rules and 
regulations under their jurisdiction or to submit such proposed modifications or 
additions to the general counsel for drafting. In the event that the former course 
is pursued the draft shall be submitted to the general counsel for his consideration 
of any novel legal questions involved. 

©. MISCELLANEOUS 
(1) The Section of Securities Violations previously in the Division of Corpora- 
tion Finance is transferred to the Office of the General Counsel. 

(2) The entire Litigation and Enforcement Docket Unit is to be transferred 
for administrative purposes to the Division of Trading and Exchanges. The 
Division of Corporation Finance shall have authority to regulate practices in 
connection with the reorganization dockets, the Division of Trading and Ex- 
changes shall have authority to regulate practices in connection with the 
enforcement dockets, and the general counsel shall have authority to regulate 
practices in connection with the litigation dockets. 

By the Commission. 

Orva. L. DuBors, Secretary. 

Mr. Byrne. While it is true, as described in that memorandum that 
the Division of Trading and Exchanges, and in certain cases the gen- 
eral counsel, has general supervision with respect to the conduct of 
administrative proceedings or civil actions, the fact is that we work 
like a team. In other words, there is no supervision as such in the 
sense of direction to do this or to do that; since we all know what we 
are doing and we go forward and do it. 

Mr. Hetier. To what extent does the general counsel supervise the 
prosecution of contested civil actions, and other suits? 

Mr. Byrne. I would say to the same extent—and I might have 
added in the administrative and uncontested civil actions, a further 
statement which would apply both to the Division of Trading and 
Exchanges and the general counsel’s office—they review the initial 
papers and pleadings as prepared by us. It is reviewed by them. 
Thereafter, any supplemental pleadings that are prepared by us are 
reviewed by them. 
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Now, in all cases, they have, according to that memorandum, ulti- 
mate responsibility for all such actions. So, again they are handled 
by us directly but with their cooperation, advice, and guidance, if you 
will; but there is a mutual interchange of ideas and discussions 
throughout. 

Mr. Heiter. Would you be good enough to prepare for this com- 
mittee a list of pending administrative and injunctive proceedings 
showing (a) the name of company and individuals involved; (>) the 
issue involved; (c) when tlie proceedings were initiated; (d) the 
present status of such cases; (e) counsel, or representative, or account- 
ant involved and if they were formerly associated with the SEC, 
identifying them, and the dates of the employment with the SEC. 

Would you also prepare for us a list of administrative and injunc- 
tive cases handled in your office within the past 5 years in which any 
person previously employed by the SEC participated, and if there 
are any such cases, we would like to get the following: 

The names of the cases and companies and individuals involved; 
the date of initiation of proceedings; the issues involved ; the date pro- 
ceedings terminated ; and, the disposition of each case. 

When you furnish us with the answers to those questions they will 
be inserted in the record at this point and made your answer to the 
question in the record. 

(The material requested was furnished and placed in the files of 
the subcommittee. ) 

Mr. He ter. Is the entire time of your 15 reorganization attorneys 
and analysts spent on chapter X proceedings ? 

Mr. Byrne. Yes, sir; but might I add at this point that with respect 
to reorganization functions, they are not under the jurisdiction of the 
New York regional administrator. 

Mr. Hetxer. Who has jurisdiction ? 

Mr. Byrne. They work hand in hand with the Division of Public 
Utilities in the headquarters office. 

Mr. Hetxier. Do you have a special adviser on reorganizations ? 

Mr. Byrne. Well, we have a man in charge of the reorganization 
section in New York. 

Mr. Heuter. Is he in the Public Utilities Division ? 

Mr. Byrne. No; he is in charge of reorganization work in New 
York, but he is responsible to the Director of the Division of Public 
Utilities in the headquarters office. 

Mr. Heuer. I see. Would you have in your office a list of all of 
the cases that are pending? 

Mr. Byrne. Yes, sir. 

Mr. Hewxier. All right; that is what we want. 

In connection with such cases, would you be good enough to sup- 
ply this committee the same kind of information which was requested 
in the case of administrative and injunctive proceedings ? 

Mr. Byrne. Yes, sir. 

(The requested data has been filed for the information of the sub- 
committee. ) 

Mr. Hetter. I believe your statement mentions that your office in- 
stitutes about 90 percent of the investigations without any advance in- 
structions from the headquarters. 

Mr. Byrne. Yes, sir. 
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Mr. Hever. What source of information do you rely upon as a 
basis for instigating an investigation ? 

Mr. Byrne. Various sources. For example, in the making of a quiz, 
a trading quiz, you might find in going into a member firm’s house, 
that when you asked for order tickets they were not all there; they 
were not adequately time stamped ; the confirmation did not conform 
to the rules, and what not, and that is all reported as part of the re- 
porting job on the investigation, and if that appears to warrant it we 
may cull that out of the report and ask the broker-dealer boys to go 
in and make an inspection and see if those practices permeate the 
house so that they can be corrected. 

Mr. Hetzer. You are talking about the broker-dealers. Are you 
referring tothe N. A. S. D.? 

Mr. Byrne. No, sir; I am referring to that group listed on page 
6 where we say—chief investigators—broker-dealers; staff of securi- 
ties investigators. The 2 and 18, it is. 

Mr. Heiter. Have you completed your answer? © 

Mr. Byrne. In part only. 

Mr. Hetrer. Will you please continue? 

Mr. Byrne. In the making of a broker-dealer inspection which 
covers practically all of the practices in the House, our broker-dealer 
inspector in turn will write his report on what he found and you may 
find things in there that involve the sale of a substantial block of stock 
by a person who is a director and possibly a controlling person in 
the issuing corporation and there is no registration which has been 
filed under the 1933 act; no letter of notification under the section 
3 B exemption, and from all that otherwise appears there is a viola- 
tion of section 5 involved. 

That may call, on a review of the broker-dealer inspector’s report, 
for an assignment to determine whether or not there was in fact a 
violation. 

Other sources of the origin of investigations are letters of complaints 
that are written in; telephone complaints may come in; persons calling 
at the office ; the complaining persons. 

We get written requests from the headquarters office from time to 
time—but those are in the minority, as that 90 percent indicates— 
suggesting that we investigate into a particular matter because of in- 
formation which has come to their attention. 

By and large that is it, I would say. The Trading and Exchange 
Division suggests trading quizzes; the Washington headquarters has 
its method of studying situations and written reports to us pointing 
up the facts which they think warrant a trading quiz and we in turn 
are watching the movements in giving stocks on given days and mak- 
ing our own determinations, and I would say the number of trading 
quizzes originating from Washington, against ours is about 50-50, 
over a given period of time. 

Mr. Hetier. Approximately, how many of these informal investi- 
gations were instituted in 1951? 

Mr. Byrne. I cannot answer that question without looking it up, 
sir. 

Mr. Heiier. Will you furnish that figure? 

Mr. Byrne. We have got it for quite a period. Yes, as a matter 
of fact, if you have been furnished with the Quarterly Management 
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Committee Reports for a series of four quarters, you will have that 
information in there. 

Mr. Hetzer. Also include as part of your reply the number of in- 
formal investigations which were instituted from January 1, to the 
present time, of this year. 

Mr. Byrne. Yes, sir. 

(The data requested is as follows :) 


Number of cases initiated during the year 1951 and (separately) during the 
year 1952 (from Jan. 1 to Mar. 1) in each category 











| 
Type 1951 1952 
INS re TT eS eI ae wee aay no Game LS 114 25 
pT EEE POS BA RS BOR REIT ETE SES 239 52 
I el nalsllls clikhcaenaalen dhemirarabanne ieeaniare 189 48 
Formal investigations (subpena power)...-.-...---..-..--.------.--.-------- 5 None 





Mr. Heiter. From your experience, Mr. Byrne, are you able to tell 
us what proportion of these informal investigations lead to adminis- 
trative or injunctive proceedings ? 

Mr. Byrne. A very minor portion. 

Mr. Hever. In 1950 and 1951 were any formal proceedings insti- 
tuted at the request of the Division of Trading and Exchanges? 

Mr. Byrne. If by formal proceedings, you mean administrative 
proceedings; no. 

Mr. Hetier. Any type of informal proceedings? 

Mr. Byrne. Investigations? 

Mr. Hetier. Yes. 

Mr. Byrne. As distinguished from proceedings. 

Mr. Heuer. Yes. 

Mr. Byrne. I would say yes. 

Mr. Hetier. What is usually involved in those investigations? 

Mr. Byrne. Well, at the outset facts are brought to our attention 
indicating some type of violation. Let us take this kind of illustra- 
tion. We may read in the newspaper that the National Airlines has 
bought Colonial Airlines, and the board of directors of Colonial Air- 
lines have voted to merge on the basis of an exchange of stock at some 
ratio or other and that immediately raises the question in our mind. 

Mr. Hetirer. Excuse me. You are referring to what you would do 
if you were to read it; but I am trying to find out what the Division 
of Trading and Exchanges has recommended with respect to these 
investigations. 

Mr. Byrne. All I can say to that, sir, is certain facts come to their 
attention in one manner or another which prompts them to believe 
that there may be a violation of one or more of our statutes or rules, 
and they write a letter to us telling us what those facts are and sug- 
gesting to us that we may wish to give consideration to the opening of 
an investigation to determine in fact whether a violation or violations 
have taken place. 

Mr. Hetier. Can you tell us what is the status of these proceedings 
today? 

Mr. Byrne. The investigations are started by our office and they 
are investigated when time will allow, and the investigations are com- 
pleted when and as fast as you can get to it, and the written reports 
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are prepared stating the facts, the conclusions, and recommendations. 
They are reviewed; sent down to Washington, where they are re- 
viewed. If they call for action they are presented to the Commission. 
If they call for closing they are closed. 

Now, we have 311 such investigations pending today. 

Mr. Heuer. In the past, say 5 years, I take it you have had occa- 
sion to recommend criminal proceedings; is that correct ¢ 

Mr. Byrne. Yes, sir. 

Mr. Hetzer. Are these recommendations submitted first to the Office 
of the General Counsel ? 

Mr. Byrne. In the case of criminal references, recommendations; 
yes, they go directly to the Office of the General Counsel. 

Mr. Hetter. In the cases which you have recommended such pro- 
ceedings, have they at all times accepted these recommendations ? 

Mr. Byrne. No. 

Mr. Hetier. Would you know how many such recommendations 
were made in the past 3 years? 

Mr. Byrne. Not without looking it up, sir. 

Mr. Hever. Would you furnish us with that information ? 

Mr. Byrne. Surely. 

Mr. Hetxer. Also let us know what the issues involved were. 

Mr. Byrne. Is that for the past 3 years ¢ 

Mr. Hetier. For the past 3 years. That will be enough. 

Mr. Byrne. Yes, sir. 

(The requested data has been furnished for the information of the 
subcommittee. ) 

Mr. Herier. Have criminal proceedings ever been instituted in 
your area without there having been a primary investigation by your 
office ? : 

Mr. Byrne. No, sir. 

Mr. Hevier. Have there been occasions where criminal proceedings 
were instituted in your zone contrary to your own recommendations ? 

Mr. Byrne. No, sir. 

Mr. Heiirr. Your statement indicates that in some instances, where 
criminal proceedings might be instituted, your office reéommends other 
noncriminal punitive action, such as rescission, and so forth. 

In pursuing that course, I take it that your office exercises discretion 
based on your own evaluation of what best serves the interest of the 
investors; is that correct ? 

Mr. Byrne. That is correct, sir. 

Mr. Heiter. Have there been any instances when your recommenda- 
tions that no criminal proceedings be instituted, have been rejected by 
the headquarters office ¢ 

Mr. Byrne. No. sir. 

Mr. Heiter. Where you do make such recommendations, is any 
publicity given to the action by your office ? 

Mr. Byrne. Only in proceedings, only after the Commission has 
authorized the institution of such proceedings, but no publicity is 
given where in authorizing the proceedings the Commission has or- 
dered that it be conducted privately as distinguished from publicly. 

Mr. Hever. Who gives the publicity then? Does it come from the 
headquarters ? 
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Mr. Byrne. We prepare in the regional office a form of release 
which is sent down. It is more or less a stereotyped form in which 
you name the person and the issues and the action taken, and we are 
authorized by the Commission to make the release. 

Mr. Hetzer. Do you know of any case where you did recommend or 
prepare such publicity which you submitted to headquarters and’ the 
publicity was not released ? 

Mr. Byrne. I cannot recall any. 

Mr. Herter. Mr. Byrne, in cases where there might be grounds for 
a criminal prosecution and instead you recommend, let us say, that 
rescission take place or there is the offer of rescission, do you make 
ony Mietemeter or give any publicity to those types of cases? 

r. Byrne. The answer is “No”; but I would like to say that in a 
case where an offer of rescission is brought about as a result of the 
investigation, that there can be two thoughts involved. One is that 
there was not sufficient willfulness in the acts of the person who 
volunteers to make an offer of rescission, to constitute what you would 
call a willful violation. 

Mr. Hetter. In other words, where you feel that element of the 
crime is not sufficient ? 

Mr. Byrne. That is right. 

Mr. Hetier. And could not be successfully prosecuted ¢ 

Mr. Byrne. That is right. 

Mr. Heuer. In that instance, you recommend these noncriminal 
punitive actions; is that right? 

Mr. Byrne. Yes; if I could amend that slightly. It is not a case 
of recommending. We go through with them and state the facts as 
they appear in the report. 

Mr. Mendon. ¥ou do not give any publicity to those cases? 

Mr. Byrne. That is correct. Now there are other cases; there are 
other cases where there is willfulness and you feel that criminal or 
other type of action is warranted, and in some of those cases the person 
against whom the action is ultimately brought feels that one of the 
best things he can do is to make an offer of restitution, and he will 
invariably tell us that he would like to do that. We say, “Feel free 
to go ahead and do that and I am sure that it will be taken into con- 
sideration by the Commission in connection with the report we are 
rendering to them.” But in connection with that I would say, by 
and large, if the man makes the offer that, if you please, will not 
necessarily temper down our recommendation or change our recom- 
mendation. In other words, if we feel that the criminal reference 
was warranted, we will make the same recommendation and give full 
credit to him in our reporting of the facts and include the fact that 
he has made the offer of restitution. 

Mr. Hetter. Nevertheless you will recommend criminal prosecution ? 

Mr. Byrne. Yes. It is a matter of judgment, again. 

Mr. Hetter. Otherwise you might find yourself in the position of 
compounding a felony. 

Mr. Byrne. Yes. In the latter type of case, you have no partici- 
pation, if you will, in the offer of rescission. You are not suggesting 
it. You are not accepting it; just saying that is a problem for you 
to consider and if you do it, you may be sure that it will be reported 
in our report to the Commission. 


BRED i 





i 
a4 
rf 
te, 


et 


a 











STUDY OF SECURITIES AND EXCHANGE COMMISSION 7il 


Mr. Heuer. In these criminal cases you have just described or in 
such cases as no criminal proceedings were recommended by your 
office, have any of the parties been represented by persons formerly 
connected with the SEC or perhaps themselves previously been em- 
ployed by the SEC? 

Mr. Byrne. I would say “Yes”; very frequently people who have 
been employed theretofore by the SEC will come in representing per- 
sons under investigation. 

Mr. Heiter. Would you please furnish this committee with a list 
of the cases, the names of the persons employed by the SEC, the dates 
of employment, the date when the investigation was instituted and 
completed, the issues involved, and the disposition of the cases? 

Mr. Byrne. In the last question, Congressman, I do not believe 
that you stated a period of time. 

Mr. Hetzer. Make that for 5 years. 

In connection with the last question would you also include the 
cases where investigation was instituted and no action was taken ¢ 

Mr. Byrnes. Yes, I have that. I have used the general term “dis- 
position,” which means criminal action or no action. 

(The requested data has been filed for the information of the sub- 
committee. ) 

Mr. Hetter. In your statement you state that your office recom- 
mends adoption of rules and amendments of existing rules, from 
time to time. : 

Mr. Byrne. Yes, sir. 

Mr. Hetier. Could you provide us with copies of all such rec- 
ommendations made in the past 3 years, or would that be too volum- 
inous ¢ 

Mr. Byrne. It would not be too voluminous; no. 

(The requested data has been filed for the information of the sub- 
committee. ) : 

Mr. Hextter. You also say in your statement that you have insti- 
tuted new procedures designed to expedite or make more effective the 
administration of the acts. Can you describe these new procedures? 

Mr. Byrne. Yes; we perfected the form of questionnaire for report- 
ing of securities transactions; we perfected the Form 10 summary. 

Mr. Heiter. These are questionnaires you are talking about? 

Mr. Byrne. Yes, sir. 

Mr. Heiter. When were they perfected / 

Mr. Byrne. Very early, and there have been a few slight changes 
where we eliminated the requests of this or that type of information 
at the outset. 

Mr. Heiter. What year was that—about 1935 ? 

Mr. Byrne. The initial thing was in 1935 and sometimes since 
then I would say we have made a change or two in attempting to make 
life easier for the breker who we are asking for the information, be- 
cause it is an awful burden on him. 

We designed in the New York office the type of procedure to be fol- 
lowed in the making of broker-dealer inspections, and have varied 
that from time to time in consultation with the Division of Trading 
and Exchanges. Those are illustrations of what I mean by that. 

Mr. Heuer. Altogether, how many such new procedures have you 
recommended ¢ 
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Mr. Byrne. Well, it is not a case of recommending them so much 
as finding short cuts in our own office for expediting the work and 
putting them in operation and it is unnecessary that we overburden 
anybody, because you are getting all of the material you need to ac- 
complish your functions. 

r. Herter. After you have done that in your own regional office, 
are these new plans, or procedures, adopted by other regional offices? 

Mr. Byrne. I would say they are, when speaking of broker-dealer 
inspections, because that is about the one large item that is done by 
all of the regional offices. The only other item that is done by other 
regional offices is the trading quiz type of thing and that is primarily 
limited to New York, as the big one, and Chicago as the second one. 
And, I venture to say in the other regional offices you do not have it 
at all. There might be some in San Francisco—pardon me. 

Mr. Hetxer. Mr. Byrne, when last did your office institute a pro- 
ceeding against a lawyer or an accountant? 

Mr. Byrne. When last ? 

Mr. Hetier. Yes. 

Mr. Byrne. Well, I think in 1941, or something like that. 

Mr. Hetier. Lawyer or accountant? 

Mr. Byrne. He was an accountant. 

Mr. Hetier. Any against representatives? 

Mr. Byrne. No; I think pot. 

Mr. Herter. Would you briefly describe the contents of your quar- 
terly management reports ? 

Mr. Byrne. Yes; it is a consolidated report which shows with re- 
spect to each operating unit in the regional office the status of matters 
at the beginning of the quarter; new matters taken on by each unit 
during the quarter; number of matters closed out by each unit and the 
matters pending at the close of the quarter; on top of which is given 
statistics as to the number of letters which were answered with respect 
to inquiries from members of the public which are not investigated, 
but handled within the office; the number of interpretative letters 
and callers and I believe also, but I am not certain of this last one, 
the number of callers at the public reception room. By and large, 
that is the contents of it. 

Mr. Hetter. That is a statistical report of the work of the regional 
office. 

Mr. Byrne. Yes, sir. 

Mr. Hetter. I take it that an important part of your work invelves 
interpretation of the acts or rules. 

Mr. Byrne. Yes, sir. 

Mr. Hetxier. Except, of course, the 1935 act; is that correct? 

Mr. Byrne. That is correct, sir. 

Mr. Hetier. Can you briefly describe the subject matter involved 
in the interpretations? : 

Mr. Byrne. A man will come in, either a layman or an attorney, 
or some type of representative and want to know whether there is 
any problem involved in his client’s disposing of 25,000 shares of 
stock which he owns in XYZ Corp. Or aman comes in who is chair- 
man of the board of directors; either calls personally or writes, or 
calls on the telephone, and his question will be answered on the basis 
of his having to spell out the facts involved. 
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Mr. Heuer. Do you give him a written interpretation ? 

Mr. Byrne. Only if he writes in. 

Mr. Hetier. Only if he writes in? 

Mr. Byrne. Yes, sir. If he comes in personally and says that he 
would like to have a written interpretation, we tell him that we will 
give him one in answer to his own written inquiry. 

Mr. Hetter. In what cases of requested interpretation do you act 
entirely on your own and when do you submit the matter to the Wash- 
ington office before you render an opinion ¢ 

Mr. Byrne. The system operates so that the only time you have to 
communicate with the Washington office is when an original question 
is posed ¢ 

Mr. Hetxer. In other words, where there is no precedent—as you 
testified before ? 

Mr. Byrne. That is correct, sir. 

Mr. Hever. A new question is involved. 

Mr. Byrne. Or where you know that there is some matter con- 
cerning the request then pending in the headquarters office, like a 
registration statement, for example, and somebody has been in talking 
to them about it. You then communicate with the Washington 
office to ascertain what he has taken up with somebody in Washington 
before you give him a definitive answer; you want to find out whether 
he has presented any different facts to Washington and what they 
were, and what their answer was. 

Mr. Hetter. I assume, therefore, that copies of all written interpre- 
tations are then sent to Washington ? 

Mr. Byrne. Yes, sir; but they are selected on the basis of unique- 
ness and novelness and unusualness. 

Mr. Hetier. And as you just stated, if a person comes in and re- 
quests a written interpretation you ask for a written statement of 
facts before you give him an interpretation ? 

Mr. Byrne. If he wants a written reply ¢ 

Mr. Hetier. Yes. Otherwise, he comes in and asks for an oral 
interpretation and he gets an oral interpretation. 

Mr. Byrne. Yes, surely. 

Mr. Hewter. In a case where an oral interpretation is given, is there 
some kind of a record made by your office? 

Mr. Byrne. Yes, sir; there is a card made on every interpretation 
given by the office which is a permanent record in our office, which 
carries the name of the person; what the subject matter was, and what 
the question and answer was in very brief form, and it is from those 
cards that periodically the interpretation section culls the ones that 
they believe to be unique and novel and unusual and which we have 
transformed into written interpretations to be transmitted to the head- 
quarters office. 

Mr. Heuer. Do you accept the facts which become the basis for a 
query, or do you investigate the facts before you give an interpre- 
tation ¢ 

Mr. Byrne. Our interpretative answers are based on the statement 
of facts presented and are so qualified. 

Mr. Hexrer. There is no one who conducts a personal investigation 
of what the facts might be? 

Mr. Byrne. Not at that stage; no. 
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Mr. Hewier. Here is something that comes to our attention. Do 
you ever have the situation where an inquiry might thereafter lead to 
an investigation on your part? 

Mr. Byrne. Yes. I do not know that I could give you an illustra- 
tion, but I am sure it has happened. 

Mr. Hetter. It has happened? 

Mr. Byrne. Yes. 

Mr. Hetier. Has this kind of a situation ever developed : An inter- 
pretation is rendered by your office; action was taken on the basis of 
your interpretation. It subsequently develops that the facts sub- 
mitted were inaccurate or misleading. 

Mr. Byrne. Yes. 

Mr Heuer. What action is taken thereafter as a result of that 
situation ¢ 

Mr. Byrne. We investigate to determine whether there was a viola- 
tion, and assuming when you say action was taken that the action was 
taken by the person asking the question, and he went ahead and did 
what he wanted to. 

Mr. Hetzer. That is right. 

Mr. Byrne. Either unwittingly or in disregard of what you told 
him. 

Mr. Hetter. Yes. 

Mr. Byrne. And your particular situation now is where he did 
disregard what we told him. 

Mr. Hetzer. No; no. He still assumed that he did what the Com- 
mission said was proper. 

Mr. Byrne. I do not think we have hit a case like that where a man 
mistakenly thought we said that he could do it and he went out and 
did do it. 

Mr. Hetier. No; where a man following the interpretation that you 
gave him goes ahead and does whatever he feels is correct, and follows 
strictly the interpretation, and then it develops that the facts sub- 
mitted were inaccurate or misleading. That is what I mean. 

Mr. Byrne. If it comes to our attention in some shape or form or 
manner, we would investigate the thing and consider the necessity for 
taking any action if it involved a violation. 

In other words, we have got to go out and make an investigation 
of the situation where a man comes in and requests an interpretation, 
but merely because he has requested us to give an interpretation—— 

Mr. Hetier. There is no estoppel. 

Mr. Byrne. There could be a situation where something looks like 
a close question of violation but you find upon examining the files in 
Washington that he secured an interpretation, oral or written down 
there, which was a close approximation of the facts and in which they 
told him, although we do not fully agree with you, we would not be 
disposed to recommend action if you go forward, relying upon our 
opinion. With a very slight violation, which is not too serious, I 
think if he proceeded there might be a case where we would be estopped 
from going on. In other words, we would write him a letter and call 
his attention to the variation from the facts and warn him against a 
repetition of it. 

Mr. Herter. Incidentally, are these interpretations made public? 

Mr. Byrne. No. They are strictly confidential. 
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Mr. Hever. Are they ever contested by the parties seeking them ¢ 

Mr. Byrne. Oh, surely, they may disagree and say that such and 
such were the facts, and we tell them to feel free to get a Washington 
view. Or we tell them we will be glad to get it for them, or they 
can get it. 

Mr. Hetuer. That is the only procedure they can follow ? 

Mr. Byrne. They can go ahead at their own risk, or course. 

(After informal discussion off the record. ) 

Mr. He tter. In connection with that discussion, there is no legal 
estoppel. 

Mr, Byrne. That is correct. It is not a question of actual legal 
estoppel, but merely a question of our feeling ourselves that we are 
possibly estopped from taking formal action. 

Mr. Heuer. You answered “No”, I think, to the question as to 
whether interpretations are made public; i is that correct ¢ 

Mr. Byrne. That is correct, sir; but Mr. Stevenson reminds me 
thav now and then, in rare instances, if a question is raised where 
we are generally concerned and believe that there is a question of broad 
public interest, a letter might be gotten out over the signature of 
the general counsel, upon the Commission’s approval, without any 
names in it, outlining the factual situation in theory and giving the 
answer to it. I understood your question to mean public ity as to a 
particular man’s question and the answer to it. There is no such pub- 
licity with respect to a specific man or his question or answer to it. 

Mr. Hetxer. You say a letter is gotten out; is that right ? 

Mr. Byrne. That is in general terms. 

Mr. Heiter. Would it not be better procedure to make these inter- 
pretations public so that it might save a little time with future in- 
quiries ¢ 

Mr. Byrne. I think unless I am mistaken, the general counsel has 
had that under consideration, but I am sure the pressure of other 
business prevented it from coming to fruition. 

Mr. Heiter. What is your personal opinion as to making it pub- 
lic¢ 

Mr. Byrne. I do not think it is a bad idea at all, that is, to hand 
out a pamphlet, if you will, with respect to interpretive precedents 
under the various sections of the act. 

Mr. Heiter. How long have you been rendering interpretations / 

Mr. byrne. I personally, you mean ¢ 

Mr. Hexier. No; I mean the regional office. 

Mr. Byrne. Since its inception. 

Mr. Hetier. How long has counsel had under advisement the mak- 
ing of these interpretations public? 

Mr. Byrne. I would not know that. That is only a good guess 
on my part. I believe that to be the fact. 

When you speak of counsel there, I mean general counsel in the head- 
quarters office. 

Mr. Hetxer. Suppose the headquarters staff disagrees with your 
interpretation, what procedure is then followed / 

Mr. Byrne. They write us a written memorandum of the area of 
disagr eement, and if it is serious in nature we communicate with the 
person to whom the misinformation was given, and straighten it out. 
I think such instances are in a very, very great minority. 
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Mr. Hetirr. Where the inquirer takes exception to the interpreta- 
tion and calls that to your attention, do you refer him back to head- 
quarters ? 

Mr. Byrne. Not if we are certain of our position, no, sir; but we sug- 
gest to him that if he would like to take it up with the headquarters 
office, he may feel free to do so; and if in that connection he would 
like us to take it up for him, we would be glad to do so. 

Mr. Hettrr. If the answer is in the affirmative, you do it for him? 

Mr. Byrne. That is right. 

Mr. Hetier. Do you give him an opportunity to argue it and be 
represented by counsel ? 

Mr. Byrne. Sure, he can do anything he wants about the thing, and 
we have an open mind on it. 

Mr. Heiter. Can he do the same thing before the Commission ? 

Mr. Byrne. That he would have to request the Commission’s per- 
mission on, and I am sure it 

Mr. Hetier. What is the general procedure, from what you know ?! 

Mr. Byrne. That is a rare occurrence that a man would like to have 
his problem considered by the full Commission, but it has happened, 
and I do not know of an instance where the Commission has not 
given him the time of day and let him come in with his problem. 

Mr. Heiter. We will take a 5-minute recess. 

(Short recess.) 

Mr. Hetzer. We will proceed. 

Mr. Byrne, your office processes regulation A filings / 

Mr. Byrne. Yes, sir. 

Mr. Hetier. Do you have occasion to process the regulation A-M 
filings? 

Mr. Byrne. No, sir; that is for mining companies and none come 
through our office. 

Mr. Hetxier. What steps does your office take in processing the 
regulation A filings ? ; 

{r. Byrne. Two steps, generally: Compliance with the regula- 
tion as to form; and examination, with a nose for fraud, if you will 
pardon the expression. In other words, that means, to me, that you 
examine all of the material filed at a minimum to determine whether 
or not the public which is being invited to participate in the offering 
is being given a fair shake; and if the information filed is not ex- 
tensive enough for you to make such a determination, you request 
such additional information as you feel is necessary, not in the sense 
of asking them to file additional information, but in the sense of 
asking them to make it available to you for your examination. 

Mr. Herter. Do you examine the selling literature / 

Mr. Byrne. Oh, yes. 

Mr. Herter. Would you please provide, covering the years 1947 
to 1951, inclusive: (a) the number of letters of notification filed under 
regulation A which were processed by your office; (6) the aggregate 
amount of offerings; and (c) the number of amendments to these 
letters of notification. 

Will you also provide this kind of a breakdown for us: (a) the 
number of letters of notification which covered proposed offerings 
of $100,000 or less; (6) the number covering offerings between $101,000 
and $200,000 ; and (c) the number covering offerings between $201,000 
and $300,000. 
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Then we would appreciate your advising us as to (a) what number 
of offerings were made by issuing companies; (0) what number were 
made by stockholders ; (c) what number were made jointly by issuers 
and stockholders ; and (dz) the number of offerings on which there 
were underwriting arrangements. 

Would you be in a position to tell us now, Mr. Byrne—and if you 
cannot, would you supply us with the information—in the past 5 
years, ‘what percentage of the offerings under regulation A were 


made by issuers? 
Mr. Byrne. I will have to supply that later. 
(The data requested is as follows :) 


Number of letters of notification under regulation A processed in the New York 
regional office for the years 1947 through 1951 (5 years) showing all pertinent 
details concerning numbers, dollar amounts, and percentages as to issuers 
and controlling persons, and as to fived-price and market-price offerings 


Number of letters of notification filed - - 1, 823 
Aggregate amount of offerings___. . $232, 307, 026 


Number of amendments-.- 


Number of letters of notification involving: 
Offerings 0 to $100,000_--- ee ‘ 
Offerings $100,001 to $200, Telia 
Offerings $200,001 to $300,000. - 


Fined prise Market | Total | Percent 


Issuers ___. Se 1, 406 | 89 | 1, 495 | 
Controlling persons. . -- ix ms gs 220 | 318 | 
Issuers and controlling persons jointly. aa ‘ 10 None 10 





11,514 | 2309 1,823 | 


Aggregate amount of offerings s by: 
. $216, 108, 000 


Issuers___-- ‘ doaGbusudhe bidudhipattdeiihdnbeetidunsamntin 
Controlling pe rsons_____- bot oar Se Pe $14, 452, 603 
Issuers and controlling persons jointly _ $1, 746, 333 


Total... . $232, 307, 026 
Number of lette rs of notification involvi ing underw riting arr: angeme nts___ 717 


183 percent. 
217 percent. 


Mr. Hetter. Mr. Byrne, suppose your office or the Commission 
discovers that the section 3 (b) exemption from the 1933 act was in- 
applicable, or that a violation of the act may be involved, what action 
does your office take ? 

Mr. Byrne. This presupposes an investigation which disclosed 
those facts ¢ 

Mr. Hetuer. Yes. 

Mr. Byrne. It is very difficult to answer the question when you do 
not have the actual facts before you, because it is the flavor of the 
factual situation that, by and large, determines your ultimate recom- 
mendation. In other words, is it willful? Was it a mistaken under- 
standing ‘—and those factors. 

Mr. Hetxier. Well, has it happened ? 

Mr. Byrne. That persons have exceeded ? 

Mr. Hetirr. Yes. 

Mr. Byrne. I do not recall that it has, because in order for a man 
to avail himself of the regulation A under 3 (b), he has to file a letter 
of notification, and that will state what price it is; and to me, I have 
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the impression it would be distinctly unusual for anyone to unwit- 
tingly exceed that. 

Now, we have had a case, like this, I remember, in 1946, where we 
had quite a bit of it, part of the offering would be held back by mem- 
bers of a selling group, and there was great public interest in acquiring 
these low-priced issues, which our regulation A offering ane in- 
volve, and there would be a price increase because of an alleged 
apparent overdemand with relation to the supply, and then the mem- 
bers of the selling group would sell what they had, within a reason- 
ably short time thereafter, at the higher prices. And to our way of 
thinking, in the New York office, wherever the aggregate exceeded 
$300,000, that constituted by itself a destruction of the exemption un- 
der regulation A, and therefore a violation of section 5. And there 
were many cases like that which became a habit because of the temper 
of the times and the public demand, in which we required all persons 
involved in the offering to make an offer of rescission. 

Mr. Hetier. Do those cases occur now? I think you are talking in 
past terms, 

Mr. Byrne. We have not had a case like that since 1946, that I can 
recall, although we are looking into a couple now which may involve 
that. 

Mr. Herter. Do you follow up to see whether the securities covered 
by a regulation A filing are actually offered ¢ 

Mr. Byrne. Yes; we do. We write what we call a 6-month letter 
to the issuer, asking him to report to us on the status of the offering, 
whether the distribution has been completed, and, if so, the total 
amount realized and the price at which it was sold; and, if not, what 
remains unsold. 

Mr. Hexxer. If you get an answer to the letter, then you know how 
many securities were sold; is that correct ? 

Mr. Byrne. That is correct, sir. 

Mr. Hetier. Do you generally have any trouble in getting replies 
to these letters? 

Mr. Byrne. Very rarely. 

Mr. Hetier. What do you do then? 

Mr. Byrne. We send a follow-up letter, and we have had a few 
isolated instances where the replies did not come back, and we have 
had to write a second and a third and sometimes a fourth letter, but 
we have ultimately got a reply; and, if not, out we went to the office 
of the company to find out what ticked. 

Mr. Heuer. If you had written a letter and received no reply, you 
went out and got the answer; is that correct / 

Mr. Byrne. No, sir; we sent a follow-up letter. 

Mr. Hetier. Well, suppose after you sent your follow-up letters 
and no reply came in, you eventually go out and get the information / 

Mr. Byrne. Yes, sir. 

Mr. Heuer. So that in every case, under regulation A filings, you 
would have an answer, whether it is by their letter or by your going 
in there to find out what the facts were; is that correct / 

Mr. Byrne. Yes; with the proviso that we might not have it before 
the expiration of 6 months from the initial offering date, because 
that is the way we time our records, 6 months after. 

Mr. Heuer. Do you find that there are a large number of cases 
where no offerings are made at all? 











STUDY OF SECURITIES AND EXCHANGE COMMISSION 719 


Mr. Byrne. Not a large number; No. 

Mr. Hetier. What proportion would you say ? 

Mr. Byrne. Less than 1 percent, I would say. 

Mr. Hetier. What percentage of the issues are not sold out? 

Mr. Byrne. Not sold in their entirety ? 

Mr. Hetier. Yes. 

Mr. Byrne. I would only guess; I would say a maximum of 25 
percent. 

Incidentally, the question before the last might have involved some- 
thing more than I understood by the answer I gave. There may be 
many cases where there are prefiling conferences with respect to 
letters of notification proposed to be filed, which may never be filed. 
I understood you to mean once they had been filed. 

Mr. Heuer. Yes. 

Mr. Byrne. That is right. 

Mr. Hetxer. Mr. Byrne, I have heard statements of cases in which 
letters of notification indicated that the proceeds were required for 
certain projects which in fact never took place. Would these be 
truthful representations made to us, or are they just rumors? 

Mr. Byrne. They would fit into both categories, sir. We have in- 
vestigated some cases where that suggestion or rumor has been brought 
to our attention. 

Mr. Hetxier. What have been your findings? 

Mr. Byrne. It has stood up as a fact in at least one case, which 
is up in the United States attorney’s office in the southern district of 
New York on a criminal reference, and it has not stood up in other 
cases. We do not go out unless we have some cause to believe that 
the proceeds might not have been used as indicated in advance. 

Mr. Herter. In connection with the regulation A filings, does your 
office maintain any statistics showing the industry of the issuer and 
the claimed purpose of the issue, and how the proceeds were actually 
used ¢ 

Mr. Byrne. We do not in our New York office maintain any such 
statistics. 

Mr. Hetier. Are they maintained elsewhere ? 

Mr. Byrne. They may be maintained by a group in the Division 
of Trading and Exchanges. I think, in fact, they are, but I am not 
certain, because I know they have a form of questionnaire, the num- 
ber of which escapes me, which they send our periodically to issuers 
who have filed letters of notification, wherein they ask various ques- 
tions from which those statistics could be prepared. Maybe it is not 
in each and every one, but quite a few statistics. 

Mr. Heurer. Have there been any cases in which, following a regu- 
lation A filing, there was a chapter X or other bankruptcy proceeding ? 

Mr. Byrne. Yes, sir. 

Mr. Heiter. Would your office participate in all such bankruptcy 
cases ? 

Mr. Byrne. I cannot answer that question, because I would have to 
know which ones did go through chapter X, and then find out whether 
or not our office did in fact participate. Their participation turns on 
the question of public interest many times, and your usual letter of 
notification does not involve a large company, and the public interest 
may not be broad enough for them to interest themselves in the case, but 
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there is one specific one that I know of in which they did participate, 
and that is the one I just mentioned as being in the southern district 
right now. 

Mr. Hetier. Would you have a record of the number of such cases 
which culminate in the bankruptcy courts under chapter X, following 
a regulation A filing? 

Mr. Byrne. I am afraid that there might be cases in which a com- 
pany made an offering under a letter of notification, disposed of the 
issue and got the proceeds, and devoted it to its proper purposes, and 
thereafter the company went down the drain; oF we, on the investiga- 
tive and enforcement side of the New York office, might not be aware 
of the fact it went down the drain thereafter, but the reorganization 
part of our office would be acquainted with the fact it went through 
chapter X and might have participated or might not have. And so 
I think that the best you could get, without a direct inquiry by us, 
would be only a partial answer to that question. 

Mr. Hevier. Could you furnish us with a list of these cases, or can 
you supply such a list, showing (a) the date of letter of notification ; 
(b) the aggregate amount of the offerings; (¢) proceeds received, and 
by whom; (d@) the date when petition in reorganization or bankruptcy 
was filed; (e) the disposition of each case; (f) a brief statement of 
extent of participation by your office; and (g) parties involved, their 
counsel, representatives and accountants, and if any were formerly 
employed by SEC the dates of such employment ? 

Mr. Byrne. Yes, sir. 

(The requested data have been filed for the information of the 
subcommittee. ) 

Mr. Heuer. Mr. Byrne, where an offering tends to dilute the value 
of outstanding securities, is there any way that existing stockholders 
are advised of this? 

Mr. Byrne. No, sir; not to my knowledge, unless the charter and 
the bylaws of the corporation require prior stockholder approval be- 
fore a public offering of an additional issue of stock. 

Mr. Hetter. In the past 5 years has there been an increase or a 
decrease of the number of letters of notification, and the amount of 
the offerings ? 

Mr. Byrne. I would say there has been a gradual increase over the 
past 5 years. 

Mr. Heiter. An increase? 

Mr. Byrne. Yes, an increase. They average about 350 a year in 
the New York office for an average of about $40 million total per year. 

Mr. Hetier. What percentage represents new issues ? 

Mr. Byrne. I could not state that. 

Mr. Heiter. Would you give us that information or supply us with 
that information ? 

Mr. Byrne. I have that request already, in a former question. 

Mr. Hetzer. All right. 

In the Commission report on proposals for amendments to the 1933 
act and the 1934 act the statement is made, and I quote: 

The evils of high-pressure salemanship and of selling on the basis of inadequate 
information are particularly prevalent in small issues. 

Has your experience demonstrated the validity of that statement? 

Mr. Byrne. Yes; in the sense that you more frequently find that 
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type of thing in a small company about which relatively little is 
known, and it is that type of company which usually avails itself 
of the regulation A exemption. 

Mr. Hetzer. Do you believe, or do you think, that the raising of 
the limit from $100,000 to $300,000 within which the Commission 
may now exempt securities, has overcome the dangers pointed out 
in this SEC report ¢ 

Mr. Byrne. No; I would say just the contrary; if I were to say 
anything, it is magnified rather than minimized. 

Mr. Heuer. The $300,000 relates to primary offerings by issuers, 
while the $100,000 limit still applies to secondary offerings; is that 
correct ? 

Mr. Byrne. By controlling persons; yes. 

Mr. Hetier. In the past 5 years—and if you do not have this 
information, would you please furnish it for us—what percentage 
of offerings under regulation A were made at a fixed price, and what 
percent at the market? 

Mr. Byrne. I will supply that. 

(The data requested have been filed for the information of the 
subcommittee. ) 

Mr. He.ier. With respect to these securities, would it be fair and 
correct to say that they have been traded exclusively over the 
counter ? 

Mr. Byrne. No. 

Mr. Hetier. Where have they been traded ? 

Mr. Byrne. Well, the majority of such offerings under regulation 
A are not of securities registered on a national securities exchange, 
but more or less infrequently it happens that a controlling person 
of a registered company wishes to avail himself of the regulation A 
exemption, so that you would have an offering on the exchange by a 
controlling person through the regulation A process. 

I might state with respect to the question before the last, that per- 
centages of regulation A offerings at a fixed price and at a market 
price does not take on too much meaning, I am afraid, because while 
you might state the offering is to be at the market in the registration 
process or the letter of notification process, what they mean at that 
stage is that the price of the offering is going to be filled in later, 
and their intention is to gear the offering price to what the market 
is at the time of the offering, but they are going to state the price 
in fact, so that I do not know that this particular item would be of 
help to you, but I will certainly be glad to furnish it. 

Mr. Heuer. All right, thank you. We appreciate it. 

Under the regulation A, in both the primary and the secondary 
offerings, would you also furnish us with the number of the offerings 
and the aggregate amount of each issue ? 

Mr. Byrne. That has been requested, I believe I have it down. 

Mr. Hetier. And in each class, will you please include those at 
a fixed price and those at the market. 

Mr. Byrne. Yes, sir. 

Mr. Hetuter. Incidentally, does your office check on other quota- 
tions? 

Mr. Byrne. Oh, yes, with respect to any proposed offering of a 


. 


security where there is a then existing market, very definitely, yes. 
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Mr. Heuer. Do you ever take any action based on your observa- 
tions of the range of quotations? 

Mr. Byrne. Yes, sir; we take action in the sense of telling the 
underwriter if he has been in the market during an increase just prior 
to the proposed offering, that we suggest that he stay out of the market 
until the market has found its own level, unaffected by the transac- 
tions he has theretofore effected. We have no trouble with that; 
they stay out and the market, in theory, finds its own level. 

Mr. Hetier. Do they abide by your suggestion ¢ 

Mr. Byrne. Oh, yes; very definitely, and we also consider the ques- 
tion when we run into it as to whether we ought to look further to 
determine whether there was sufficient motive there to characterize 
the thing as a manipulation and a violation of the law as to which 
action ought to be taken, but the first purpose in mind is to stop the 
offering so that it is not going to go off at some artificially inflated 
price. 

Mr. Heuer. Have you had ‘any instances when $300,000 in securi- 
ties were issued under regulation A, and additional securities of the 
same kind were registered ? 

Mr. Byrne. At a later date, you mean ? 

Mr. Hetier. Yes. At a subsequent date. 

Mr. Byrne. Yes. The regulation provides that they may offer now, 
even with the intention of offering later an additional amount. 

Mr. Hetter. Has your experience with such cases led you to form 
any conclusion which you would care to state to this committee ¢ 

Mr. Byrne. No, I haven’t any conclusion that would take on any 
specific meaning, and I just feel it is a company that does not want 
to go to the trouble and expense of filing a full registration statement, 
and maybe it is a case of where they ve not made up their mind 
that they need $1 million today, and maybe they can get along with 
$300,000, and if they have to, they con come along later and get another 
$200,000 or $300,000, and I read nothing into the fact that there are 
filings in sequence of two or more, 

Mr. Hetier. Do you think that the regulation A, as adopted in 
1941 for issues up to $100,000, is as workable and efficient in the case 
of issues up to $300,000, or should it be amended ? : 

Mr. Byrne. You are speaking of the statute, sir, or the regulation 
itself ? 

Mr. Hetrer. I am talking about regulation A. 

Mr. Byrne. We have under contemplation from time to time 
changes in that regulation, making it stiffer in the sense of com- 
pulsory filing and use of a prospectus or offering circular, compulsory 
filing of financial information which is not compulsory today. 

Mr. Hetter. In other words, your answer is that it is not as efficient 
in the case of issues up to $300,000; is that not correct ? 

Mr. Byrne. Let me put it this way: With the increase in the 
limitation from $100,000 to $300,000, you had many more issuers 
and people availing themselves of that short form of registration, 
with the result that your problems increased; and we are fairly 
conscious, and have been, of the fact that maybe the regulation needs 
tightening up in the sense of making the filing requirements more 
difficult in the sense of requiring more information. 

Roy Hetier. Do you believe there should be a tightening up on 
this 
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Mr. Byrne. I do. You see, at the outset our thought was to make 
life as simple as possible for the small-business man, and that was 
the idea of Congress, as I understood it, at the time they increased 
it from $100,000 to $300,000. 

Mr. Heuer. Based on your experiences, what would be your recom- 
mendation today ? 

Mr. Byrne. My recommendation would be just to touch on two 
points, to make compulsory the filing and use of an offering circular, 
and the inclusion in such offering circular of adequate financial in- 
formation regarding the company. 

Mr. Hetter. We will take a short recess, please. 

(Short recess. ) 

Mr. Heuer. Mr. Byrne, do you believe that the suggestion and 
the amendment which you proposed would more nearly approxi- 
mate the basic objectives of the Securities Act of 1933 and the Ex- 
change Act of 1934? 

Mr. Byrne. Definitely. 

Mr. Hetter. To what extent, Mr. Byrne, do you act with or in- 
vestigate the NASD and the enforcement of its rules relating to 
regulation A offerings ¢ 

Mr. Byrne. We do not investigate the NASD ever, to my knowledge. 
We investigate members of the NASD who are broker-dealers, either 
registered with us or not, our routine broker-dealer inspection, or on 
complaint. 

Mr. Herier. But nothing relating to the regulation A offerings? 

Mr. Byrne. Oh, yes, when the process of examination of the filing 
has been completed in our office, if there are any reasons which prompt 
the men who are doing it to believe that an investigation is in order 
to determine whether or not the offering is going to be made by 
fraudulent means, they will write a written memorandum stating 
the facts and the reasons for those views, and recommending that an 
investigation be made; and if the assistant regional administrator 
and I agree with the recommendation, we make a written assignment 
opening an investigation. 

Mr. eteae Do you know if the NASD has ever initiated disci- 
plinary proceedings in connection with regulation A offerings at the 
instigation of your office? 

Mr. Byrne. They do not. 

Mr. Hetrer. Mr. Byrne, I assume that you are familiar with rule 
X-10B-5? 

Mr. Byrne. Yes, sir. 

Mr. Hetier. As I understand the rule, it makes it unlawful for 
any person to misrepresent a material fact, employ any scheme to 
defraud or to engage in any — which operates as a fraud or 
deceit, and it is aimed not only at corporate insiders who have op- 
portunities to acquire information about the worth of securities and 
who use that information to buy up undervalued securities, but the 
brokers and dealers and any other purchaser, including the corpora- 
tion itself; is that correct? 

Mr. Byrne. That is correct, in accordance with the scope of the 
language of the rule. 

Mr. Tieton. That rule is particularly important in cases where 
the issue is exempt; is that correct ? 
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Mr. Byrne. I wouldn't say so, sir. 

Mr. Hetzer. Does not this rule achieve a measure of disclosure 
which is not found in regulation A? 

Mr. Byrne. It is aimed at that. 

May I say this: While it is true that section 10 (b) of the Exchange 
Act and rule X-10B-—5 thereunder, involves fraud in both the purchase 
and the sale, I believe that section 17 of the 1933 act adequately covers 
the field with respect to sales, with respect to any person selling. Rule 
X-15C1-2 under section 15 (c) (1) of the Exchange Act covers both 
purchase and sale with respect to brokers and dealers, so that you had 
an area which was not covered by the two statutes, and that area was 
the area of purchase by persons other than brokers and dealers. So 
that while rule X—-10B-—5 covers the whole water front of purchase and 
sale by anyone, the field that it is generally applied to, as a matter of 
fact, in our work is the field of purchases by the persons described 
before, corporate insiders and brokers and dealers and other persons, 
on the basis of information known to them but not disclosed to the 
persons from whom the securities are bought. 

I am not saying it does not apply to sales, but in practical applica- 
tion it directs itself to purchases in our application of the rule. 

Mr. Hetxer. Would it be fair to say that in such cases, the rule 
which you have just discussed requires disclosure comparable to what 
is obtained in a prospectus? 

Mr. Byrne. Within limitations; yes, sir. Let us put it this way: 
It requires the disclosure of all material information in order to enable 
the person on the other side of the transaction to make an informed 
judgment as to whether he wants to enter into the transaction of 
purchase or sale; and if so, at what price. 

Mr. Heuer. Has your office had occasion to investigate violations 
of rule X-10B-5? 

Mr. Byrne. That is one of the most important phases of our work, 
yes. 
Mr. Hever. Have any administrative or other proceedings ever 
been instituted by your office for violations of that rule? 

Mr. Byrne. Yes, sir. 

Mr. Hetxer. Could you supply this committee with a list of cases 
during the past 3 years which involved a violation of that rule? 

Mr. Byrne. Yes, sir. 

(The information requested is as follows :) 


List or CASES DuRING THE LAST 3 YEARS IN WHICH ACTION Was TAKEN FOR 
VIOLATION OF RULE X-10B-5 


This is limited to rule X-10B-—5 in the purchase sense only and does not include 
eases involving sales in violation of section 17 of the 1933 act, or of rule X-15C1-2 
under the 1934 act where a charge of violation of rule X-10B-5 was included, 

None. ; 

Mr. Hetuer. Do you think it would be desirable if the SEC had 
the power to institute a law action to enforce restitution to individuals 
defrauded of all damages resulting from a breach of this rule? 

Mr. Byrne. Yes, sir, on a finding by a court of competent juris- 
diction, I certainly do. 

Mr. Hetier. Would you recommend that they have such power? 
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Mr. Byrne. I certainly would. As a matter of fact, we try to 
exercise such power through the courts without the written power 
in the statute, where we think it appropriate. 

Mr. Hetier. You did try to exercise it, did you say ? 

Mr. Byrne. Yes, sir. 

Mr. Hetier. The case must have been dismissed. 

Mr. Byrne. It has not come up for trial yet. 

Mr. Hetxer. It has not come up? 

Mr. Byrne. No. The answer has been filed, but the date has not 
been set for the trial. This is the one I referred to, of the cemetery 
association in Philadelphia. 

Mr. Hetter. It is in the circuit court of appeals now ? 

Mr. Byrne. No, it is in the district court in Philadelphia, and it 
has not come to trial yet in the district court. 

Mr. Hewtxer. Does the answer set up a defense of no jurisdiction ? 

Mr. Byrne. I think it does, among other things, yes, sir. 

Mr. Hetier. It will be very interesting to watch the outcome of 
that case. 

Mr. Byrne. Yes, we are very much interested in it, and to my 
knowledge it is the first of its kind; and it is not exactly restitution, 
sir, it is restitution to that perpetual care fund to which I referred 
rather than to any buyers. 

Mr. Hetxier. Mr. Byrne, as I understand rule X—15C1-2, it applies 
to manipulative, deceptive, and other fraudulent devices employed 
by brokers and dealers in the over-the-counter markets, is that cor- 
rect, sir? 

Mr. Byrne. That is correct, sir. 

Mr. Hetier. Unlike X-10B-5, this rule does not cover transactions 
in securities affected on national exchanges, is that correct? 

Mr. Byrne. That is correct. 

Mr. Hetier. And good faith is a defense under rule X-15C1-2, is 
that correct ? 

Mr. Byrne. Good faith may not be a wholly adequate defense where 
any reasonable man should have obtained information or checked 
the information made available to him. 

Mr. Hetier. To your knowledge, has it been urged as a defense 
in cases / 

Mr. Byrne. In our investigations, many times a man will tell us, 
“I got that from the management.” Now, that may be a good 
theoretical defense, but if the fact is that no reasonable man should 
have accepted it on the basis of the way it appeared to him, and he 
should have made a check and did not, and I think his defense falls. 

Mr. Hetier. Has it been urged as a defense in cases involving 
rule X-10B-5? 

Mr. Byrne. Well, when I said before that you adequately and 
properly described the scope of the language of X—10B-—5, I do not 
think that the Commission’s view extends as far as the meaning of 
the language. They agree 100 percent that an insider cannot take 
advantage of a stockholder of his company in connection with the 
purchase from him or the sale to him of the company’s stock where 
he has information not known to that man on the other side of the 
transaction because of his fiduciary obligation to disclose it to him. 
I do not believe, however, the Commission takes the second and third 
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steps in their current consideration of X-10B—5; and by second and 
third steps, I mean this: That insider could communicate to an out- 
sider the same information he knows, and the outsider might act on 
it, and unless the Commission had evidence from which they could 
conclude that the insider was a party in fact to the transaction, either 
acted in concern with or conspiracy with the outsider, I do not think 
that they would hold the outsider as being in violation of rule 
X-10B-5; and your third ease is what I call the locker-room case. 

Mr. Hetier. Which case is that? 

Mr. Byrne. The locker-room case, where a fellow at the golf club 
overhears the insider talking to a friend of his, and he himself acts 
on the basis of the information he heard, and that case I do not think 
the Commission would touch at all at this stage of its existence. 

Mr. Heuier. Would they hold the insider? 

Mr. Byrne. They would hold the insider without question in the 
first case; in the second and third cases, they would not hold the out- 
sider who had the inside information unless they could show a con- 
spiracy or a concern of action with the insider in which event they 
would hold as to both of them, and in no event would they hold the 
locker-room man. 

Mr. Heiter. Would you recommend that the Commission amend 
rule X-15C1-2 by eliminating the good-faith defense ? 

Mr. Byrne. I do not think that that is necessary, if I understand 
what you mean, because in the Commission’s concept and the staff’s 
concept, a member of the industry, a broker or dealer, in our opinion 
has a higher degree of responsibility than a nonmember of the in- 
dustry. He knows what goes on in the field; and he knows how to 
appraise, better than the layman, information which is brought to 
his attention regarding an issuing company, and therefore the test 
of the reasonable man as applied to him is a higher test than to a per- 
son not in the business. 

Mr. Hetier. Would you recommend, Mr. Byrne, that market price 
be disclosed in every over-the-counter dealer transaction ¢ 

Mr. Byrne. For example, you mean where a broker-dealer is sell- 
ing a security to a member of the public? 

Mr. Hetxer. Yes. 

Mr. Byrne. It is difficult to answer that, because there are two dif- 
ferent markets, if you will, in the over-the-counter field. There is 
an inside market and an outside market. The inside market is the 
price at which one dealer will deal with another dealer; and the out- 
side market is the price, higher on the sell side and lower on the buy 
side, at which a dealer will deal with a member of the public. Now, 
I do not know what market we would insist on disclosing. 

Mr. Hetter. Take the outside market and discuss it from that 
viewpoint. 

Mr. Byrne. Well, I would have to say this, that it would be a 
desirable result in the public interest sense, but I do not know that it 
is a requisite in the sense of the dealings in the industry being fair 
dealings. 

Mr. Hetzer. If that requirement were imposed by rule, would it 
reduce the volume of your own investigatory activities? 

Mr. Byrne. I should think certainly. 
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Mr. Hetxier. Would you recommend, based on your experience, that 
existing statutory requirements for regular reports be extended to 
corporations now exempt, particularly those whose securities are 
traded solely over the counter ? 

Mr. Byrne. As in the Frear bill, I most certainly would recom- 
mend it, and I am in favor of that legislation. There is too much 
of an area of lack of information concerning companies in which 
the public has its money. 

Mr. Hetter. It is a fact that most of the frauds occur in over-the- 
counter trading; is that correct ? 

Mr. Byrne. I would have to guess at an answer of that. I believe 
that that is so. There is more fraud, probably, in securities not 
registered on exchanges than in those registered on exchanges. 

Mr. Hetier. You mentioned that you would be very much in favor 
of the Frear bill; is that correct ? 

Mr. Byrne. Yes, sir; I would be. 

Mr. Hetrer. What would be your attitude with respect to the reg- 
istration of issues which are being sold today under the private- place- 
ment category ¢ 

Mr. Byrne. I think that that brings an unwarranted hardship on 
business seeking to raise money, which has found a source of supply- 
ing the funds they want. You see, a private offering contemplates a 
small number of people, no fixed number, but a small number. I 
think we speak in terms of 25 people, not that you cannot have a 
private offering to more than 25 people, but that is a rule-of-thumb 
figure. There is a concept in the release spelling out the factors 
involved in a private offering which I think is release No. 246, or 
something like that, under the Securities Act of 1933, which tells you 
the factors you must consider to determine whether a private offering 
exemption is available. 

Now, if you have met all of those conditions and you only have : 
small number of people who are acquainted with the facts concerning 
the corporation, I think to insist on registration over and above that 
is working a hardship unnecessarily on the person who is seeking to 
raise the money. 

Mr. Hetver. Your statement, Mr. Byrne, indicates that 15 security 
investigators are engaged in checking possible unlawful manipula- 
tion of prices in the securities market; is that correct ? 

Mr. Byrne. Yes, sir. 

Mr. Hetier. And the type of manipulative devices for which your 
investigators look are, I aie it, those contemplated by sections 9 (a) 
and 15 (c) of the Exchange Act? 

Mr. Byrne. If I might be more specific, under 9 (a) (1) and 
9 (a) (2). 

Mr. Hetxier. What kind of investigations cover, for example, the 
New York Stock Exchange, the Philadelphia Exchange, and the 
Pittsburgh Exchange? 

Mr. Byrne. We do not investigate those exchanges as exchanges. 
We investigate under the heading of trading quizzes, transactions 
in securities in which members of those exchanges may be involved, 
and we make routine broker-dealer inspections of member firms of 
those exchanges; and in the field of general investigations, aside 
from trading quizzes and routine broker-dealer inspections, it can 





728 STUDY OF SECURITIES AND EXCHANGE COMMISSION 


happen any time that we will run across a member firm effecting 
transactions in the case in which we have interested ourselves, but 
there is no investigation of the Stock Exchange or the Curb Exchange 
or the Philadelphia or Baltimore Exchange, as such. 

Mr. Hetxier. What procedure is followed in checking, let us say, 
on manipulation? You check on that, do you not? 

Mr. Byrne. Yes; every time we have an unexplained movement up- 
ward or downward in the price of a security, we consider the question 
of whether we ought to investigate the trading during the period of 
that movement; and if we determine that we should, an investigator is 
assigned and he gets the transactions effected by the persons who 
traded in the market place, and the names of the persons for whom 
such transactions were effected, and we put it onto a Form 10 and 
appraise it, and we see whether anybody has done anything in here 
by the number of transactions and the prices, and has he made new 
highs? And if anybody shows up or if any group of people show up 
in that kind of a category, then you expand your investigation to find 
out more factors, and what was their interest in the market and did 
they have a block of stock or did they have an option on stock, or some 
motive to raise the market price? 

We do that with respect to securities on exchanges, and securities 
traded in the over-the-counter market. 

Mr. Hetier. Do you keep the written records of these investi- 
gations ? 

Mr. Byrne. We have a file on every case, yes, we will have a copy 
and an original and one or two copies will be dispatched to the Trading 
and Exchange Division. We always will have a copy in the New York 
office file. 

Mr. Hetxer. Do you recall the break in the market in September of 
1946? 

Mr. Byrne. Yes, sir. 

Mr. Hewier. Thereafter, your office began to make a check for the 
underlying reasons for that break; did it not? 

Mr. Byrne. Yes, sir. 

Mr. Hetrier. To what extent did your office check on floor traders 
and specialists? 

Mr. Byrne. Let me see if I can recall now. At the request of the 
Division of Trading and Exchanges, we did a one hundred percent ex- 
ploratory job on the transactions effected on September 3, 1946. That 
is my best recollection at the moment. By 100 percent, I mean every 
transaction, I believe, between two certain hours of the day, like be- 
tween 10 and 11, and 2 and 3, or something like that. And all of the 
facts were turned over to the Division of Trading and Exchanges, who 
made a study of the whole thing, and made a report on it. In other 
words, we did a chore, if you will, for the Division. 

Mr. Heturr. Incidentally, are there any administrative proceedings 
now pending against floor traders or specialists? 

Mr. Byrne. I would say “No.” 

Mr. Hetier. We presume that there is a certain amount of mani- 
pulation going on which cannot be nailed down by proof sufficient to 
warrant formal procedeings; is that correct ? 

Mr. Byrne. I do not believe that, sir, but I can be wrong. It is my 
belief that the market is just about as free of manipulation as it can 
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be, and that is one of the aims of the flying quiz or trading quiz tech- 
nique, to be in there all of the time with this stock or that stock or the 
other stock, with the theory that there are not going to be as many 
atempts to manipulate with the cop on the beat as there would be with- 
out the cop. 

Mr. Hetier. Does that mean that every time you have conducted a 
flying quiz, there has not been disclosed manipulative activity ? 

Mr. Byrne. I would say by and large, the vast majority of the trad- 
ing quizzes turned up no proof of violation of the manipulative pro- 
visions; yes, sir. 

Mr. Hetuer. In other words, no corrective legislation is necessary ? 

Mr. Byrne. Not to my way of thinking. 

Mr. Hetier. Do you have anyone from your office regularly as- 
signed to the New York Stock Exchange to check trading activities 
on the spot ? 

Mr. Byrne. On the floor, you mean ? 

Mr. Heuer. Yes. 

Mr. Byrne. No, sir. 

Mr. Hetzer. You do that in your own office in watching the ticker / 

Mr. Byrne. We used to do it in the New York office, watching the 
ticker, because we had a man in our employ who was a ticker-tape 
reader, and he was retired on a compulsory retirement basis within 
the past year or two, and his position has never been filled because 
they would not let us fill it. 

Mr. Heiter. How do you do it now? 

Mr. Byrne. We have our man in charge of the section take a look 
at the tape from time to time, and in other words 

Mr. Hetuer. In your regional office ? 

Mr. Byrne. In our New York office; yes, sir. Washington under- 
stands that we are not doing it, and I understand that they have closed 
up the gap, let us put it that way, by concentrating their own efforts 
in that direction more than they did before. 

Mr. Hetrer. I think that that is about all, Mr. Byrne, unless you 
have any concluding or further statement or observations, suggestions, 
or recommendations that you would like to make to the committee. 

Mr. Byrne. I will make one or two brief suggestions. 

Personally, I would like to see rule X-10B-5 enacted into legisla- 
tion as a statutory measure rather than a rule for two reasons: One 
is the provision of the 1934 act which does not permit the remanding 
of a man to jail upon conviction of violation of a rule, if he sustains 
the burden of proof that he did not know about the rule. And No. 2, 
and much more important, because my experience is, with United 
States attorneys, where matters have been referred which involve 
violations of rules, and primarily rule X-10B-—5, they do not like to 
touch them as they would violations of a statute. 

Now, in making that suggestion, I would like to drop out the words 
in the rule, “fraud on any person in connection with,” also. 

There is another field that has been bothersome to us, and that is 
in the section 15 (b) Sanctions under the 1934 act, applying to 
brokers and dealers; and the trouble we found there is that you have 
no sanction, as such, over employees of registered brokers and dealers, 
and you can revoke the broker or dealer but all you can do is find 
that the employee violated the law, and you can also find him to have 
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happen any time that we will run across a member firm effecting 
transactions in the case in which we have interested ourselves, but 
there is no investigation of the Stock Exchange or the Curb Exchange 
or the Philadelphia or Baltimore Exchange, as such. 

Mr. Hetiter. What procedure is followed in checking, let us say, 
on manipulation? You check on that, do you not? 

Mr. Byrne. Yes; every time we have an unexplained movement up- 
ward or downward in the price of a security, we consider the question 
of whether we ought to investigate the trading during the period of 
that movement ; and if we determine that we should, an investigator is 
assigned and he gets the transactions effected by the persons who 
traded in the market place, and the names of the persons for whom 
such transactions were effected, and we put it onto a Form 10 and 
appraise it, and we see whether anybody has done anything in here 
by the number of transactions and the prices, and has he made new 
highs? And if anybody shows up or if any group of people show up 
in that kind of a category, then you expand. your investigation to find 
out more factors, and what was their interest in the market and did 
they have a block of stock or did they have an option on stock, or some 
motive to raise the market price? 

We do that with respect to securities on exchanges, and securities 
traded in the over-the-counter market. 

Mr. Hetier. Do you keep the written records of these investi- 
gations? 

Mr. Byrne. We have a file on every case, yes, we will have a copy 
and an original and one or two copies will be dispatched to the Trading 
and Exchange Division. We always will have a copy in the New York 
office file. 

Mr. Hetzer. Do you recall the break in the market in September of 
1946 ? 

Mr. Byrne. Yes, sir. 

Mr. Heuer. Thereafter, your office began to make a check for the 
underlying reasons for that break; did it not ? 

Mr. Byrne. Yes, sir. 

Mr. Hetier. To what extent did your office check on floor traders 
and specialists ? 

Mr. Byrne. Let me see if I can recall now. At the request of the 
Division of Trading and Exchanges, we did a one hundred percent ex- 
ploratory job on the transactions effected on September 3, 1946. That 
is my best recollection at the moment. By 100 percent, I mean every 
transaction, I believe, between two certain hours of the day, like be- 
tween 10 and 11, and 2 and 3, or something like that. And all of the 
facts were turned over to the Division of Trading and Exchanges, who 
made a study of the whole thing, and made a report on it. In other 
words, we did a chore, if you will, for the Division. 

Mr. Hetrer. Incidentally, are there any administrative proceedings 
now pending against floor traders or specialists? 

Mr. Byrne. I would say “No.” 

Mr. Hetirr. We presume that there is a certain amount of mani- 
pulation going on which cannot be nailed down by proof sufficient to 
warrant formal procedeings; is that correct ? 

Mr. Byrne. I do not believe that, sir, but I can be wrong. It is my 
belief that the market is just about as free of manipulation as it can 
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be, and that is one of the aims of the flying quiz or trading quiz tech- 
nique, to be in there all of the time with this stock or that stock or the 
other stock, with the theory that there are not going to be as many 
atempts to manipulate with the cop on the beat as ‘there would be with- 
out the cop. 

Mr. Hetier. Does that mean that every time you have conducted a 
flying quiz, there has not been disclosed manipulative activity ? 

Mr. Byrne. I would say by and large, the vast majority of the trad- 
ing quizzes turned up no proof of vi iolation of the manipulative pro- 
visions; yes, sir. 

Mr. Heuer. In other words, no corrective legislation is necessary ? 

Mr. Byrne. Not to my way of thinking. 

Mr. Hetxer. Do you have anyone from your office regularly as- 
signed to the New York Stock Exchange to check tr ading activities 
on the spot ? 

Mr. Byrne. On the floor, you mean ? 

Mr. Heuer. Yes. 

Mr. Byrne. No, sir. 

Mr. Heuter. You do that in your own office in watching the ticker ’ 

Mr. Byrne. We used to do it in the New York office, watching the 
ticker, because we had a man in our employ who was a ticker-tape 
reader, and he was retired on a compulsory retirement basis within 
the past year or two, and his position has never been filled because 
they would not let us fill it. 

Mr. Hetier. How do you do it now? 

Mr. Byrne. We have our man in charge of the section take a look 
at the tape from time to time, and in other words 

Mr. Hetier. In your regional office ? 

Mr. Byrne. In our New York office; yes, sir. Washington under- 
stands that we are not doing it, and I understand that they “have closed 
up the gap, let us put it that w ay, by concentrating their own efforts 
in that direction more than they did before. 

Mr. Hetrrr. I think that that is about all, Mr. Byrne, unless you 
have any concluding or further statement or observations, suggestions, 
or recommendations that you would like to make to the committee. 

Mr. Byrne. I will make one or two brief suggestions. 

Personally, I would like to see rule X-10B-5 enacted into legisla- 
tion as a statutory measure rather than a rule for two reasons: One 
is the provision of the 1934 act which does not permit the remanding 
of a man to jail upon conviction of violation of a rule, if he sustains 
the burden of proof that he did not know about the rule. And No. 2, 
and much more important, because my experience is, with United 
States attorneys, where matters have been referred which involve 
violations of rules, and primarily rule X-10B-5, they do not like to 
touch them as they would violations of a statute. 

Now, in making that suggestion, I would like to drop out the words 
in the rule, “fraud on any person in connection with,” also. 

There is another field that has been bothersome to us, and that is 
in the section 15 (b) Sanctions under the 1934 act, applying to 
brokers and dealers; and the trouble we found there is that you have 
no sanction, as such, over employees of registered brokers and dealers, 
and you can revoke the broker or de aler but all you can do is find 
that the employee violated the law, and you can also find him to have 
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been a cause of the revocation of the registration of his employer. 
But there is a great question as to whether that finding, or either of 
them, is res adjudicata as to that employee, and that becomes impor- 
tant when he seeks employment, if he is discharged, with some other 
broker and dealer. In other words, in order to take any action to 
keep him from being employed, you have to invoke the sanction of 
revocation proceedings against the second broker-dealer for having 
in his employ a person who has violated the statute. 

Now, since, as I read the statute, that employee who was found to 
have violated has no right of appeal, because he is not a person 
aggrieved by an order of the Commission because the Commission 
has no sanction to issue an order against him, I believe it is not res 
adjudicata against him in the second proceeding, if I am making 
myself clear. 

I have not thought too much about how to cure the problem, but one 
thought did occur to me, and that is that 15 (b) could be expanded to 
include power running to the Commission to issue an order compelling 
the discharge of any person in the employ of a registered broker or 
dealer found to have violated the statute. Then by force of the fact 
that they had the sanction of issuing an order he could then become 
an aggrieved person and have the right of appeal, and whether or not 
he invoked that right it would be res adjudicata against him. 

But the main point is the salesman can go from pillar to post in that 
kind of a setting without your having any power to stop him, and the 
type of salesman that I am talking about ought to be stopped, in our 
experience. We have a matter like that up on appeal right now. 

Vir. Burstein. Wouldn’t licensing do that? 

Mr. Byrne. I thought of that, Mr. Burstein, but I think the process 
of licensing itself would be so cumbersome, maybe twenty or thirty 
thousand or forty thousand employees, that it might not be worth the 
extra work involved, and the expense involved in doing it. We have a 
‘ase now that involved that problem in which we commenced an ad- 
ministrative proceeding against several registered broker-dealers, and 
named as respondents certain of their employees because we had to do 
something in the area of determining the violation of law question as 
tothem. That case went all through the trial stages, and the Commis- 
sion found that several of the salesmen had violated the act, and it 
revoked the registrations of those respondents who were registered 
broker-dealers, and it found that the several salesmen named were 
‘rauses of those revocations. 

One of those salesmen has taken an appeal, even though the statute 
does not literally say he is an aggrieved person. We do not intend to 
contest his right to appeal, and, as a matter of fact, we hope to settle 
the question in the circuit court or the court of appeals, in which event 
when, as and if it is settled I believe it will be res adjudicata against 
them. 

Mr. Heuier. And a definition of an aggrieved person, is that 
correct ¢ 

Mr. Byrne. Well, maybe yes, but if there was a sanction running to 
the Commission of issuing an order under 15 (b), that would have the 
effect on the salesman of being a person aggrieved by such an order, 
then he would automatically have his right under another section of 
the act which gives it to him. 
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Mr. Heuer. Does your office, Mr. Byrne, receive any reports from 
brokers, dealers, or any other types, “and do you get any regular 
reports ¢ 

Mr. Byrne. Yes, financial statements once a year. 

Mr. Hetier. Are you up to date on those ? 

Mr. Byrne. Some of the registrants are delinquent, if that is what 
you mean. 

Mr. Hetier. How far back are they delinquent, and what do you 
do about trying to catch up to date? 

Mr. Byrne. Keep after them, 4 write them. We write them be- 
tween September 1 and October 1 in each year, those who have not 
filed already; and, you see, there is no particular filing date, and they 
choose their own date when to file. If we do not hear from them by the 
end of November we write them another letter as a follow-up. By the 
use of that system we have got most of them in. I would say that less 
than 1 percent of them are in default by the time the year closes, and 
some portion of that 1 percent go over for 2 years, and then sometimes 
we cannot locate them. 

Back in 1945 some of them were in the service, and you could not 
find them, and so there was not much to do about that type of situa- 
tion. But what you did was to revive it after the war was over, and 
get in touch with them, and if they were no longer in the business you 
asked them to write a letter withdrawing. There have been a series 
of proceedings to revoke registrations on the basis of consistent failure 
to file the financial reports required, and in most instances those pro- 
ceedings were uncontested and they just did not show up. 

Mr. Heurer. Those that failed to file, I suppose, get the quiz treat- 
ment right away; is that right ¢ 

Mr. Byrne. They had gone out of business or else they were will- 
ing to go out of business if you started pressing the matter. 

Mr. Heuer. I think that that is all, Mr. Byrne. I should like to 
say on behalf of the committee that we have enjoyed very much listen- 
ing to your testimony this afternoon, and I can assure you that we 
have found it very helpful and that we will find it helpful when it 
comes to writing our report. Thank you very much for being with us. 

Mr. Byrne. It is a pleasure, sir. 

Mr. Herter. The committee is adjourned until tomorrow at 2 
o'clock. 

(Whereupon, at 5:30 p. m., the committee adjourned until 2 p. m., 
Wednesday, February 27, 1952.) 
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WEDNESDAY, FEBRUARY 27, 1952 


Hovuse or REPRESENTATIVES, 
SUBCOMMITTEE OF THE COMMITTEE ON 
INTERSTATE AND ForEIGN COMMERCE, 
Washington, D.C. 


The subcommittee met, pursuant to adjournment, in room 1334, 
New House Office Building, Hon. Louis B. Heller (chairman of the 
subcommittee) presiding. 

Mr. Hetter. The subcommittee will please be in order. 

Mr. Cohn, will you be good enough to rise and raise your right hand ¢ 


TESTIMONY OF WILLIAM L. COHN, REGIONAL ADMINISTRATOR, 
SECURITIES AND EXCHANGE COMMISSION, DENVER, COLO. 


Mr. Hetxier. Do you solemnly swear to tell the truth, the whole 
truth, and nothing but the truth, so help you God? 

Mr. Coun. I do. 

Mr. Hetirr. Now, Mr. Cohn, would you give the reporter your fuil 
name and your home address? 

Mr. Coun. William L. Cohn, residence is 1420 Logan Street, Den- 
ver, Colo. 

Mr. Hetier. Now, Mr. Cohn, you have submitted a statement dated 
February 25, 1952. Do you adopt this as your statement and as part of 
your direct testimony so far as these hearings are concerned ? 

Mr. Conn. I do. 

Mr. Heiter. Without objection, the statement will be placed in the 
record at this point. 

(The statement referred to follows:) 


STATEMENT OF THE ADMINISTRATOR OF THE DENVER REGIONAL OFFICE OF THE 
DUTIES AND FUNcTIONS OF THAT OFFICE 


The area included within the region operated by the Denver Office of the 
Securities and Exchange Commission extends from the Canadian line on the 
north to the Mexican border on the south, embracing the States of North Da- 
kota, South Dakota, Wyoming, Nebraska, Colorado, Utah, and New Mexico. 
Denver is the largest city in the area with a population of slightly over 400,000 
and a metropolitan area population of approximately one-half million. The 
other cities of consequence in the region are Albuquerque to the south, Salt 
Lake City to the west, and Omaha and Lincoln, Nebr., to the east. The popu- 
lation of this area now is 5,583,553, it having increased over one-half million in 
the past decade. 

The establishment of a regonal office in Denver followed shortly upon the en- 
actment of the Securities Exchange Act of 1934. The office has only been in 
two locations, first in the Patterson Building at Seventeenth and Welton Streets 
and in recent years in its present quarters, 822 Midland Savings Building, which 
is only one block removed from its previous quarters. The staff has remained 
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about the same in size since it became fully organized. It consists at the 
present time af a regional administrator (myself), three attorneys, seven 
accountant-investigators, a mining engineer, a chief clerk, two stenographers, 
and a file clerk. Our table of organization calls for another attorney and ar- 
rangements have already been made with the principal office of the Commission 
to transfer one from Washington, thus avoiding the employment of additional 
personnel on an over-all basis. The usual 5-day Government week is observed, 
with the office opening at 8:30 in the morning and closing at 5 p. m., with one- 
half hour allowed for lunch. We occupy about 3,831 square feet of office space 
and surveys by the General Services Administration have indicated that we 
make highly efficient utilization of the allotted space. 

At the present time our legal staff is composed of three lawyers, all of whom 
are, in my opinion, above average in general legal abiilty. (It so happens that 
I am also a lawyer but am not including myself in this category as my duties 
are largely administrative. However, I frequently engage in conferences and 
proceedings involving legal problems and to that extent tend to ease the heavy 
burden that is always bearing down on the lawyers in this office.) The youngest 
member of our legal staff was an honor student at Duke University Law Schoo! 
and received a 1-year fellowship at Yale Law School. He is a doctor of juridical) 
science and, in my opinion, one of the most capable young lawyers that the 
Commission has today. The other two lawyers are, as indicated above, men of 
exceptional ability and the older of the two, Mr. Alec J. Keller, who is senior 
attorney of this office, is well versed in trial work, having handled many cases 
of varying types both prior to his employment by the Commission and since then. 
Because of our relatively small staff, there is little attempt to departmentalize 
our work and both lawyers and accountant-investigators acquire an excellent 
working knowledge of all phases of Commission work that can be administered 
in the field. 

Of the accountant-investigators on our staff, three are certified public account- 
ants, one is a register and public accountant, another is a financial analyst and 
exceedingly well grounded in general accounting principles and procedures, 
another is a practical accountant with several years’ experience with a large 
investment house before joining the Commission's staff, and the last one is a 
former securities commissioner of Colorado with an adequate knowledge of 
general accounting and auditing problems to efficiently perform his specialized 
work of inspector of brokers and dealers in this area. 

This office has been peculiarly fortunate in having at all times an experienced 
mining engineer on its staff. For the past several years Mr. Charles E. Higdon 
has occupied this position and performs many and varied duties for this office 
and other regional offices which call upon him from time to time in order to 
obtain the benefit of his special skills. Mr. Higdon not only examines mining 
properties in order to determine whether representations made regarding them 
are correct but he is also of inestimable assistance to the lawyers on the staff 
in examining sales literature used by these companies in their promotions. 

Until budgetary limitations required the Commission to dispense with his 
services, the Commission employed a petroleum geologist at Tulsa, Okla., who 
devoted most of his time to performing work for the Fort Worth regional office 
and this office. His services are greatly missed as his intimate knowledge of 
the various fields throughout the West, his scientific observations regarding same, 
and his technical assistance in all problems involving oil and gas matters were 
always helpful and in many instances highly important. 

It might not be amiss at this point to illustrate how important technical knowl- 
edge is in connection with the Commission’s work. During the period of this 
petroleum geologist’s employment a large new oil field was developed in north- 
western Colorado called Rangely field. Naturally, many promotions commenced 
as a result of this discovery. This geologist by correlating all of the available 
data on the field clearly established what is called a water table which delimited 
the field. Subsequently several promotions were started involving acreage lying 
outside of what had been determined as the field limits. With the aid of this 
veologists’s survey, we were able to obtain an anjunction against one company, 
caused several others to completely revise their sales material, and, without doubt, 
saved the investing public hundreds of thousands, possibly millions, of dollars 
by compelling disclosures regarding the water line. 

The general work of this office falls into three rather well-defined categories. 
The first might be termed the policing of the investment industry located within 
our region. This policing is done primarily by two accountant investigators 
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who are ordinarily designated as trading inspectors. Their principal duties are 
to examine the books of brokers and dealers for the purpose of determining 
whether the statutes, rules, and regulations administered by the Commission 
are being complied with. Doubtless these statutes and the rules and regulations 
thereunder have been discussed at length by previous witnesses and I will not 
attempt to go into that subject here. Suffice it to say that our inspections of the 
133 registered brokers and dealers within our seven-State region keep the in- 
dustry alert to the necessity for full compliance. I consider our inspection pro- 
cedure to be a very vital and important part of regional! office work and attempt 
to cover each broker and dealer annually or at least every 18 months. 

When noncompliance is discovered steps are immediately taken to correct the 
situation and in aggravated cases administrative action such as the institution 
of broker-dealer revocation proceedings is recommended. Frequently in the 
course of inspections we encounter violations of law committed by persons other 
than the brokers and dealers, that is, situations which indicate violations by 
issuers of securities, controlling stockholders, officers and directors of companies 
and other persons that might easily go undetected otherwise. Field investigations 
are then instituted to determine whether actionable violations have occurred 
and administrative or legal action is recommended where the facts justify it. 

The second principal category is the general supervision of conditionally 
exempt public offerings of securities by issuers located in our region. The prin- 
cipal exemption relied upon is one known as regulation A which obviates the 
necessity for full registration in specified cases where the total amount of the 
offering does not exceed $300,000. The condition imposed on the person seeking 
the exemption is that a letter of notification be filed with the regional office 
and that all sales material used in connection with the offering also be so filed. 
The letter of notification form is basic and simple. It contains only nine items 
and in the average case can be completely filled out within an hour or so. It 
is interesting to note that the amount of this conditional exemption has in- 
creased over the years from $30,000 to $100,000 and in 1945, as the result of the 
adoption by Congress of the Vandenberg amendment to the Securities Act, to 
the present $300,000 limitation. The number of letter of notification filings varies, 
of course, from time to time but I have some figures here which give a fair 
picture of what the situation has been over the past 5 years. For instance, for 
the 5-year period ending December 31, 1951, 585 letter of notification filings were 
made with this office. These amounted in dollars and cents to approximately 
$69,000,000. Of the 585 filings, 152 covered oil and gas offerings, 187 were for 
mining issues and the balance of 238 might be termed “miscellaneous” in that 
they consisted of various types of other business enterprises. 

It is obviously impossible instantly to examine each filing to the extent of 
definitely determining whether misleading statements appear in the accompany- 
ing sales literature. However, as the result of experience gained in the day-to- 
day supervision of these offerings, the attorneys and accountants to whom these 
filings are assigned frequently discover misstatements and omissions which are 
promptly called to the attention of the offers or on the theory that such errors 
may take 7 to 8 months as one did recently in our area where one man operated 
to be studied or are repeated the picture becomes clear as to the unlawful intent 
of the offerors and then resort must be had to the courts. It should be noted 
here, with respect to these conditionally exempt filings, that the Commission 
has no stop-order authority such as exists in connection with registered offerings. 
In other words, if the offeror persists in his illegal actions the only recourse 
of the regional office is to recommend the institution of court proceedings to 
enjoin the prohibited practices. 

The third main division of our work is field investigation. It works some- 
thing like this. A possible violation is brought to our attention. It may have 
been unearthed by a trading inspector in the course of his examination of a 
dealer’s records. Or possibly an attorney, while reviewing sales material filed 
by an offeror, runs across something that merits attention. Or an investor, 
as frequently happens, makes a complaint. Regardless of how the possible viola- 
tion comes to our attention, a case is opened, files are properly numbered and 
identified, and a lawyer or an investigator, sometimes both, commence work. 
It may turn into a civil injunction suit, a criminal case, an administrative pro- 
ceeding, a matter for the local enforcement authorities—or nothing. It is carried 
through until such time as an intelligent decision can be arrived at and a definite 
recommendation made. 

A case may be investigated completely in a few hours. On the other hand, it 
may take 7 to 8 months as one did recently in our area where one man operated 
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in various capacities and through many companies and raised several hundred 
thousand dollars before his activities were halted by our intervention. Field 
investigations are an immensely important phase in regional office work and the 
knowledge that prompt inquiries may follow questionable securities transactions 
acts as a great deterrent to many who would otherwise take a chance if they 
thought the Commission only moved when it is handed information on a silver 
platter by local enforcement authorities or other Federal agencies. 

Indicative of what field work means to an office such as ours, here is a typical 
situation on a certain day during the week of February 10, 1952, which I have 
selected at random. One of our three lawyers was in Cheyenne, Wyo., inter- 
viewing witnesses in a fraud case originating in our Fort Worth regional office. 
An accountant-investigator was in New Mexico on an assignment that will doubt- 
less result in at least one indictment and possibly more when his work is com- 
pleted. Another accountant-investigator was in Salt Lake City checking into 
certain trading activities in three stocks listed on the Salt Lake Stock Exchange. 
(These are called trading quizzes and are for the purpose of determining whether 
illegal manipulative practices have been engaged in.) Another investigator was 
on a trip through Nebraska making an annual inspection of the broker-dealers 
in Omaha, Lincoln, and other cities in that area. In other words, out of a 
total staff of 16 people, 4 were in travel status at the same time. This per- 
centage varies, of course, depending upon the exigencies of the situation, but at 
most times one or two men are on the road. 

To give some idea of the general workload carried by this office, I will use 
the figures for the last quarter of 1951. During that period our office carried 
72 docketed cases, 33 preliminary investigations and one trading quiz. A total 
of approximately 440 man-days were expended on these matters alone. Not 
all cases or investigations had work done on them as, with our limited person- 
uel, we have to use our own best judgment as to what has priority. We do man- 
age to keep fairly well abreast of important and urgent matters although some- 
times a back-log accumulates. During this same time over 1,300 letters were 
written averaging a little less than two pages in length. And during October 
a trial lasting 2 days was held in United States district court in which the 
commission obtained an injunction against all defendants enjoining certain il- 
legal practices on their part. The defendants were a registered broker-dealer, 
an oil company and two individuals. Incidentally, I tried this case for the 
Commission and was assisted by one of our staff attorneys. 

All civil cases originating in a regional office are handled and tried by the 
attorneys of that office. Our most recent civil action, an injunction suit in 
New Mexico, was brought to a successful conclusion only about 2 weeks ago 
when we obtained judgment enjoining two individuals and a corporation from 
further violations of both the registration and antifraud provisions of the 
Securities Act. 

In a criminal proceeding, the regional office staff conducts the investigation 
and prepares the case for trial but the United States attorney tries it except 
where unusual circumstances are present and then a member of the Commission’s 
staff is especially designated to do so. It is interesting to note that aggravated 
cases resulting in criminal action have not increased proportionately with our 
general workload. To me, this means that aggressive field investigations and 
efficient inspection procedures are a great deterrent to those who might other- 
wise wilfully commit acts in violation of our laws; and our insistence on strict 
compliance with the full disclosure provisions of all of our laws cuts off many 
schemes before they really get started. 

Previous mention was made of the Salt Lake Stock Exchange. This is the 
only registered national securities exchange in our region. It is a small exchange 
but apparently serves a useful function in providing a market for local securi- 
ties, principally mining stocks, a few oil stocks and the shares of some other local 
enterprises. The dollar volume is low compared to the large exchanges. Re- 
cently, it has been running around $10,000 per day although it varies greatly. 
During 1951 the total sales effected through the facilities of the exchange 
amounted to $2,391,152. There are about 30 memberships outstanding but a 
great majority of the daily business is concentrated in the hands of five or six 
of the members. The exchange has evidenced a cooperative attitude toward the 
Commission and the active members, as a rule, attempt to comply fully with our 
laws and regulations. Conferences with officials of the exchange have resulted 
in amendments to its rules raising listing requirements, the furnishing of addi- 
tional information regarding the status of the listed companies and other related 
matters. 
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Another important phase of regional office activity is the consultative work 
with potential issuers of securities. By having regional offices available in se- 
lected spots throughout the Nation, many persons are enabled to make small 
public offerings of securities in strict compliance with our laws and rules where 
otherwise the high cost of hiring skilled counsel or making a trip to the Commis- 
sion’s principal office in Washington in order to learn how to go about the pro- 
posed financing would make the road very difficult, if not impossible. Hardly 
a day passes in our regional office without at least one inquiry being made along 
these lines and on many days several persons will call upon the office for such 
information. 

Brokers and dealers have become what might be termed “steady customers” of 
our office and this phase of our work—consulting with the industry—is constantly 
increasing. The dealers have daily problems by reason of the very nature of their 
business and as the years go by, I have seen this cooperation between the industry 
and the Commission grow much closer. The investment dealers realize that the 
continued existence of our agency, oppressive though it may have seemed to them 
at the start, has resulted in an increased flow of investment funds into legitimate 
channels and a resultant marked decrease in the flow of funds into deals or pro- 
motions which are only schemes to enrich the promoter. 

Our regional office maintains close contact with the various Division heads 
in the Commission’s principal office at Washington. Policy questions are always 
submitted to Washington for final decision but we have great latitude in con- 
ducting our day-to-day operations and are thus enabled to move promptly when 
the accasion demands. Satisfactory working arrangements are maintained with 
the various State Securities Commissioners throughout the region and we also 
have good relations with the local enforcement agencies as well as the seven 
United States attorneys in the area. 


WILLIAM L. CoHN, 
Regional Administrator. 
Mr. Hetier. Mr. Cohn, would you be good enough to tell us some- 
thing about your educational background ? 
Mr. Coun. I was born in Saratoga Springs, N. Y.; graduated from 
the public high school there and attended Albany Law School, where 


my service was interrupted by World War I; returned to graduate 
with the class of 1920, Albany Law School being part of Union Uni- 
versity ; and I practiced law for 2 years after graduation in Saratoga 
Springs, and for several years in New York City. 

While in Saratoga Springs, I was with the law firm there that still 
has the same name as far as I know, Larry & Fullerton. 

_In New York I was associated with two firms, one, Bouvier & Beale, 

sir. 

Mr. Hever. That was Leonard Beale? 

Mr. Coun. No; that was Phelan Beale at 165 Broadway and later 
with Guggenheimer & Untermyer at 30 Pine Street. d 

I left the latter firm in 1936, went to Denver, Colo., because of my 
health; practiced law there for a few years and then joined the staff 
of the Securities and Exchange Commission regional office in 1942, 
and have been continuously connected with that office since that time. 

I have been employed in two capacities by that office; as attorney, 
and more recently as regional administrator. 

Mr. Hetier. When did you become regional administrator ? 

Mr. Coun. In December of last year. 

Mr. Hetier. And did you succeed John L. Geraghty. 

Mr. Coun. Yes. ' ° 

I might add for approximately 3 or 4 years prior to Mr. Geraghty’s 
death I acted as regional administrator for many different periods 
of time because of his ill health. 

Mr. Hetter. Up until the time you became regional administrator, 
as I understand, you were senior attorney? Is that correct? 
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Mr. Conn. That is correct. 

Mr. Hever. Your zone embraces the States of North Dakota, South 
Dakota, Wyoming, Nebraska, Utah, and New Mexico; is that correct ? 

Mr. Conn. Yes; seven States including Colorado. 

Mr. Heuer. Yes. As I read your statements, Mr. Cohn, these are 
the vital statistics. Your staff consists of yourself as regional adminis- 
trator; 3 attorneys; 7 accountant investigators; 1 mining engineer, 
and 4 clerical employees, or a total of 16 persons; is that correct? 

Mr. Conn. That is correct. 

Mr. Hetrer. And you had a petroleum geologist ? 

Mr. Coun. Yes, sir; Phillip Maverick. He was not directly as- 
signed to our regional office. He occupied what was known as the 
Tulsa field office of the Commission, but divided his time, doing the 
work for the Forth Worth regional office and Denver regional office. 

Mr. Heuxer. Is he associated with the regional office now ? 

Mr. Coun. No. Unfortunately because of budgetary limitations his 
position was eliminated. 

Mr. Hetxer. He has never been replaced ? 

Mr. Conn. That is right. I have commented at some length on that 
in my statement because personally I feel that he was as close to 
being an indispensable part of our field organization as any other 
individual. 

’ Mr. Herxier. There are 133 registered brokers and dealers in the 
seven States covered by your zone; is that correct ¢ 

Mr. Conn. Yes; that 133 figure was the one I arrived at when I 
drew the statement up. It might possibly be in error by one or two, 
by reason of withdrawals or new registrations. 

Mr. Herrer. It would be approximately correct ? 

Mr. Conn. That is approximately correct. 

Mr. Heuier. As I understand it, there is one registered national 
securities exchange in Salt Lake City called the Salt Lake Stock Ex- 
change; is that correct? 

Mr. Conn. That is correct. It is not mentioned in my statement, 
but there is another securities exchange in the region at Colorado 
Springs, Colo., but that is what is termed an “exempt exchange,” so 
it is not technically a registered national securities exchange. 

Mr. Hetier. And the work done in your office is similar to the 
work done in the regional office at New York; is that correct ? 

Mr. Conn. Except on a much smaller scale and with some special 
problems that our region has. 

Mr. Hetxier. And what are those special problems? 

Mr. Conn. I would say mining. 

Mr. Hetier. Just state them briefly because we will go into it 
later. 

Mr. Conn. Mining and oil. . 

Mr. Hetier. Allright. Now, your office is not divided into separate 
departments, is it? 

Mr. Conn. No; we do not have it departmentalized. 

Mr. HEtirr. So that all your employees cooperate and work to- 
gether in whatever job comes up; is that correct ? 

Mr. Conn. That is correct. 

Mr. Hetrer. Irrespective of the problems which may arise? 
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Mr. Conn. Well, except the legal problems go to the lawyers and 
the other problems go to the members of the staff qualified to handle 
them. 

Mr. Hetxier. And I take it that you cooperate with the securities 
commissions of the various States embraced in your zone? 

Mr. Conn. Quite closely in our area. 

Mr. Heuer. Do you render progress reports and quarterly man- 
agement reports, as well as copies of representative interpretations 
to the headquarters office in Washington ¢ 

Mr. Coun. Yes. 

Mr. Heuer. Let us go back for a moment to the cooperation you 
talk of with State commissions. 

When last did you cooperate with these commissions ? 

Mr. Conn. Well, with Mr. Curtis White, the Colorado Securities 
Commissioner, as recent as last Thursday, which was February 21. 

Mr. Hetier. Would you give the committee some idea what the 
problem was? 

Mr. Coun. As I recall it, he came to the office, asked for me; stated 
he wanted any information we had in the public files regarding a 
person engaged in the oil busines who was publicly selling securities. 

I called in one of the attorneys, told him Mr. White’s problem 
and the matter was handled by that particular attorney. 

Mr. Chairman, one little point in regard to securities commissioners : 
Mr. White, the Colorado Securities Commissioner, furnishes us each 
month with a list of his filings; that is, filings made by companies who 
wish to act as dealers and also filings of securities salesmen’s appli- 
cations for licenses which gives us a current cross-check on what is 
doing in the Colorado district on a monthly basis. 

Two or three of the other securities commissioners do the same in 
part, not as completely as Mr. White’s offices does. The others come 
to us either in person or by communication from time to time asking 
for specific information or assistance. 

Mr. Heuer. Do you furnish the various State commissioner in- 
formation, when a regulation A—M filing is made? 

Mr. Conn. No. 

Mr. Hetier. Or regulation A? 

Mr. Conn. No. 

Mr. Hetier. Those filings are public records? 

Mr. Conn. They are matters of public record. Thinking back 
a bit I believe at one time we had a working arrangement with Mr. 
White, the Colorado securities commissioner whereby we made avail- 
able to him a list of those filings, but so far as physically delivering 
them to him, I do not believe that is being done, unless it is some- 
thing that is a matter of office mechanics from Mr. Geraghty’s regime 
that I am not familiar with. 

Mr. Heiter. You do not know when that practice was discontinued, 
do you? 

Mr. Conn. I would not know of it if it had been, because that would 
be handled by one of the four young ladies that we have in the office 
who is designated as file clerk and she might still be furnishing that 
list or making it available to Mr. White’s office. 

Mr. Hetier. Your office, as we understand, is primarily engaged in 
processing regulation A filings; is that correct ? 
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Mr. Conn. Well, I would say that is one of the three principal 
duties that we perform. 

Mr. Hetier. Outside of the investigation and enforcement of the 
laws and the rendering of interpretations; is that correct? 

Mr. Conn. And the broker-dealer inspection work. 

Mr. Hetter. I think your statement mentions that investigations 
fall into four categories; trading quizzes, broker-dealer inspection, 
formal investigations, and informal investigations; is that correct? 

Mr. Conn. That is correct. 

Mr. Hetzer. Has your office ever negotiated proceedings, whether 
formal or informal, against any member of the Salt Lake exchange? 

Mr. Conn. Yes. 

Mr. Hetier. Could you tell us when such proceedings were insti- 
tuted and the name of the member? If the case has not been closed, 
if it is still pending, just let us identify it as X company or Mr. X. 

Mr. Coun. The most recent important matter concerning a mem- 
ber of the Salt Lake Stock Exchange arose as a result of a suicide 
of a member of that exchange which followed up on his apparent in- 
solvency and as a result of the suicide, and apparent insolvency our 
office immediately instituted a field investigation which has not been 
concluded as yet, although most of the major work has been done. 

Mr. Hetxer. You are talking about the Badger case; is that right? 

Mr. Coun. That is right. 

Mr. Hexier. We will get to that later on; but what I am trying 
to find out is whether there has been any proceedings against any 
other member and if so, would you be good enough to identify that 
case, giving us the date of the institution; the issues which were 
involved, disposition, and if any representative of the member was 
formerly employed by the SEC. Have you had any such cases? 

Mr. Coun. None. 

Mr. Hetier. Have any members of the Salt Lake exchange ever 
been disciplined or expelled in the past 3 years as a consequence of an 
investigation or investigative proceedings conducted by your office! 

Mr. Coun. No. 

Mr. Heiter. Your answer is the same with respect to investment 
advisers and broker-dealers ? 

Mr. Coun. Yes; so far as legal and_ administrative proceedings 
are concerned against Salt Lake Stock Exchange members. Not so 
far as legal proceedings and administrative proceedings are con- 
cerned, generally, in the Denver office region. 

I would like to add here that several administrative proceedings 
were instituted against inactive brokers and dealers for failure to 
file annual financial statements and notices of change of address, 
and their registrations were subsequently revoked. Another pro- 
ceeding against a Colorado Springs, Colo., broker-dealer and invest- 
ment adviser, Arleen W. Hughes, resulted in an appeal by her to the 
United States Court of Appeals for the District of Columbia from 
a decision of the Commission revoking her registration as a broker- 
dealer. The court of appeals on May 5, 1949, affirmed the Commis- 
sion’s order and subsequently the registration was reinstated upon 
Mrs. Hughes’ compliance with certain conditions imposed upon het 
for such reinstatement. 

Mr. Heuier. You refer to injunctive proceedings? 
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Mr. Coun. Yes. 

Mr. Hetier. How many such proceedings have been brought, do 
you know? ; 

Mr. Conn. During what time? 

Mr. Heuer. During the past 5 years? 

Mr. Coun. I could not answer that question offhand. I can recall 
immediately a recent case where a broker, registered broker-dealer, 
together with an oil company and two individuals, were codefendants 
in an injunction suit which was filed last year and came to trial in 
October of last year and was tried for 2 days in the United States 
district court in Denver, Colo. I was the attorney for the Commis- 
sion in that case and we obtained an injunction against all four de- 
fendants: the broker-dealer, the oil company, and the two individuals. 
Since then we—— 

Mr. Hetier. Was that a civil case? 

Mr. Coun. Yes, sir. 

Mr. Hever. Now, would you be able to furnish, or will you supply 
this committee with a list of cases brought, seeking injunctive relief 
against brokers and dealers during the past 5 years and let us have 
the disposition of those cases? 

Mr. ny Yes. 

Mr. Hewier. Of course, if some of the cases are still pending and 
undetermined, you will so identify them by using X, Y, or Z, because 
we do not want to make their names public at this time. 

(Mr. Cohn later submitted the following :) 

The injunctive case that I mentioned above was brought against John G. 
Perry & Co., a registered broker-dealer, and Western Oil Fields, Inc., Richard 
M. Barnholt, Sr., and Richard M. Barnholt, Jr., based on violations of section 
17 (a) (2) of the Securities Act. An injunction was issued on October 9, 1951. 
The defendants’ attorneys in this case included Gilbert C. Maxwell, who had 
been an attorney in the Denver regional office prior to May 30, 1946, and A. 
—? Lungren, who had been an attorney in this office prior to February 25, 

On April 13, 1950, we obtained an injunction by consent against Ampro 
Royalty Management, a registered broker-dealer, and others, based on violations 
of sections 5 (a) and 17 (a) of the Securities Act of 1933. 

On June 4, 1947, we obtained an injunction against Patrick A. Trapp, who 
had been acting as a dealer without registration. This was based on violations 
of sections 15 (a) and 15 (c) (1) of the Securities Exchange Act and section 
17 (a) of the Securities Act. 

Mr. Hetier. As we understand your statement, your office makes an 
effort to check each broker and dealer annually or at least every 18 
months. . 

Mr. Conn. At least every 18 months. 

Mr. Hetier. And you also process reports of financial conditions 
required to be filed by members, brokers, and dealers? 

Mr. Conn. That is correct. 

Mr. Hetier. Are you up to date in the reviewing and analyzing of 
these reports? ; 

Mr. Conn. Yes. They are processed currently. We are always up 
to date on our inspections. 

We process the financial statements currently. We never have a 
backlog of them to process. We also are able to keep current in our 
actual inspection procedures. That is, the actual field inspections of 
the brokers and dealers themselves. 
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Mr. Hetier. According to the Quarterly Management Reports 
which we have checked, there were approximately 62 inspections 
initiated and completed in 1951? Is that correct ? 

Mr. Coun. I do not think I can answer your question specifically, 
Mr. Chairman. My records show that there were a total of 80 broker- 
dealer inspections during the year 1951; that were either initiated or 
completed. But I cannot say initiated and completed, because there 
is a slight overlap; but I do show 80. 

Mr. Hetier. All right; we just wanted to get that. 

Mr. Conn. I think the figure is substantially correct, because of the 
slight overlap which would take care of that variation. 

Mr. Hetter. At any rate your testimony is to the effect that these 
checks on brokers and dealers are entirely up to date; is that correct ? 

Mr. Conn. Up to date in the sense that we manage to inspect each 
broker-dealer annually or at least within each 18 months’ period. 

Mr. Heiter. Would you agree that failure to make these checks 
within the period as you have outlined, might cause drastic conse- 
quences to investors, from your experience ? 

Mr. Coun. Yes, it could. 

Mr. Hetier. And you recommend that those checks be made peri- 
odically ¢ 

Mr. Coun. I think one of the most important functions of the 
regional office is to keep current on broker-dealer inspections. I do 
not think there is any questiqn about that. 

Mr. Hetter. In cases where a certified statement is filed is any check 
made in counting the “box,” or the kinds of securities? 

Mr. Conn. I would not say that that is a general rule; but where it 
appears clearly that the broker-dealer has employed an independent 
accountant, less attention is paid to a so-called box count than in other 
cases, 

Now, we still do make limited counts of the box in a good many cases, 
where the financial statements are nonetheless certified ; but ordinarily 
there is no attempt to take a full box count, if we have reason to believe 
that an independent public accountant ha&s certified to the previous 
financial statement. 

Mr. Heiter. How many customers’ accounts are checked in making 
a spot check ? 

Mr. Coun. Well, that depends; sometimes 5 or 6 or 7; sometimes 
20 or 30. 

Mr. Heiter. What determines the number of customers ? 

Mr. Conn. It depends on the number of customers and number of 
transactions and things of that type. You cannot be guided by any 
rule-of-thumb. It must be pretty much in the discretion and good 
judgment of the trading inspector. 

Mr. Hetxier. What is the rule applied today where a house; let us 
say, has 200 accounts: how many would be spot-checked ? 

Mr. Coun. About five or six or seven. 

Mr. Heuier. Do you think that is a fair number to check? 

Mr. Coun. No. I would like to check 25 percent of them or 30 per- 
cent or maybe 50 percent: but, if we did that, instead of having two 
trading inspectors we would have to have 20 trading inspectors, and 
each inspector instead of taking a few days would take a few weeks; 
and it would be a very costly procedure and a very arduous one and 
would require other things that I am mentioning. 


Ce atte RSV ip St ee 
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Mr. Hetier. Then, after a spot check is made, is a report filed in 
your office ¢ ; : 

Mr. Coun. Yes; an inspector's report is written up by the trading 
inspector after each inspection. 

Mr. Heuer. Now, Mr. Cohn, what, if any, procedures do you follow 
to insure the authenticity of the certifying accountants ‘ 

Mr. Conn. I do not think that the Commission has adopted any 
new rule or regulation as yet; but in my own office we have instituted 
a procedure of checking to see whether the so-called public accountant 
is in fact such; and, further, I have instructed the trading inspectors 
to widen the scope of their box count. 

Mr. Hetier. Do you see any need for remedial action insofar as the 
retention by brokers of customers’ free credit balances and securities 
are concerned ? 

Mr. Conn. Will you please read me that question, Mr. Reporter? 

(Thereupon, the reporter read the record as requested.) 

Mr. Conn. I hesitated to answer that question, because it is one that 
very definitely admits two answers. One is that it would be necessary 
to have additional legislation that would make it more difficult for 
these illegal practices to be engaged in. 

On the othe? hand, I am familiar with the practicalities of the 
situation and know that, if you require too much of the investment 
fraternity in the way of disclosures and procedures, you actually 
defeat the purpose as of their very existence, their very business, and 
I am not prepared to state whether I feel that any further legisla- 
tion along this line is desirable. 

Mr. Heiter. Would your answer be substantially the same if we 
were to suggest amendments to Commission’s rules on segregation 
of these accounts ? 

Mr. Conn. I am not quite clear what you mean about that. 

Mr. Herter. The segregation of the customers’ free credit balances 
and the securities. 

Mr. Conn. Mr. Heller, I am not trying to dodge your questions; 
but I think that you cannot consider customers’ free credit balances 
and customers’ securities in safekeeping in the same question. 

Mr. Hetter. Well, then, suppose you split it up and tell us what you 
think. ; 

Mr. Conn. Well, I assume that what you are getting at is this: 
Should a broker be permitted to use a customers’ free credit balances 
in his own business ? 

Mr. Hetter. That is correct. 

Mr. Coun. I am going to say “Yes” because, frankly, I do not see 
how the business could be conducted today if you followed the prin- 
ciple of the investment—I mean the day-to-day process of the in- 
vestment broker and banker—unless you did permit them to use 
customers’ funds that are what we call free credit balances. I think 
you would have to revise the whole manner of doing business so far 
as investment dealers are concerned. 

Mr. Hetxer. Mr. Cohn, how frequently has your office conducted 
trading quizzes in the past 3 years ? 

Mr. Conn. I left Denver on Sunday of this week. I think about 
10 days before I left we opened three new trading quizzes regarding 
stocks that are listed and traded in on the Salt Lake City Exchange. 
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Prior to that we had one going that has been completed but not 
formally closed, and over the years we have one or two or three going 
at the same time at different intervals for quite a few years. I do 
not know just what the figures show on my report here. 

For instance at the end of the December 31, 1951, quarter period 
there was actually one trading quiz initiated during that time; and, 
as I say, during the past couple of weeks it just so happens that three 
were initiated. It all depends upon what the market does over there 
and whether unusual activities take place in the stock, if it seems to be 
warranted and our attention is called to that if we miss it—and we 
are human and certainly are fallible—if our attention is called to it 
by an outside source or by our parent office in Washington. 

Mr. Heturr. Generally it depends upon the activity of the market ; 
is that correct ? 

Mr. Coun. The activity of the market in that particular stock. 

Mr. Heiter. What proportion of your investigations lead to ad- 
ministrative or injunctive procedures ? 

Mr. Coun. I do not have any figures on that, and they would be 
very difficult to work out, but I think that I can safely say a small 
percentage, because you see we are obligated, when information is 
furnished us that indicates a possible violation, to initiate some kind 
of investigation. Now, in a large percentage of those cases, punitive 
action does not result; but, in fairness to the investing public, we 
have to give each case a good going-over to find out whether there is 
anything to it or not; but, so far as final definitive action is concerned, 
a small percentage. 

Mr. 7 aan How many administrative proceedings are now ac- 


tually pending in your office ? 

Mr. Conn. In our office? 

Mr. Heuer. Yes; and, while you are looking for that, would you 
tell us how many injunctive proceedings are pending. And may I 
suggest this: If those figures are not available to you for the moment, 
would you be kind enough to prepare for the committee a list of pend- 
ing administrative and injunctive pone. 3 showing (a) the name 


of the company and the individuals involved, using the same idea of 
X, Y, Z, if the case is still pending; (4) the issues involved; (¢c) when 
the proceedings were initiated; (d) the present status; and (e) the 
name of the counsel or representative or accountant involved; and, if 
any were formerly associated with the Securities and Exchange Com- 
mission, identify them and give the dates of their employment with 
the Commission. 

When you furnish the information, it will be incorporated as your 
answer at this point. 

(The information requested is as follows :) 

No administrative or injunctive proceedings were pending on February’27, 1952. 


And also, Mr. Cohn, would you be good enough to prepare for this 
committee a list of administrative and injunctive cases handled by your 
office during the past 5 years in which any person previously employed 
by the Securities and Exchange Commission participated; and, if 
there are any such cases, would you be kind enough to submit the 
following: 

(a) The name of cases and company and individuals involved; 

(6) The date of the initiation of proceedings; 
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(c) The issues involved; 

(d) The date proceedings terminated ; and 
(e) The disposition of such cases. 

Mr. Conn. Yes. 

(The information requested is as follows :) 


No former member or employee of the Commission has participated after leav- 
ing the Commission in any of the administrative proceedings handled by the 
Denver regional office during the past 5 years. The only instance in which 
former Commission personnel participated in an injunctive action handled by 
the Denver regional office during this period was the Western Oil Fields case. 

Mr. Heuier. Now, if you have not this information available, 
would you be kind enough to supply us with information which would 
disclose how many pending chapter X proceedings your office is now 
participating in, unless you have that here now ¢ 

Mr. Coun. 1 can give you that. 

Mr. Hetier. Well, in view of the fact that we would like to have 
some other information in connection with these cases, I will also ask 
if you will be good enough in connection with these pending chapter X 
proceedings to furnish us with the same information that I requested 
in the cases of the administrative and injunctive proceedings ? 

Mr. Coun. Yes, sir. 

(The information requested is as follows :) 

The Denver office has no reorganization section, and chapter X cases in the 
Denver region are handled either by the Chicago or the San Francisco office, 
depending upon the proceeding, with assistance from the Denver office. 

The Commission is not a party to any pending chapter X proceeding in the 
area of the Denver regional office. However, there are two pending cases in this 
region that the Commission has been following on an “active watch” basis. The 
pending “active watch” cases and the dates of the petitions filed in such cases 
are Ohio Copper Co. of Utah, December 9, 1949, and Victor-American Fuel Co., 
January 11, 1950. 

So far as I am aware, no former member or employee of the Commission is 
participating in any of these cases. 

Mr. Hetuer. In the past 5 years, you have had occasion, have 
you not, to recommend to the general counsel that criminal pro- 
ceedings be instituted ? 

Mr. Conn. Yes. 

Mr. Heuer. Have criminal proceedings ever been instituted in 
your zone contrary to your recommendations ¢ 

Mr. Conn. I can think of no case where criminal proceedings were 
instituted contrary to our regional office’s recommendation. 

Mr. Heuer. In some cases, where criminal proceedings might be 
instituted, your office recommends other noncriminal punitive action, 
such as rescission ; is that correct ¢ 

Mr. Conn. Not strictly. In the past it has been a practice in 
certain cases to indicate to an issuer or an offerer that it might be 
desirable to offer rescission in order to relieve himself of the con- 
tingent liability that might exist under section 12 of the Securities 
Act. But I would say in more recent years we have adopted a 
slightly different policy than that. By making an affirmative rec- 
ommendation as a Commission representative, you almost put your- 
self in the position of being counsel to this particular ed of the 
public. It can cause embarrassing situations. 

Some years ago, I recommended that we discontinue that practice 
except where we were questioned about it by the person involved; 








746 STUDY OF SECURITIES AND EXCHANGE COMMISSION 


that is, the issuer or the offerer or the underwriter. And my sug- 
gestion has always been that if such a person continues his public 
offering of securities he make a full disclosure of the possible con- 
tingent liability that might exist; and then there pect gs no ques- 
tion of a violation of the fraud provisions by a failure to disclose 
that contingent liability. . 

Mr. Heuer. Has your office had occasion to institute proceedings 
against a lawyer or an accountant or a thal ei 2 I under- 
stand a representative can practice before you, too; is that correct? 

Mr. Conn. So far as practicing before us is concerned, our 
regional office has not taken the initiative in any such a proceeding. 

However, as a result of an investigation conducted by our office, 
the principal office at Washington instituted a proceeding against 
a Colorado Springs accountant, and I believe that as a aaa of that 
proceeding the accountant’s permission to practice before the Com- 
mission was either suspended or revoked. 

Mr. Hewuer. But, in any event, your organization has not insti- 
tuted any proceedings to debar a lawyer or an accountant or a 
representative / 

Mr. Coun. That is correct, except as qualified by the previous 
answer. , ; 

Mr. Hetier. An important part of your work, as we understand, 
involves interpretations of the acts or rules, except of course the 1935 
act. Is that correct? 

Mr. Coun. That is correct. 

Mr. Heiter. Approximately what proportion of these interpre- 
tations involve regulation A—M ? 

Mr. Coun. Do you mean regulation A—M, or regulation A? 

Mr. Hetier. Regulation A—M. 

Mr. Coun. Regulation A—M is used in very infrequent instances. 
It refers to mining companies, and the number of filings have been 
very, very few and far between. 

Mr. Hetier. What proportion involves regulation B? 

Mr. Conn. You understand, now, that these are real guesses or 
approximations on my part. 

Mr. Hetzer. Yes. And, Mr. Cohn, later, when you get your tran- 
script, if you wish to make any corrections in accordance with the 
records, you will be at liberty to do so. 

Mr. Conn. Thank you. 

Regarding regulation B, the oil or gas regulation, we do have oc- 
casional, or I might say more than occasional, inquiries from people 
in that area. I should say roughly maybe 5 percent. 

Mr. Hetzer. Then are we to assume that the balance involves regu- 
lation A, and other provisions of the 1933 act and other securities acts 
other than the Holding Company Act? 

Mr. Conn. That is correct. 

Mr. Hetier. Now, maybe we address some questions to you which 
involve regulations A, A—M, and B? 

By the way, have you ever had a B-T application ? 

Mr. Coun. Not to my knowledge. 

Mr. Hetier. We have had a rather complete discussion on regula- 
tion A, but there are some questions we would like to ask you. 





STUDY OF SECURITIES AND EXCHANGE COMMISSION 747 


We take it that, in processing a regulation A filing, you check the 
letter of notification as well as the selling literature. Is that cor- 
rect ? 

Mr. Coun. That is correct. 

Mr. Hetxier. Mr. Cohn, would you be kind enough to provide the 
following information for us, covering the years 1947 to 1951, in- 
clusive : 

(a) The number of letters of notification filed under regulation A 
which were processed by your office ; 

(6) The aggregate amount of offerings; 

(c) The number of amendments to these letters of notification. 

And will you also be good enough to provide this committee with 
this type of a breakdown: 

(a) The number of letters of notification which covered proposed 
offerings of $100,000 or less ; 

(6) The number covering offerings between $101,000 and $200,000 ; 

(c) The number covering offerings between $201,000 and $300,000. 

And would you also advise us as to— 

(a) What number of offerings were made by issuing companies. 

(6) What number were made by stockholders. 

(c) What number were made jointly by issuers and stockholders. 

(d) The number of offerings in which there were underwriting ar- 
rangements ¢ 

In each of these cases, would you be good enough to express the 
amounts also in percentages ? 

And, when you furnish us with those answers, it will be regarded 
as your answer at this point. 

(The information referred to is as follows:) 


Regulation A filings, calendar years 1947 through 1951, Denver regional office 


Number of Aggregate 


Calendar years dollar Amendments 


filings amount 
] | 
1947___. aioe dob ao 111 | $12,673,148 | (1) 
| SE eS Sees <peanee ees eRe ORE 135 18, 155, 408 1 65 
1949 peak eB wk <b tee Sealine: et, Ae | 124 14, 407, 237 126 
1950 : setdesbunion Sivecemereal op eee atin 4 113 13, 958, 522 102 
1951..... f niche pieces Sok a baie a 102 | 13,854,979 92 


ees oe cabins adsbicied dai eqs wietiitte tote 585 73, 049, 294 385 
| 





! Information not conveniently available prior to July 1, 1948. 


Regulation A filings, calendar years 1947 through 1951, Denver regional office 








Size of offering 








Calendar years 


| 

| 

$100,000 or $100,001 to $200,001 to 
| 











or less Percent | "g290,000 | Percent | "s:60.000 | Percent 
Ws ies Os ei 2) 71 63. 96 15 13. 51 25 22. 53 
ccs. suis 5 Chl ls 70 51.85 23 17. 04 42 31.11 
1949. SFR Bt 71 57. 26 29 23. 39 24 19. 35 
ee. ...... ea 66 58.41 | 20 17.70 27 | 23. 89 
| eR ie aie 52 | 50, 98 24 23. 53 26 | 25. 49 


i eee 330 | 56, 41 | 111 18. 97 144 | 24. 62 
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Regulation A filings, calendar years 1947 through 1951, Denver regional office 





| Offered | Offered by— 


| 
| 
| | 





through | _ - a 
Calendar years | een lcommer- Percent | £ Issuer | 
| under- | | Issuer | Percent | b tock- ' Percent | and 

| aan | holders stock- | 
writers | | holders | 


Percent 








111 16 14. 41 102 91.89 | s 
135 14.81 130 | 96.30 3 
124 19 15. 32 115 92.74 4 
113 23 20. 35 103 91.15 8 
102 15 14.71 | 99 97.06 | 3 

26 


93 | 15.90 93. 85 


Mr. Hetter. Mr. Cohn, do you follow up to see whether the securi- 
ties covered by regulation A filing are actually offered ¢ 

Mr. Coun. Yes. 

Mr. Hexier. And do you follow up to see if the securities offered 
are sold ? 

Mr. Conn. To a limited extent. 

Mr. Hetier. Do you request reports? 

Mr. Conn. We have what we call a 6 months’ follow-up procedure, 
and that is really as far as we go in that respect. 

Mr. Hetter. I see. 

Suppose, after 6 months you do not get any answer or information. 
What do you do? 

Mr. Conn. Ask him a second or a third time. 

Mr. Hetier. Would you have any idea what proportion of the 
regulation A offerings are actually never offered / 

Mr. Conn. A very small percentage. Because I think when a 
person gets to the point that he files his letter of notification, he is 
really in earnest, and something must occur to steer him off his pro- 
gram. 

Mr. Hetier. What proportion would you say are completely sold 
out ? 

Mr. Coun. That is very difficult to answer, and I just have to ap- 
proximate it. I would say maybe somewhere between 30 and 50 
percent. 

Mr. Heuier. Have there been cases in which, following a regulation 
A filing, there was a chapter X or other bankruptcy proceeding? If 
you have that information available, would you furnish us with it? 

Mr. Coun. Yes. 

(The information referred to is as follows: ) 

I know of only one case in which, following a regulation A filing in this 
region, there has been a proceeding under chapter X of the Bankruptcy Act. 
This involved the Utah Phosphate Co., of Clearfield, Utah. Between January 
1948 and January 1949 that company had sold 124,822 shares of common stock 
in violation of section 5 of the Securities Act of 1933. It received about $166,- 
000 from these sales. On February 7, 1949, the company made a filing under 
regulation A in order to make a rescission offer to the purchasers of these shares 
(file No. 24D-—584). In addition, this filing covered 55,415 shares which were 
proposed to be offered thereafter on behalf of the company at $1.50 a share 
for a total of $83,122.50. On September 17, 1950, a petition was filed under 
chapter X of the Bankruptcy Act alleging that the company was unable to meet 
its current liabilities. These were subsequently met by the sale of assets not 
needed in the business. A plan was approved restricting certain stock inter- 
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ests of promoters but preserving the interests of public stockholders, and the 
company was discharged on February 28, 1951. 

On April 5, 1951, an indictment was brought against certain of the individuals 
who participated in this offering. Floyd C. Wray was convicted on his plea of 
guilty of violating the antifraud provisions of the Securities Act and Ernest 
Rolland Hennefer, Samuel Edward Carroll, and Robert 8. Parker were con- 
victed on pleas of guilty for violating the registration provisions. Each of the 
defendants received a suspended sentence. 

We have no reliable source of information as to cases in which a filing under 
regulation A may have been followed by bankruptcy proceedings otherwise than 
under chapter X. I know of only one such case. This involved Cedar-Talisman 
Consolidated Mines, which filed a letter of notification under regulation A on 
November 23, 1945, relating to an offering of 500,000 shares of stock at 20 cents 
a share, or a total of $100,000 (file 24D-220). These shares were offered on 
behalf of the company, and we were advised in June 1946 that it had sold 458,475 
shares for a total of $87,695. I understand that a petition was filed under chap- 
ter XI of the Bankruptcy Act on January 8, 1951. We have not participated in 
this case and I have no further information about it. 

So far as I know, no former personnel of the Commission have participated in 
either of these matters. 

Mr. Heuuer. In the past 5 years, Mr. Cohn, has there been an in- 
crease or a decrease, if you know, in the number of letters of 
notification ¢ 

Mr. Conn. They have remained fairly constant up until recent 
months, when there has been a substantial increase in such filings. 

Mr. Hetier. How about the amount of the offerings ? 

Mr. Coun. They have remained fairly constant in dollar amount. 

I have a few figures that might be interesting in that respect. 

Mr. Hetier. We would like to have them if you have them available. 

Mr. Coun. For the past five calendar years, ending with December 
31, 1951, there were 585 regulation A filings made with our office. I 
san give you that breakdown by years, if you would like it. 

Mr. Heuer. Yes; if you will. 

Mr. Conn. During 1947 there were 111; during 1948, 135; during 
1949, 124; during 1950, 113 ; and during 1951, 102. 

Now, during the last 6 weeks, the number has substantially in- 
creased. In fact, I think I figured it out just before I left that there 
would be about a 30-percent-increase in filings in 1952 if the per- 
centage kept up for the balance of the year. Just what has occasioned 
that, I am not prepared to state at this time. 

I also have a little breakdown which might be interesting on the 
different types of filings. 

For instance, of that 577 total filings, 152 of them were oil or natural- 
gas offerings, 187 were mining offerings, and the balance of 238 were 
miscellaneous. 

Mr. Hetier. Mr. Cohn, in the SEC report, in proposals for amend- 
ments to the 1933 and 1934 acts, the Commission said : 

The evils of high-pressure salesmanship and of selling on the basis of inade- 
quate information are particularly prevalent in small issues. 

Has your experience demonstrated the validity or invalidity of 
that comment ? 

Mr. Conn. I feel the comment is substantially correct. 

Mr. Heurer. Do you think that raising the limit from $100,000 to 
$300,000 within which the Commission may exempt security issues has 
overcome the dangers pointed out in the Commission report ? 

Mr. Coun. To some extent; because in those larger offerings, we will 
say between 150,000 up to 300,000, substantial underwriting firms are 
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frequently employed, and they are ordinarily quite careful in the type 
of sales literature and offering circulars that bear their name. 

Mr. Heiter. We would appreciate your providing us with a 5-year 
breakdown of the following statistics insofar as regulation A filings 
are concerned : 

(a) Number of primary offerings and aggregate amount thereof ; 

(6) Number of secondary offerings and aggregate amount thereof : 

(c) And for each of these two classes, what percentage was offered 
at a fixed price and what percentage at the market. 

(The information requested follows :) 


Regulation A filings, calendar years 1947 through 1951, Denver regional office 
PRIMARY OFFERINGS 


Num ber 
Aggregate | of offer- Amount 
Number dollar ings at offered at Percent 
amount fixed fixed price 
price 


Number 
of offer- 
ings at 
market 


Amount 
offered at Percent 
market 


Calendar years ; 
alendar year: of filings 


102 $11, 807, 448 102 $11,807,448 100.00 None 

130 | 17, 748, 658 129 | 17, 448, 658 98. 31 $300, 000 
115 | 13, 602, 923 113 | 13, 580, 923 99. 84 ‘ 22, 000 
103 | 15, 144, 936 102 | 13, 109, 686 99. 73 35, 250 


99 | 13, 751,479 97 | 13,396,479 97. 42 2 355, 000 


a 549 | 70, 055, 444 543 | 69, 343, 194 99. 00 5 712, 250 | 


SECONDARY OFFERINGS 
$815, 700 8 $815,700 | 100 None | 
126, 750 2 34,500 | 27.22 1 | 
164, 314 2 60, 001 36. 52 - 104, 313 
593, 586 ; 418,680 | 70.53 ‘ 174, 906 
103, 500 " ‘ 103, 500 


25 1, 803, 850 ; 1, 328, 881 73. 67 8 474, 969 


OFFERINGS BY BOTH ISSUER AND STOCKHOLDER 





$50, 000 $50,000 | 100.00 | None | 

280, 000 { 280,000 100.00 None 

640, 000 640,000 100.00 None 

220, 000 | 220, 000 | 100.00 | None 
‘ " eens { None 


I sittin D 1, 190, 000 1,190,000 | 100.00 | None 





Mr. Hetxer. Does your office keep a check on over-the-counter trad- 
ing ¢ 

Mr. Coun. Only to a limited extent. 

Mr. Hetier. Would you explain to what extent you check this and 
indicate the procedure that you follow ? 

Mr. Conn. In the Denver Post, which is a newspaper of very wide 
circulation in the area, they carry a list of local securities daily that 
are traded over-the-counter, and one or two other publications, such 
as the Mining Record and the Mining Review, published, respectively, 
in Denver and Salt Lake City, carry over-the-counter stocks on a 
weekly basis. And we attempt to keep advised of market fluctuations 
from those sources. We also scan quite carefully the advertisements 
of the various dealers who specialize in certain of those securities, 
because they frequently carry lists of offerings and bids. So that gives 
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us some idea of what the market is in those various over-the-counter 
stocks. 

Mr. Hetier. Do you have occasion to check on any possible 
manipulations ? ; 

Mr. Conn. Oh, we do that frequently. 

Mr. Heuter. Has your office, in the past 3 years, instituted pro- 
ceedings for violation of rule X-10B-5 and X-15C1— 2, referring 
to the insiders’ and the brokers’ manipulations in fraud ¢ 

Mr. Conn. Well, I actually don’t think that either rule X-10B-5 or 
Rule X-15C1-2 has been the basis of any specific count in any legal 
proceeding or administrative proceeding in the last few years. I 
think there may be one exception to that. 

In the Arleen Hughes case, she being a registered broker-dealer of 
Colorado Springs, Colo., there may have been one or both of those 
counts included. Iam not sure of that. 

Mr. Heiter. Was she expelled, Mr. Cohn, by the NASD. 

Mr. Coun. No, she isn’t a member of the NASD. 

Mr. Hevier. But was she expelled ? 

Mr. Conn. Well, she may have been a member, but resigned and 

am quite sure that no action was taken to, in any way, either expel 
her or suspend her from membership in that association. 

Mr. Hetzer. There have been some complaints—and we are not 
passing on the merits of these complaints by pointing them out—that 
your office and the Fort Worth office are stifling free enterprise in 
mining, and oil and gas ventures, by too inflexible or even an unreason- 
able application of the law and the regulations. 

Are you familiar with these complaints ? 

Mr. Conn. I know that there have been complaints from various 
sources from time to time. However, in recent years, I would say 
those complaints have diminished to almost a negligible degree at 
the present time. 

I have attended many of the mining association meetings and con- 
ventions in our area, and I am familiar to some extent with the back- 
ground and even some of the details regarding those complaints. 

Mr. Hevier. Can you tell us something about your experiences in 
that respect ¢ 

Mr. Coun. Yes. The mining industry is naturally composed of 
men who were rather venturesome in spirit; otherwise they wouldn't 
be in that type of business. They, and quite naturally so, resent any 
attempt to tell them how to run their business, because they figure 
they are pioneers in the development of our natural resources “and 
should be permitted to operate almost unfettered ; and they frequently 
have attempted to impress Congress with the theory that special legis- 
lation should be adopted exempting them from a large part or even all 
of the regulatory provisions that other industry generally is subject 
to, so far as securities are concerned, 

I feel that that particular attitude has been diminishing through 
the years, and last year the Colorado Mining Association, for instance, 
elected as president a man whose ideas are quite contrary to those of 
the complainers. He was reelected again last month as president. 
And he has evidenced a great desire to cooperate with the Commission. 
His name is Mr. Blair Burwell, and he is a very substantial mining 
operator and engineer. 
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It is true that we scan sales literature filed by mining companies 
carefully, but I certainly can say this with complete honesty: That 
we do not to the slightest degree attempt to throw our weight around 
or impose more stringent obligations or conditions upon mining issues 
than we do upon any other. 

It is only that in attempting to enforce our laws and regulations 
impartially, these situations arise which cause this occasional resent- 
ment from one or another member of the mining industry. But none 
of those occasions are because we are directing our attention or inter- 
est to the mining industry. It is merely because someone has said, 
“We want to offer some securities to the public,” and we examine the 
offering circulars or the prospectuses to see whether a complete dis- 
closure has been made to a prospective investor. And if we find after 
consultation with our mining engineer such a disclosure has not been 
made, we feel that the obligation is upon us to rectify the situation. 

We attempt to do it first by suggestions as to amendments or correc- 
tions of the literature. 

And then, of course, if such amendments or corrections are not 
forthcoming, we have to recommend whatever procedure we think is 
indicated in the circumstances. 

Mr. Heuirr. Mr. Cohn, as to these oil issues, how are you able to 
check on the issues, since, as we understand it, you have no petroleum 
geologist there / 

Mr. Coun. We forward, of course, copies of all letters of notifica- 
tion and sales literature to the principal office in Washington imme- 
diately upon its receipt; that is, in all cases. 

Now, in the principal office we still have an oil and gas unit, which 
is headed by Mr. Ben Lindsly, and Mr. Tell White is s the petroleum 


engineer. Offerings involving oil and gas where offering circulars are 
used in connection with them are examined by this Oil ‘and Gas Unit 
in Washington. 

Mr. Hewier. Who makes the inspection ? 

Mr. Coun. Well, this Oil and Gas Unit in the Washington office 
reviews this sales literature. Is that what you mean / 

Mr. Heuer. No. I am referring to the onary inspection. 


Mr. Coun. Well, nobody goes down and looks at the acreage itself, 
unless there is some necessity for an actual field invest igation. 

You see, most of the oil fields in this countr y or prospective oil fields 
are known, and there is some geology, either eneinns or surface 
geology, in connection with them, from authentic and technical sources. 
And the offering circulars are read by these people who are familiar 
with and have access to the technical information, and in that way an 
attempt is made to determine whether the offering circular fully sets 
forth the conditions that exist in the instant case. 

Now, going and looking at the field, in the case of an oil venture, 
doesn’t really give one much information. It is a knowledge of the 
geology that has already been obtained. 

Now, let us assume it is strictly wildcat acreage and there isn’t a 
geology on the field. Then all we require is that that fact be ade- 
quately, fully, and fairly disclosed. 

Mr. Heuurr. And you rely simply upon that description; is that 
correct ? 
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Mr. Conn. Well, we don’t really rely on anything to the extent of 
approving or disapproving the filing, because we are not permitted 
by statute to do that. But we attempt to determine whether, in our 
own mind, we feel that an adequate disclosure has been made. 

Mr. Hetier. Now, regulation A—M covers, assessable mining stock, 
does it not? 

Mr. Conn. Yes. 

Mr. Heiter. It would cover a cash offering by a mining corporation 
where the aggregate offering price of the nonregistered securities, to- 
gether with the assessments, do not exceed $100,000 in a 1-year period ; 
is that correct ? 

Mr. Coun. That is correct. 

Mr. Hetier. Now, you have had a few of these in the past year or 
two, have you? 

Mr. Conn. Yes, very few. 

Mr. Hetier. What procedure does your office follow in reviewing 
and analyzing the prospectuses which are filed and the selling litera- 
ture which may be filed ¢ 

Mr. Coun. We use the same procedure in connection with regulation 
A-M offerings as we do with regulation A. By the best means avail- 
able, we attempt to determine whether the full and fair disclosure 
provisions of the act have been complied with. 

Mr. Heiter. What steps does your office take to see to it that copies 
of the prospectuses are in fact presented to the offerees at the time of 
the initial solicitation ? 

Mr. Coun. If we have any reason to believe that there has been any 
violation of either the fraud or registration provisions of the act, we 
interview investor witnesses. 

But, of course, we don’t do that in connection with each filing, be- 
cause that would be physically impossible to do. 

Mr. Hetiter. How about the required assessment notice and state- 
ment to the shareholders at the time an assessment is levied? What 
steps does your office take to see that that is complied with ? 

Mr. Conn. We don’t take any affirmative statement, but if we have 
any reason to believe that it isn’t being complied with, then we make 
the necessary field investigation. 

Mr. Heuer. In the past 5 years, how many regulation A—M filings 
has your office processed, and what was the aggregate offerings! If 
you have not got the information with you, you may supply it. 

Now, if any former employee was identified with any regulation 
A-M filing, would you also supply us with the following information. 
Of course, I am referring to former employees of the SEC. 

Mr. Conn. Yes. 

Mr. Hewier. (a) Date of filing of the prospectus; (6) date of 
termination of employment with SEC of the representative; (c) the 
current status of the particular issue with which the employee was 
identified. 

Mr. Conn. I will have to supply that. 








754 STUDY OF SECURITIES AND EXCHANGE COMMISSION 


(The information referred to is as follows:) 


Regulation A—M filings, calendar years 1947 through 1951, Denver regional office 


| Former SEC 
Number} Dollar | employees 
of filings | amount identified 

| | with filing 


Calendar years 





2 $75,000 | None. 
None None. 
4 272,055 | None. 

13 182,130 | None. 

13 153, 437 | None. 


Feces tad ieee ieee iad a 12 682, 622 | None. 


! Includes 1 assessment counted as 1 filing. 


Mr. Hetier. Mr. Cohn, would you briefly describe the types of oil 
and gas securities that have been offered by issuers in your zone in the 
past 3 years ¢ 

Mr. Coun. Ordinarily, the oil and gas offerings have been in the 
nature of common-stock offerings; occasionally, a company has of- 
fered preferred shares; and then, of course, there have been a good 
many offerings of fractional undivided interests of oil or gas rights 
under regulation B. 

Mr. Heiter. What about these landowners’ royalty interests and 
lessees’ working interests and overriding royalty interests ? 

‘Mr. Conn. Those are all various types of fractional undivided 
interests which that general term covers. 

Mr. Hetier. Now, we recognize that regulation B filings go to 
Washington, but we take it that you have been consulted by prospec- 
tive issuers in your zone about these special types of offerings; is that 
correct ¢ 

Mr. Conn. Frequently. 

Mr. Heuer. Would you describe briefly the requirements pre- 
scribed by regulation B? 

Mr. Coun. The offering sheet that must be furnished pursuant to 
regulation B to each person to whom the interests are offered is really 
nothing more than a prospectus drawn up in such terms as to intelli- 
gently advise a prospect regarding an interest that is being offered 
to him, having in mind that it is an unusual type of offering in view 
of the fact that it represents a fractional undivided interest in acre- 
age or a production from that acreage, as distinguished from a share 
of stock in a corporation or a debt obligation of some kind. 

The form of the various types of interest offerings has not been 
changed in quite a few years, as I recall, and it is simple if the person 
knows what he is really offering to the public. It requires some ex- 
planation as to the legal description, the property, its location geo- 
graphically, the location of the property as regards pipelines and 
refineries and other oil exploration in that area, and attempts to give 
the prospective investor a good word picture of what the interest is 
that he is having offered to him. 

Mr. Hetier. In your statement you refer to flying quizzes at the 
Salt Lake Stock Exchange. In the past 5 years, have any such 
quizzes disclosed any manipulation of prices such as prohibited by 
section 9 (a) (1)? 
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Mr. Coun. Well, none of the quizzes have resulted in any definitive 
action being taken during that period of time, during the past 5 
years. 

’ Mr. Hetzer. Do you assign a staff member to the exchange to check 
on trading on the floor? 

Mr. Coun. There isn’t any particular staff member who is assigned 
to that as the regular part of his duties. From time to time one or 
another of theattorneys or investigators works on matters over there, 
but no particular staff member is permanently assigned to that duty. 

I think it is only fair to add here that it has been the contention 
of our regional office that we be authorized to open a branch office in 
Salt Lake City to give closer attention to the operation of that ex- 
change and the transactions that take place on it and that stem from it. 
But the Commission, for one reason or another, probably budgetary 
reasons, has not seen fit to authorize such an office being set up. 

Mr. Hetier. Coming back for a moment to the inquiry on whether 
trading quizzes disc losed any manipulation of prices, I think you men- 
tioned that you have had these inquiries but no action has been taken. 
Is that what you said / 

Mr. Conn. That is what I said, yes. 

Mr. Hexier. Will you tell us what you mean by saying that no ac- 
tion has been taken ? 

Mr. Coun. Well, no legal action has been taken, nor has any adminis- 
trative proceeding been instituted. 

Mr. Hetxer. Let me put it this way: Has anything been discovered 
in the manipulative category ¢ 

Mr. Conn. At times, we have felt that some questionable practices 
were being engaged in. 

But when it comes to proving something that you merely suspect, 
that is a different proposition, and in no instance that I can recall 
now have we had sufficient evidence to justify the institution of such 
an action or proceeding. 

Mr. Hetter. Why is it so difficult to get the facts to institute an 
action or to take some kind of steps against them ¢ 

Mr. Coun. Well, to prove that a course of conduct has been engaged 
in for the purpose of creating actual or apparent activity in a stock, 
in a listed security, is a pretty difficult thing to do, absent a clear and 
convincing evidence from parties engaged in that procedure or some 
glaring primary evidence to that effect. 

Speculators and operators in securities are notoriously clever and 
gifted in covering their operations. Otherwise they wouldn’t be suc- 
cessful in their business, possibly. And it is a very difficult thing, as 
is evidenced by the comparatively few proceedings that are instituted 
as a result of those investigations in all areas covered by the 
Commission. 

Mr. Heiter. Do you have a stock ticker in your office ¢ 

Mr. Coun. No. 

Mr. Hetirr. Then, how are you aware of the manipulative prices / 

Mr. Conn. Well, each day, the stock exchange furnishes us with 
a list of the closing bid and asked on each stock listed and a complete 
summary of the sales or the transactions in each security and the total 
daily dollar volume. And it is by observing these daily sheets that 
are furnished us that we keep some sort of tab on the market. 
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Then, of course, the trading and exchange division has a unit that 
attempts to check all market operations on securities exchanges, and if 
they discover some stock that appears to have either increased or 
decreased in value to such an extent that an investigation or a quiz is 
warranted, they so inform us. 

Mr. Hetier. You may have answered this, but I would like to pose 
the question, so that we can have a direct answer. How could you 
know of any unusual activity in the market in stock? What time does 
the market open ? 

Mr. Conn. I think it opens over there at 10 o’clock. 

Mr. Hetzer. Suppose that at 10:30 there is an unusual activity. 
How would you know about it 

Mr. Conn. We wouldn’t know about it until we received their sheet 
the following day. Then we would know about it; because in looking 
at the sheet we would see whether it has been an active or inactive day 
on the market, and if one particular stock gives evidence of having 
unusual volume in it and unusual price fluctuation it naturally pin- 
points it as something to be checked into. 

Mr. Hetier. But would you not be in a much better position to 
see what was going on if you could check it immediately ? 

Mr. Conn. Yes, I think it gives you a much better feel of the situa- 
tion to have somebody right on the spot. 

But, as I say, we have never been able to set up a branch office over 
there, and we just don’t have anybody there to do it. 

Mr. Hetier. Do you feel, and this is just your opinion which we 
highly respect, that manipulation is going on in the Salt Lake market 
which you are unable to check ¢ 

Mr. Conn. Yes, I think that occasionally there are manipulatitons 
in stocks over there that we have been unable to cope with in com- 
paratively recent years. 

Now, I think it 1s only fair to add this, however: That the Salt Lake 
Stock Exchange is a pretty small institution so far as the actual dollar 
volume of its transactions is concerned. And I pointed that out in the 
statement that I submitted. And even though occasionally these ap- 
parent manipulations are conducted over there, they have not been of 
what would ordinarily be considered great magnitude. 

Mr. Hetxer. Has the dollar volume of sales declined in the past 5 
years ? 

Mr. Coun. It has fluctuated widely. At times it has died down toa 
very low point, and at other times it has risen sharply. 

For instance, last year, the total sales on the Salt Lake Stock Ex- 
change were $2,391,152. Now, you see, that breaks down to a pretty 
small daily dollar volume. The year before, there was quite a differ- 
ence. In 1950, the total dollar volume was only $1,749,518. You see, 
that is about $600,000 difference, which is a very high percentage of 
difference considering the number of dollars involved. And then, in 
1948, for instance, it was higher by a little bit than it was last year, In 
1948, it was $2,748,000. Now, conditions, mining conditions over there, 
do greatly affect the amount of transactions on the exchange. There 
is no question about that. 

Mr. Hetier. How many securities are listed on the exchange? 

Mr. Coun. Oh, I think I would say between 90 and 100. 
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Mr. Heiter. How many securities which are traded unlisted on the 
Salt Lake Stock Exchange are traded on the New York Stock Ex- 
change ¢ 

Mr. Conn. One, which is Utah Power and Light Co. 

Mr. Hetiter. How many securities which are traded unlisted on the 
Salt Lake Stock Exchange are listed on the New York Curb? 

Mr. Conn. Your question was what securities traded unlisted on the 
Salt Lake Stock Exchange are listed either on the New York Curb or 
the New York Stock Exchange ? 

I will have to supply that information later. 

(The information referred to is as follows :) 

The only such security is the common stock of Utah Power & Light Co., which 
is admitted to unlisted trading privileges on the Salt Lake Stock Exchange and 
is listed on the New York Stock Exchange. 

Mr. Hetier. And would you also supply us with the same informa- 
tion with respect to the Midwest Stock Exchange ! 

Mr. Conn. Yes, sir. 

(The information referred to is as follows :) 

There are currently no securities admitted to unlisted trading privileges on 
the Salt Lake Stock Exchange and listed and registered on the Midwest Stock 
Exchange. 

Mr. Heiter. Do you know whether any of the securities listed on 
the Salt Lake Stock Exchange are traded unlisted on the New York 
Curb? And if you have not that information here, will you supply 
us with that, too? 

Mr. Coun. I don’t have the information, and I will supply it. 

(The information follows :) 

The only securities which are now listed and registered on the Salt Lake Stock 
Exchange and also admitted to unlisted trading privileges on the New York 
Curb Exchange are the following two: Chief Consolidated Mining Co., $1 par 
common stock ; Utah Idaho Sugar Co., $5 par common stock. 

Mr. Hetirr. Do you know whether securities listed on the Salt 
Lake Stock Exchange have subsequently registered with and been 
listed on the New York Stock Exchange? 

Mr. Conn. I don’t know. I will have to supply that information. 

Mr. Hetxier. Yes. You can supply us with that information. 

(The information follows :) 

At the present time there are only two securities which are listed and reg- 
istered on both the Salt Lake Stock Exchange and the New York Stock Ex- 
change. These securities and the effective dates of their listing and registra- 
tion on the respective exchanges are as follows: 


Park Utah Consolidated Mines Co., $1 par common stock : 
New York Stock Exchange, July 1, 1935. 
Salt Lake Stock Exchange, July 16, 1935. 
Silver King Coalition Mines Co., $5 par common stock: 
New York Stock Exchange, July 1, 1935. 
Salt Lake Stock Exchange, July 16, 1935. 
There has been no instance in which a security has shifted from listing on 
the Salt Lake Stock Exchange to listing on the New York Stock Exchange. 


Mr. Conn. I would like to make one little statement in regard to 
these last few questions that you have asked. 

The Salt Lake Stock Exchange is not one of those local exchanges 
that carries a fairly large number of stocks for unlisted trading 
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privileges, which are listed and registered on one or another of the 
larger exchanges. 

I know that that is quite prevalent among many of the smaller 
exchanges, but the Salt Lake Exchange confines itself almost ex- 
clusively to local securities. And when I mention New Park, I am 
not sure just what the situation is there. That might be one of the 
very few where a condition such as you are suggesting might exist. 

Mr. Hetwer. Has the fact that the business of the Salt Lake Ex- 
change is concentrated in the hands of five or six members created, 
in your opinion, any degree of cooperation between them which might 
lend itself to manipulation ? 

Mr. Coun. No. I don’t believe that is a fact. 

Mr. Hetxrr. Do you think that the exchange can survive under 
present regulations or will it be forced out or obliged to merge with 
another small exchange, as I understand was the case in the Midwest ? 

Mr. Coun. I don’t think that the Salt Lake Exchange is so situated 
geographically that it lends itself to a merger with one or another of 
the other exchanges, and I think that it probably does have a place in 
the life of that area so far as securities are concerned, but it is primarily 
interested in local securities, and you find very few shares listed there 
that have anything but local significance. 

Mr. Heuer. I think that is about all, unless there is anything else 
that you would like to add as a concluding statement. 

If you have any recommendations or suggestions that you would 
like to give the committee, we would like to get them. 

Mr. Coun. Well, I do have one that I think is worth mentioning 
here, and that is in regard to regulation A. I have felt for some years 
that some sort of an offering circular should be required to be filed and 
also to be used in connection with offerings that are made under that 
conditional exemption from registration. That, of course, is a debat- 
able subject, but I feel that at least my opinion has some basis because 
of our experience in those issues. 

So far as major amendments to the various acts that we administer 
are concerned, I have nothing to propose in that regard. 

I do feel this—I feel this very strongly, as a matter of fact. In 
view of the expanding economy of this country and our actual increase 
in workload, at least of our office, adequate budgetary consideration 
hasn’t been given, and this isn’t just the usual song of a bureaucrat 
who wants more money to spend. But, for instance, 10 years ago we 
had a staff of 19 people. Our area has increased by a half a million 
people—the seven States—and the amount of industry and business 
that has increased there is much more than that 10-percent population 
increase, and you know that almost as well as I do, even though you 
are 1,800 miles away from it, because you have read so much about 
industry moving west and dispersing throughout the country, and we 
have had these large military installations out there that have brought 
large numbers of people out there,who have become permanent resi- 
dents. 

Getting back to my original point, we had 19 on the staff at that 
time—10 years ago. Today we have 16 people and a much heavier 
workload than we had 10 years ago. 
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Now, to me, that just does not make good sense, and it seems to me 
that some provision should be made for building up the regional office 
set-up if we are to continue to operate effectively and efficiently. 

Mr. Hetier. Mr. Burstein has one or two questions. 

Mr. Burstein. Regulation A was adopted in 1941 when the 3 (b) 
exemption limit was $100,000. That is correct, is it not ¢ 

Mr. Conn. I think the first exemption was $30,000; then it was 
increased to $100,000; and then by the Vandenberg amendment of 
1945 it was increased to $300,000. 

Mr. Bursrern. Yes. In other words, regulation A, as adopted in 
1941, was applicable when the limit under 3 (b) was $100,000. 

Mr. Coun. That is correct ; yes. 

Mr. Bursrern. And it has not in any wise been substantially 
changed since the increase in the statutory limit of $300,000 ? 

Mr. Conn. No. 

Mr. Bursrern. Do we understand you correctly when you suggest 
that some form of selling circular or perhaps a condensed prospectus 
should be required in the case of regulation A filings, in view of the 
increase in the limit / 

Mr. Conn. Not necessarily for that reason alone. 

Mr. Burstern. But for disclosure purposes ? 

Mr. Coun. For general disclosure purposes, it seems to me that an 
offerer should be required to put something down in writing that a 
prospective investor can look at and get some idea of what it is all 
about, aside from a simple word of mouth statement by some salesman. 

Mr. Burstein. Would it be fair to say that the regulation A re- 
quirements do not appear to be adequate in terms of disclosure, par- 
ticularly in view of the fact that the exemptive limit has been 
increased ¢ 

Mr. Coun. In view of that fact, and just generally besides. 

_ Mr. Burstrern. Thank you. 

Mr. Heutier. I think that is all, Mr. Cohn. 

We thank you very much for being here with us this afternoon. 
Your testimony has been extremely frank. You have been very help- 
ful. Weappreciate very much your cooperation. 

Mr. Conn. Thank you very much, Mr. Chairman. 

Mr. Hetzer. The committee will be adjourned until tomorrow at 
1 p.m. 

(Whereupon, at 4:55 p. m., Wednesday, February 27, 1952, the 
hearing was adjourned until 1 p. m., Thursday, February 28, 1952.) 
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THURSDAY, FEBRUARY 28, 1952 


Hovse or RepreseNTATIVES, 
SUBCOMMITTEE OF THE COMMITTEE ON 
INTERSTATE AND ForeEIGN COMMERCE, 
Washington, D.C. 
The subcommittee met, pursuant to adjournment, in room 1334, New 
House Office Building, Hon. Louis B. Heller (chairman of the sub- 
committee) presiding. 
Mr. Heiter. The committee will please be in order. 


TESTIMONY OF MORTON E. YOHALEM, DIRECTOR, DIVISION OF 
PUBLIC UTILITIES, SECURITIES AND EXCHANGE COMMISSION, 
WASHINGTON, D. C. 


Mr. Heiter. Mr. Yohalem, will you kindly rise and raise your 
right hand? Do you solemnly swear to tell the truth, the whole truth, 
and nothing but the truth, so help you God ? 

Mr. Youatem. I do. 

Mr. Hetter. Will you give the reporter your full name? 

Mr. Youatem. Morton E. Yohalem. 

Mr. Hetxer. And what is your home address? 

Mr. YouaLem. 3539 Porter Street NW., Washington, D. C. 

Mr. Hetxer. Mr. Yohalem, we have your statement of January 15, 
1952. 

Do you have anything to add to that statement or do you desire to 
make any corrections ¢ it you do, you may do so now. 

Mr. YouauteM,. Well, the only thing I might add might be a matter 
of personal biography if you are interested. 

Mr. Hetier. Yes; we will come to that in just a moment. 

Mr. Youatem. Otherwise I have nothing to add. 

Mr. Hetier. You adopt it as your statement, as your direct tes- 
timony ? 

Mr. Youatem. I do, sir. 

(The statement above referred to is as follows :) 


STATEMENT OF THE DIRECTOR OF THE DIVISION oF PusBLiIc UTILITIES ON THE 
DvuTIES AND FUNCTIONS oF THAT DIVISION 


The Division of Public Utilities comprises the staff responsible for the ad- 
ministration of the Holding Company Act and for the discharge of the Com- 
mission’s advisory responsibilities under chapter X of the Bankruptcy Act. The 
personnel of the Division consists of 68 professional employees (lawyers, finan- 
cial analysts, accountants, and engineers) and 23 clerical employees. Apart 
from the supervisory personnel of the Division and their secretarial assistants, 
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the staff is organized into four operating branches and a Special Studies Branch. 
All of the work under the Holding Company Act is centralized in Washington 
and it is most infrequently that the regional offices are called upon to participate 
in this work. The chapter X work, on the other hand, involving as it does 
appearance by Commission counsel in the various district courts throughout the 
country, is largely decentralized, the Washington staff functioning primarily in 
basie research, as a coordinating authority, and as liaison between the field 
personnel and the Commission. 

It may be helpful at the outset to state in general terms the manner in 
which matters are brought to the Commission for determination or disposed of 
at the staff level. Obviously, in the 16 years of administration of the Holding 
Company Act, and the 13 years that chapter X has been on the books, many 
questions have become routine with their answers to be found in a substantial 
body of administrative precedents. Therefore, when questions of this type are 
presented to the staff, generally speaking, the staff answer is accepted by the 
affected parties. 

Frequently, however, what the staff deems routine is claimed to be unique by 
the party presenting it for consideration, or vice versa what is submitted as 
routine is, because of some special circumstance, considered by the staff to 
present a novel question. These matters are brought to the attention of the 
Commission itself, either on the initiative of the Director of the Division or 
upon the request of the public party. Most frequently such matters are pre- 
sented to the Commission in informal conferences but occasionally, as to mat- 
ters arising under the Holding Company Act, they are presented to the Com- 
mission sitting in its quasi-judicial capacity as litigated matters which are 
conducted in accordance with the Administratve Procedure Act. It must be 
noted in passing that under chapter X the Commission is not vested with any 
authority to conduct its own proceedings ; however, on occasion, interested parties 
have been accorded the opportunity of discussing the problems of a proceeding 
with the Commission in informal conference. 

It is the responsibility of the Director of the Division to determine which 
matters fall into the general pattern of Commission policy and which present 
such variance from established policies as to require discussion with the Com- 
mission. However, it has long been the Division’s (and the Commission’s) policy 
to be receptive to requests for conference consultation with the Commission 
whenever there is disagreement between the staff and outside parties over any 
substantial question. 


DISPATCH OF WORK UNDER HOLDING COMPANY ACT 


To each of the four operating branches in the Division are assigned holding 
company systems. These assignments are more or less permanent with the con- 
sequence that particular staff members become thoroughly familiar with the 
properties and systems with which they have to deal from day to day. From 
time to time the personnel of the branches is changed and systems may be trans- 
ferred to other branches in order to bring to bear new ideas and the experience 
of different staff members. Except in the areas of rates, service to consumers, 
and the purchase of equipment and supplies in the ordinary course of business 
(over which the SEC has no jurisdiction whatsoever), the Holding Company 
Act provides for regulation of most transactions undertaken by registered holding 
companies and their subsidiaries. Practically no financing operation can be 
undertaken without the approval of the Commission. So also as to the acquisi- 
tion or disposition of securities and utility assets. Accounting practices are 
subject to Commission regulation, as are proxy solicitations, reports to security 
holders, transactions with affiliates, service contracts, and many other matters. 
In the brief compass of this memorandum I shall try to show, you how, typically, 
the problems arising under such regulation are resolved. 

Company X planned an expansion of its facilities which required $125,000,000 
of additional capital. The company representatives, before filing any proposal 
with us, informed the branch handling its affairs of its program which was to 
issue $125,000,000 of debentures. After discussion our staff members indicated 
the possible imprudence of injecting so much debt into the company’s capital 
structure, even though it was financially a strong company, without some ad- 
ditional supporting common stock equity. The company representatives were 
unwilling to modify their program except after discussion with the Director of 
the Division. It was suggested by the staff that, for the purpose of such dis- 
cussion, the company should furnish certain additional financial data. It did so. 
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Those data were analyzed by the staff, discussed with the Director and an 
alternative program was worked out involving, among other things, the sale 
of more than $20,000,000 of common stock. Since this was a major financing 
operation, before further proceeding with discussions with the top officials of 
the company, the Director of the Division acquainted the Commission with the 
nature of the problem, the company’s proposal, and the staff's alternative. This 
was not for the purpose of securing a definitive Commission determination as to 
how this financing should be effected; this discussion with the Commission 
was rather for the purpose of assuring that the staff program was, generally 
speaking, in conformity with Commission policy. Thereafter, the Division Di- 
rector and his staff met in conferences with the company’s chief executive and 
his advisers and together worked out a program entirely satisfactory to the 
company, radically different from their initial proposal, and wholly satisfactory 
from point of view of the regulatory standards ordained by the Holding Com- 
pany Act. Only then did the company file its application with the Commission. 
The proceedings which followed were uncontested and completed within the 
time schedule which the company’s financing requirements dictated and the 
transactions involved were successfully consummated. 

Another and somewhat different instance involves a company’s financing pro- 
gram in which it was proposed to issue a convertible preferred stock. The com- 
pany’s representatives were told by the staff that a security of this type did not 
conform to the Commission’s past interpretations as to the appropriateness of 
an operating company’s capital structure. The company officials were unwilling 
to accept the staff's rejection of the program and asked for leave to be heard 
before the Commission. Such leave was granted; the Commission supported the 
staff’s views and thereupon an alternative program consistent with the Com- 
mission’s standards was speedily worked out. Although in this example the 
Commission ruled with the staff, such is not always the case. Furthermore, a 
company dissatisfied with the informal conclusion reached in such a conference 
may nevertheless persist in its original course and file its proposal; in which 
event the matter is set down for hearing and treated as a contested case. 

A third example, occurring with much less frequency, concerned a proposal 
for financing which was not acceptable to the staff and upon which the company 
desired a formal determination by the Commission. The company filed its ap- 
plication; it was promptly set down for hearing; a record was made in which 
company witnesses were vigorously cross-examined by the staff; the matter was 
briefed and argued orally; and in due course an opinion was issued which, in 
part, sustained the position of the company and, in part, sustained the position 
taken by the staff. Controverted proceedings of this type are conducted in ac- 
cordance with the Administrative Procedure Act. 

For the most part, however, financing programs are worked out at the staff 
level and only thereafter submitted to the Commission for approval. In mat- 
ters of corporate finance there is a wide latitude for exercise of judgment and 
discretion and within that area most matters can be hammered out to conclu- 
sions which reflect adequately the aspirations of management and yet meet the 
requirements of sound regulation under the statute as we at the Commission 
understand it. Very large sums are involved; and decisions are important. 
While each case muse be decided on its own merits, it nonetheless tends to be- 
come a precedent for other cases and must therefore be decided consistently with 
a pattern. Moreover, the success or failure of a particular financing may hang 
on ephemeral market conditions, and a high premium is put upon prompt atten- 
tion and disposition by the staff and the Commission. Because of the impor- 
tance of this time element, we give financing matters priority over our other 
work. I know of no instance where the failure of a proposed financing opera- 
tion has been attributed to any undue delay on the part of the Commission or 
the staff. 

In recent years there has been an enormous expansion in the electric- and gas- 
utility businesses accompanied by the issuance of large amounts of new secu- 
rities and the problems attendant upon such financing have consumed a good 
deal of the time of the Division. The problems in most of these cases are re- 
solved at levels of authority below the Director. All of them, however, receive 
at least his cursory review. 

A common problem in connection with financing concerns requests for exemp- 
tion from the Commission's rules requiring securities to be sold at competitive 
bidding. This rule has been outstandingly successful as a device to insure the 
raising of capital at the minimum cost, and in freeing holding companies and 
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their subsidiaries from the dominance of investment bankers. The success of the 
rule has depended as much upon the granting of exemption in proper cases as 
upon insistence upon its observance in others. Whether or not exemptions should 
be granted cannot be determined by rule of thumb. Rather there is required an 
informed judgment involving, among other things, sound appraisal of current 
market conditions. Decisions to grant or withhold exemptions are also invariably 
made at the highest level of Division authority and after consultation with the 
Commission itself. One of the important functions of the Division’s Branch of 
Special Studies is to advise the Director and the Commission in this type of 
problem, since the data upon which a decision must rest relate not only to the 
particular company involved but also to factors affecting the utilities industry 
as a whole and general market and economic conditions. 

In connection with each financing, the staff will examine the terms of the issue, 
and, if a bond, of the indenture; they will consider the appropriateness of the 
issue to the capital structure and earnings of the company; the method of sale: 
the fees and commissions to be paid; and similar matters which the statute 
requires us to regulate. When novel and important questions are encountered, a 
staff conference may be had with the Director while the application is being 
processed in order to obtain his instructions. 

All orders of the Commission are issued only after there has been public notice 
given of the proposed transaction and opportunity for hearing. In some instances 
the Commission itself on recommendation of the staff will initially set the matter 
down for hearing. Generally, this occurs when it is felt the transaction requires 
a more intensive exploration in a public record, or where considerable public 
interest in the proposal indicates that some interested person is likely to request 
a hearing. 

It is the duty of the Commission to enforce the simplification and integration 
requirements of section 11. This is done by the institution of proceedings for a 
particular holding-company system directed toward the issuance of an order 
under that section. It is the duty of the Director to decide the order of procedure 
with respect to the different systems. Because of staff limitation it has never 
been possible to conduct proceedings for all. registered systems at once. It has 
been necessary to pick and choose those cases where the public interest demanded 
the most immediate action. 

Study of the individual systems brings to light relationships or capital struc- 
tures which are violative of the act. An order instituting proceedings is prepared 
by the staff and issued by the Commission. Once the enforcement program 
obtained its initial impetus in the early 1940's and the Commission in a series of 
major opinions had delineated its interpretation of section 11, the various systems, 
more or less willingly, came forward with plans of their own for bringing them- 
selves into compliance with the section. 

These plans under section 11 (e) are set down for hearing, with notice to all 
security holders, and may not be approved unless they are found by the Com- 
mission “fair and equitable” to the persons affected thereby and necessary to 
accomplish the purposes of section 11. Frequently, when the plan is filed by a 
company as to which no order under section 11 (b) is extant, the Commission will 
institute proceedings under that section simultaneously with the issuance of its 
notice on the plan and join the two in a single hearing. This step is taken to 
assure Commission control over the course of the proceeding and more expedi- 
tious compliance. 

Nearly every plan under section 11 (e) requires some realinement of security 
holders’ rights, and many of them involve a comprehensive reorganization. The 
staff serves an important function at the hearings. It is a wholly disinterested 
party, as distinguished from representatives of security holders who seek from 
the reorganization the maxima for their particular class. The staff must explore 
every aspect of the proposal, expose any defect or unfairness, and help make a 
record upon which the Commission can decide the case. This requires the 
application of expert analytical, accounting, and legal skills. 

Staff participation may take several forms. In some cases there may be little 
or no public participation at the hearings, and the staff will have the major 
burden of developing the case. In others, the participation by the public may 
be extensive and expert, with substantiol controversy between the proponents and 
opponents of the proposal. Then the staff's participation is generally more neu- 
tral, aimed at assuring a well-rounded record and at opposing unnecessary delay 
and fruitless effort. However, in these cases, the staff will generally play a 
crucial role by lending its good offices to reconciling differences and bringing 
about a compromise on the plan. In the third type of situation, the staff may 
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oppose the plan in part or in its entirety as contrary to the standards of the act. 
As an adverse party in litigation, it is subject to the restrictions of the Adminis- 
trative Procedure Act, and will appear before the Commission only through 
prief and at oral argument on the merits of the case. During the course of the 
proceeding, it will, of course, have access to the Commission on administrative 
questions. : 

In uncontroverted cases, the Division will usually prepare draft findings for 
the Commission. In controverted cases, where the staff appears as an adverse 
party, findings are prepared by the Division of Opinion Writing. The statute 
provides for enforcement of plans after Commission approval in the Federal 
district court or for appeal from the Commission's order to the court of appeals. 
Enforcement proceedings in the district court are handled by the Division’s 
chief counsel, who, with staff attorneys, prepares all necesSary court papers 
and pleadings and presents oral argument in the court. On appeals, whether 
directly from Commission orders or from the district court, the Office of the 
General Counsel assumes responsibility for the case, with assistance from the 
Division’s chief counsel and other attorneys. 

The Commission has jurisdiction to award from the estate fees and allowances 
to counsel and experts in connection with section 11 (e) plan reorganizations. 
A separate fee hearing is convened after.completion of the plan proceedings and 
the staff recommends amounts for compensation. When controversy develops, 
the staff will prepare proposed findings. 

The Commission is empowered to exempt holding companies meeting certairi 
standards from all or specific provisions of the act. The Branch of Special 
Studies is responsible for the surveillance of exempt companies, and any trans- 
gression of the conditions of exemption or any fundamental or significant change 
in operations is brought to the attention of the Director for remedial action. 
The statute also contains provisions covering the formation of new holding com- 
panies. The work of the Division in this connection is also handled by the Branch 
of Special Studies. 

Registered companies and service companies over which the Commission has 
jurisdiction must file periodic reports with the Commission. These reports are 
reviewed for completeness and accuracy, and deficiencies are brought to the 
attention of the company for correction. In addition, studies into original cost 
of properties are conducted, and mutual service companies are regulated. 


CHAPTER X 


Copies of all pleadings in which the Commission is participating under chapter 
X are filed in the Washington office in order that the Commission may have a 
complete record upon which to advise the court as required by the statute. 
Chapter X cases are assigned to the various branches, who maintain a continuing 
familiarity with the progress of the case but take no active part until a report 
or study has to be prepared or some development occurs which requires their 
assistance. In this manner the chapter X work is handled as part of the 
Division's regular workload with no measurable increase in overhead. 

The field offices report to the special assistant for chapter X in the Division 
who, with the Director, guides and directs the field offices in their participation 
before the court. Primarily, the chapter X work is done in the field ; appearances 
in court, participation in conferences, the initial drafting of briefs, reports and 
other papers, conduct of investigations, etc., are handled in the field, although, 
on occasion, this may be done from Washington when this would be more efficient 
or where the central office is handling the case directly. 

Before any position is taken before the chapter X court by a regional office, 
the advice of the central office is obtained, and when the matter is of significance 
or concerns a novel issue it is presented to the Commission for approval. The 
matter is presented to the Commission either by written memorandum or orally, 
depending upon the complexity of the case and the time factor. On occasion, 
when the case is complex and the ramifications require full discussion by the 
Commission, a field staff member may attend the conference before the Com- 
mission. 

Although the Commission has no standing to appeal from a decision of the 
chapter X court, it participates in appeals taken by others. Since it is at the 
appellate level that decisions of far-reaching importance to the administration 
of the bankruptcy laws are customarily made, this activity of the Commission is 
ot extreme importance; and the Commission frequently files an amicus brief 
on matters of general scope in cases where it has not intervened, taking no 





766 STUDY OF SECURITIES AND EXCHANGE COMMISSION 


position, however, on the merits where there is a factual dispute. Briefs are 
prepared by the Office of the General Counsel, with the assistance of field and 
Division staff familiar with the case or with the general problem being adjudi- 
cated. 

CONCLUSION 


The duty of the Director is to direct all of the foregoing activities and, in addi- 
tion, to Supervise personnel, prepare budget requests and participate in budget 
hearings, and to meet with members of the public. 

Mr. Hetxer. Will you briefly describe your educational background 
and any other matter that you would like to call our attention to? 

Mr. Youatem. Yes. I was born in New York City and educated in 
the public schools; received my baccalaureate degree from Cornell 
University, and my law degree from New York University in 1930. 

I was in private practice in New York from 1931 until 1938, when 
I joined the staff of the Commission. 

Mr. Hetter. In 1938? 

Mr. Youatem. Yes. Then, I joined the staff of the Commission. 
When I joined the staff, I was an attorney in the New York office of 
the Reorganization Division, where I remained until June of 1941. 
In August of 1942 I was appointed special adviser on reorganizations 
of the Public Utilities Division, and I think it was in March of 1944 
that I became counsel to the Division, an office now known as chief 
counsel; and in 1946 Associate Director, and as of the first of January 
1947, Director of the Division. 

Mr. Heuer. In 1942 when you acted as special adviser—is that 
correct ¢ 

Mr. Youatem. That is correct. 

Mr. Hetier. Under whom did you work? 

Mr. Youatem. Well, I would say that I was responsible to the 
Director of the Division. 

Mr. Hetier. Who was the Director then ? 

Mr. Youatem. John Houser. 

Mr. Heuer. And who was chief counsel at that time? 

Mr. Youatem. Roger Foster. 

Mr. Hetier. What position did Mr. Slater have? 

Mr. Youatem. He was an attorney in one of the branches in the 
Division. They were then sections. 

Mr. Heiter. What position did Joseph Weiner occupy ? 

Mr. Youarem. At that time, I think he was in private practice in 
New York. 

Mr. Herter. When did he become connected with the Commission ? 

Mr. YouateM. Well, he became special counsel to the Reorganiza- 
tion Division, I think, in the summer of 1938, and I think it was in 
1939 that he became Director of the Public Utilities Division; but by 
the time I came to the Public Utilities Division he had left the Com- 
mission’s service; served with OPA and the War Production Board, 
and had then gone out to private practice in New York City. 

Mr. Hetier. Did you have any previous experience in the Federal 
Government before you became connected with the Commission ¢ 

Mr. Youatem. No; I did not. 

Mr. Hetter. Did you practice law up to that time ? 

Mr. Youatem. Yes; I had practiced law up to that time. 

Mr. Hetier. Where did you practice law / 





STUDY OF SECURITIES AND EXCHANGE COMMISSION 767 


Mr. Youatem. In New York City—well, headquartered in New 
York City. From 1931, just before I had been admitted to the bar 
until the latter part of 1932, I was employed by Charles Seligson, 
whose practice consisted very largely of representing the Irving Trust 
Co. as standing receiver in bankruptcy in the southern judicial dis- 
trict of New York, and since that time I have been interested primarily 
in bankruptcy and reorganization matters. In 1933, I was employed 
by Rosenberg, Goldmark & Colin, who were then attorneys for the 
Irving Trust Co. in connection with the International Match Corp. 

(After informal discussion off the record.) 

Mr. Heiter. You may continue. 

Mr. Youatem. The International Match Corp. was one of the Ivar 
Kreuger enterprises.. 

In the latter part of 1934, I was sent by the firm to Europe, and | 
was there from 1934 until the middle of 1936. 

Mr. Hetier. What was the name of the firm ¢ 

Mr. Youatem. Rosenberg, Goldmark & Colin. 

Mr. Heuier. Where was their office / 

Mr. Youatem. 165 Broadway. 

Mr. Hetier. Would you mind telling us what this mission to 
Europe was about ? 

Mr. Youarem. Yes; the trustee of the International Match Corp. 
was engaged in a number of law suits; one against the National City 
Bank and other banks, to recover preferences under the Bankruptcy 
Act; one against the directors for mismanagement and another 
against the directors for the unlawful payment of dividends. Much of 
the evidence upon which any such action could be tried related to the 
operations of foreign subsidiaries and to the conduct of the corpora- 
tion’s affairs abroad by Ivar Kreuger, who dominated that company. 

It was my job to prepare the evidence that was available abroad for 
presentation in the American courts. 

That work continued until, as I said, the summer of 1936, when the 
litigation was composed by settlement; and in the fall of 1936 I left 
that firm and became associated as an employee with Marshall, Bratter, 
& Seligson. I remained with them until the fall of 1938, as which time 
chapter X of the Bankruptcy Act had become law; and, since that was 
the field of law in which my primary interest lay, I sought employ- 
ment with the Commission. 

Mr. Heiter. Mr. Yohalem, as we understand, the chief function of 
the Division of Public Utilities is to administer the Holding Com- 
pany Act and act in an advisory capacity in connection with chapter 
X proceedings; is that correct ? 

Mr. Youarem. That is right, Mr. Chairman. 

Mr. Hetier. Your statement indicates that the present personnel 
of the Division consists of 63 professional employees and 23 clerical 
employees. 

Mr. Youatem. That is correct. 

Mr. Hetier. How does that compare to the number of persons em- 
ployed by your Division in 1950 and 1951? 

Mr. Youatem. I have those figures here. As of the end of fiscal 
1950, we had 113 on the rolls. I might go on to say at the end of fiscal 
year 1951 we had 98. 

Mr. Hetier. Can you break down the 1950 and 1951 figures, 
please ? 
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Mr. Youatem. Of the 113 on the rolls for 1950, 82 were profes- 
sional and 31 were clerical. Of the 98 in 1951, 68 were professional 
and 30 were clerical. As you see, most of the decrease occurred in pro- 
fessional employees. 

Mr. Heuier. Now, for the 1952 fiscal year, what was it ? 

Mr. Youauem. Fiscal 1952, it was 97. That was the budget re- 
quest. For fiscal 1953 it is 86, I believe; our present employment is 
84, with 4 employees on loan elsewhere. 

Mr. Heuier, Are you able to break down that 1952 figure ? 

Mr. Youatem. Not at the moment, sir, except to say that I know 
that it represents a reduction of 10 professional employees and 1 
clerical. ‘That is fairly certain. 

Mr. Hetier. Do you keep track of the subsequent employment of 
those persons whose services have been discontinued by your Depart- 
ment; who voluntarily leave, of course / 

Mr. Youatem. No; we do not keep track in any formal sense. [ 
think that there is a very good and close esprit de corps in the Di- 
vision and, therefore, as a personal matter we know—most of us 
know—where most of our departed brethren have landed; but we do 
not attempt to keep any formal record of their employment. 

Mr. Heuer. To what extent, assuming that you know where they 
have departed to, do these people find employment in utility systems 
subject to the jurisdiction of the Commission ¢ 

Mr. Youatem. Well, there have been several instances of that sort. 
I would say that they are in the minority, trying to quickly add them 
up on my fingers. 

Mr. Hetier. We would like you to give us a statement; and, if it is 
not available at this moment, would you please furnish us with that 
information and we will consider it as your answer at this point in the 
record. 

Mr. Youatem. How far back, Mr. Chairman ? 

Mr. Hetxer. We would like to have you go back for 5 years. 

Mr. Yonatem. Mr. Chairman, I should say that we will, of course, 
give you the best information that we have. There may be some 
people about whom we simply have lost track. 

Mr. Hetter. If you have no information on those people, will you 
just state so, and we will consider that your best answer. 

Mr. Youatem. All right. 

(The information requested is as follows :) 
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Mr. Heuer. As we understand the organizational set-up of your 
Division, you head the Division as Director. 

Mr. Youa.em. That is correct. 

Mr. Hevier. And you have an Associate and an Assistant Director ; 
is that correct? 

Mr. Youautem. That is correct. 

Mr. Heuer. And chief counsel ¢ 

Mr. Youatem. That is correct. 

Mr. Hetxer. A special adviser on matters relating to chapter X; 
that correct ? 

Mr. Youatem. That is correct. 

Mr. Heuuer. An assistant chief accountant ? 

Mr. Youatem. That is correct. 

Mr. Heuirr. A Branch of Special Examination and Studies? 

Mr. Youatem. That is correct. 

Mr. Heuier. And an Engineering Section and four operating 
branches; is that correct ¢ 

Mr. Youatem. That is right, sir. 

Mr. Heuer. I also understand that each operating branch consists 
of from 8 to 10 trained persons headed by a branch chief and includes 
lawyers, financial analysts, and accountants ¢ 

Mr. Youaiem. That is right. 

Mr. Heuer. As I understand, specific holding-company systems are 
assigned to each branch, and the work of the branches are cleared 
through and coordinated by your office. Is that correct? 

Mr. Youatem. That is right. 

Mr. Hetier. Among the duties assigned to each branch is the super- 
vision of financial programs of the companies subject to the 1935 act / 

Mr. Youatem. That is correct. 

Mr. Hetuer. Is it correct to state that when the Commission passes 
on the fairness and the equity of the section 11 (e) plan it requires 
that the securities received under the plan be listed, providing the 
securities eliminated were traded on an exchange ? 

Mr. Youatem. I think they are only required to be listed if the 
securities to be exchanged are also listed. 

Mr. Heuer. Provided they are listed ? 

Mr. Youatem. As I understand your statement, Mr. Chairman, 
there are some securities that have unlisted trading privileges as 
distinguished from listing. 

Mr. Heuer. I see. Is it correct then to state that this requirement 
may be deferred for a period from 6 months to a year so that during 
this period the securities may be traded on the over-the-counter market 
until a more active market may be created for the securities ? 

Mr. Youatem. No; I do not think that is correct, Mr. Chairman. 

I think the correct statement is that, generally speaking, the listing 
is required to be done as soon as practicable after the securities are 
available for distribution. There was one case, as 1 recall—perhaps 
two—in which there was accorded to the company a period for over- 
the-counter trading as distinguished from national registered-ex- 
change trading, which was limited to 1 year. 

Mr. Hetier. So that is not the usual practice / 

Mr. Youatem. No; the usual practice is to require listing as soon as 
practicable. Now, sometimes, as I understand it, immediate listing 
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has not been practicable because the exchange has not been satisfied 
that there was sufficient distribution to meet their standard for listing. 

Mr. Hetter. You indicate in your report that your Division receives 
applications for exemptions from the competitive bidding rules; is 
that correct ? 

Mr. Youatem. That is correct. 

Mr. Heuer. The determination as to whether or not to extend the 
exemptions is assigned to the Branch of the Special Studies; is that 
correct ¢ 

Mr. Youatem. That is correct. 

Mr. Hetier. Who heads up that Branch ¢ 

Mr. Youatem. A man by the name of Amerst E. Huson. 

Mr. Hetter. Has the number of exemptions increased over the 
past 3 years ¢ 

Mr. Youatem. Well, without having the figures before me, I would 
give my impression that they have declined. 

Mr. Hexier. In your opinion, has the exemption from competitive 
bidding tended to concentrate the holding of limited securities in the 
hands of a limited number or types of investors or institutions? Just 
give us what may be your experience. 

Mr. Youatem. Well, I think that, by and large, Mr. Chairman, it 
(loes not make any difference whether the securities are sold via com- 

vetitive bidding or through an exemption, insofar as the distribution 
is concerned. 

Now, I do not want to be misunderstood. I am speaking now only of 
securities which are sold to underwriters for distribution. 

There have been instances where securities have been sold directly 
to institutional investors; and, of course, in those cases the issue is less 
widely distributed than if it is sold through underwriters for public 
distribution. 

In point of fact, however, generally speaking insofar as debt secu- 
rities are concerned, they go to institutional investors when they are 
sold by competitive bidding or pursuant to exemptions from competi- 
tive bidding. 

Mr. Heuxer. Have these securities found their way into the hands of 
a limited unmber of institutional investors / 

Mr. Youatem. It depends on what class of securities you are talk- 
ing about; debt securities ? 

Mr. Hetxier. That is correct; debt securities. 

Mr. Youatem. In the case of debt securities, I think that generally 
speaking they are held for the most part by institutional investors. 
In some degree they are, of course, purchased by wealthy individuals 
who have very wide holdings, but { would guess that that accounts 
for a minor portion of the debt securities which are sold. 

Mr. Hetier. How about the other securities / 

Mr. Youatem. Well, preferred stocks—— 

Mr. Hetter. Can you discuss the equity securities ? 

Mr. Youauem. Well, if you include preferred stocks. 

Mr. Hewter. Yes. 

Mr. Youatem. In equity securities? 

Mr. Hetter. Yes. 

Mr. Yonatem. I would say that there they are largely held by in- 
stitutions; but a much greater proportion of them than of debt securi- 





STUDY OF SECURITIES AND EXCHANGE COMMISSION 773 


ties are also held by private investors and are more or less widely 
distributed. 

As to common stocks, there we have found a very wide distribution. 
Well, how wide, how many thousands of security holders there may 
be in any given utility company, of course, depends, generally speak- 
ing, upon how large the utility company is. I say “generally speak- 
ing,” Ronoeas I know of one instance where a very small company 
has colossally large list of security holders. 

But, by and large, common stocks have been widely distributed, 
although large blocks of them are, of course, often held by investment 
trusts and other financial institutions. 

Mr. Hetier. Mr. Yohalem, I take it that, in connection with the 
performance of the duties assigned to your Division, you receive a 
number of reports, including the reports required by the Commission's 
rules and regulations under section 14; is that correct ¢ 

Mr. Youatem. That is correct. 

Mr. Hever. Would you briefly indicate to the committee the kind 
of reports which your Division receives from the companies subject 
to the Holding Company Act? 

You get the annual reports; do you not ? 

Mr. Youatem. Yes. We get a good deal more than that, sir. 

I should first say that, upon registration, a holding-company sys- 
tem is required to file a form designated U-5-B. That form requires 
a great mass of information about the structure of the system; the 
nature of its organization; location of its properties; its officers, 
directors, and so on. 

Each year there is required the filing of Form U-5-S. That is an 
annual supplement to the annual U-5-B. And, that annual report 
brings up to date the basic information which has been provided by 
the U-5—B, noting the changes that have taken place by reason of 
section 11 action or new financing. 

Now, then, I think that that is the basic reporting requirement. 

Then, in many of the holding-company systems there are service 
companies. Those companies report on U-13-1. 

Now, then, each transaction to be undertaken by a system company 
requires a filing on Form U-1; and what is contained in that form 
depends on the nature of the transaction proposed. 

Those are the principal forms, I would say. 

There are filings required by attorneys or representatives of holding 
companies on Form U-12. 

There are two forms of reporting: either reporting in advance, 
retainer arrangements, or reporting after the fees are received. 

I am sure there are also some miscellaneous reports which just do 
not come to me at the moment. I do not think they are of any great 
consequence, 

Then, the Holding Company Act has the counterpart of section 
16 of the Trading and Exchanges Act and requires the filing of re- 
ports by officers and directors of any transaction that they may have. 

Mr. Hetter. Insiders? 

Mr. Youatem. On their own securities; that is right. 

Mr. Hexier. Are you up to date in your review and analysis of these 
reports ? 

Mr. Youatem. I think we are fairly up to date, although I must. 
in frankness say that in prior years, due to the great workload we 
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had, the analysis of those filings may have been more cursory than 
it should have been. 

More recently, we have tried to keep that inspection and anlysis on 
a closer schedule. 

Mr. Hetrer. Are you able to tell us on which of these filings you are 
actually up to date ? 

Mr. Youatem. No; I can’t, although I would guess that, all of the 
filings for the past year have been examined. They may not have 
been completed. That is, the deficiencies may not have been com- 
pletely satisfied. 

Mr. Hetter. Can you supply us with the information, and we will 
consider it as a part of your answer at this point ? 

Mr. Youatem. I will certainly check that. 

(The information requested is as follows :) 

For the calendar year 1950, forty holding-company systems filed annual re- 
ports (Form U-5-S) under the Public Utility Holding Company Act of 1935. 

As of February 28, 1952, the Division had completed its examination of thirty- 
six of these reports. Because of personnel shortages, the examination of the 
remaining four companies had not been completed. 

Mr. Hetier. As of June 30, 1951, the total number of companies 
associated with registered holding companies was 444; is that cor- 
rect ? 

Mr. Youauem. That is correct. 

Mr. Heiter. This number included 64 holding companies, 195 
electric- or gas-utility companies, and 185 nonutility subsidiaries? 

Mr. Youautem. That is correct. 

Mr. Hetier. Now, on June 30, 1950, there were 68 holding com- 
panies; 233 electric- and gas-utility companies, and 252 nonutility 
subsidiaries; is that correct ? 

Mr. Youatem. I think that is correct. 

Mr. Heuvier. On June 30, 1948, there were 72 holding companies, 
27+ gas- and electric-utility companies, and 294 nonutility compan- 
jes; 1s that correct ¢ 

Mr. Youatem. I think that is a correct figure. 

Mr. Heitier. According to your own estimate, after your entire 11 
(b) program is completed, there will be about 20 regional systems with 
aggregate assets of 6 or 7 billion dollars which will remain perma- 
nently subject to the act. Is that correct ? 

Mr. Youatem. No; there will be 20 regional systems which today 
have aggregate assets between six and seven billion dollars. 

Mr. i ELLER. They will remain subject to the act; is that correct? 

Mr. Youatem. Yes; but you see that six-to-seven billion-dollar 
figure is not static by any means. The industry has been growing at 
such a pace that I do not know what that figure will be. . 

Mr. Hetter. Let us say approximately, then; would that be correct 

Mr. Youatem. No; I think the likelihood is that it may be as much 
as 25 to 30 percent wrong. That may be an understatement. 

Mr. Hetuer. I see. 

Mr. YoHaLeM. But, we presented that figure as of today, because 
it was the only figure we had. 

Mr. Heiter. At the rate of progress indicated for the past 3 years, 
approximately how long, in your opinion, do you estimate it would 
take your Division to arrive at an ultimate set-up of these 20 regional 
systems ? 
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Mr. Youatem. Mr. Chairman, I have been asked that question 
twice annually; once annually by the Bureau of the Budget and once 
by the Independent Offices Appropriations Committee every year that 
I have appeared there. 

Mr. Heutter. This is 1952, you remember. 

Mr. Youatem. And, the first time I was asked, I was at somewhat 
of a loss for an answer. The next time I was asked, I at least had this 
much of an answer: that “it is certainly going to be a year less than it 
was last year.” 

It is very difficult to estimate the time in a particular case, because 
many of these reorganizations have been held up by appellate review, 
and several times in the past the result of the appellate review has 
been that, while we were sustained in the rightness of our determina- 
tion when it was made, by the time the review process was over, the 
determination could no longer be effectuated, because it would have 
been unfair. 

So, Iam really hesitant to put a time limit on it. I would hope that 
it is a matter of a couple of years. 

Mr. Hetzer. What do you mean by that. 

Mr. Youanem. Well, I would hope that another 2 years might at 
least see these cases pretty well on their way to determination by the 
Commission. What the appellate course would be, I do not know. 
You must remember that very large sums of money are riding on the 
results of these reorganizations and, therefore, frequently there is 
a sufficient stake to prompt an appeal. 

I can give you, if you are interested, instances where 

Mr. Hetier. No; let us not go into that. We may touch on it later. 
You just do not know now. 

Mr. Youatem. No, sir. 

Mr. Hetxier. Let me call your attention to this; in 1947—and I 
wonder whether you are acquainted with this or not—your Commis- 
sion told this committee—not the subcommittee but the full commit- 
tee—that most of the job would be done in 214 or 3 years. Are you 
acquainted with that assertion ¢ 

Mr. Youatem. I remember that assertion being made, and I re- 
member being somewhat aghast when it was made. I think it was 
a hope: but it simply has not been fulfilled. 

Mr. Hetxer. Is your statement now also a hope, or is it actually 
something that you can foresee at the present time / x 

Mr. Yorratem. I think my statement was sufliciently circumscribed 
so that I am willing to stand on it. 

Mr. Hetxer. In other words, it might even be less than 2 years; is 
that correct ¢ 

Mr. Youatem. It might be, although I would certainly doubt it. 

Mr. Hetier. It is true—is it not!—that the pattern for the types 
of holding-company systems that are expected to continue to be subject 
to the act is pretty well marked out. 

Mr. Yonatem. Yes; I think that is true, and I think that has been 
true for a long time. 

Mr. Hetier. Accordingly, we take it that the Holding Company 
Act will never result in the total elimination of the holding-company 
systems, and these surviving systems will continue to be subject to reg- 
ulation by the Commission. Is that correct ? 
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Mr. Youatem. That is correct. 

Mr. Heiter. Well, would it be correct to state that the bulk of the 
work of your Division is covered by activities under sections 6, 7, and 
11 (b) of the act? ' 

Mr. Youatem. Yes; I think that would be correct. No; I would 
have to add to that sections 10 and 12, the sections relating to acquisi- 
tions and divestments, also. And I assume also, when you say “11 
io” you mean 11 (e) and 11 (d), the implementing sections for 11 
(D). 

Mr. Heuer. Just let us refer to it as section 11. Then that would 
be correct ; would it not? 

Mr. Youatem. That is right. 

Mr. Hetier. Approximately what proportion of the time of your 
staff is devoted to the analysis of financing plans to determine whether 
proposed security issues, changes in priorities, preferences, voting 
powers, and other rights of outstanding securities meet the qualitative 
standards prescribed in section 7. 

Just give approximately the time consumed. 

Mr. Youatem. That is a very difficult question to answer for this 
reason, Mr. Chairman. Obviously, frequently in reorganizations when 
securities are issued, some securities may be issued for the purpose of 
effectuating the reorganization and others to provide additional capi- 
tal. Similarly, you take a case of an acquisition of property subject 
to the act, well, generally speaking, that has been accompanied by 
financing. So, you have a financial case riding along beside a case in- 
volving the acquisition of properties, or you have cases where proper- 
ties are sold and then the proceeds are to be devoted to some financial 
purpose of the company doing the selling. Sothat you get a very close 
interrelationship between financing and the other regulatory activities. 
However, if I did try to make a guess—and I can assure you it is an 
informed guess, but it is a guess nonetheless—of the time devoted 
strictly speaking to the issuance and sale of securities, I would say that 
it is in the neighborhood of 40 percent of our man-hours. Now, that 
can be wrong by X percent either way and there is not anyway that I 
know of to give you a more precise answer. 

Mr. Hetier. We are not trying to get a precise answer. We know 
that that is rather difficult. You would say that under the circum- 
stances a great part of the time is utilized; is that right ? 

Mr. Youatem. Oh, yes. 

Mr. Heiter. We understand that the Commission also regulates 
transfers of properties, dividend declaration, and loans covered by 
sections 9,10,and 12. Is that correct? 

Mr. Youatem. That is right. 

Mr. Hetier. Would you briefly tell us the procedures followed in 
this connection ? 

Mr. Youatem. Well, let me dispose of the easiest one first, and 
that is the matter of dividends. 

The Commission, under the statute, has no regulatory authority over 
the declaration of dividends, except when the dividend is to be paid 
out of capital or capital surplus. That is, if the dividend is not 
declared out of good earned surplus. 

(After informal discussion off the record.) 

Mr. Youatem. Do you want me to go ahead? 


Mr. Heuer. Yes. 
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Mr. Youatem. There have only been relatively few instances where 
companies have sought to pay dividends out of capital surplus or 
capital, and so there has not been any substantial amount of work 
related to that problem. 

On the other hand, the dividend policies of companies are, of course, 
intimately related to their financing programs for expansion and, 
therefore, it has frequently been necessary in connection with the 
discussion of financing program of specific fr to discuss with 
them and to canvass the problems arising out of their dividend policies. 
‘hat has always been on an informal basis, and obviously has always 
been a very delicate subject to discuss, because directors do have the 
primary responsibility for dividend policies; but nonetheless it has 
played a role in our general supervisory responsibilities. 

Now, your question, as I understand it, calls for an answer as to 
how the problem of acquisition is handled. Generally speaking, the 
initiative for acquisition comes from management. Company X de- 
termines that a property in their area, either contiguous or not, would 
be a desirable property to acquire—— 

Mr. Hetier. No; we do not want to go into that. We just want 
you to state briefly the procedures which are followed. 

Mr. YoHALEM. Well, the procedure consists in the filing of an 
application by the acquiring company. I would say that in most 
cases that application is set down for hearing. The transaction is 
first studied “ the staff and then at the hearing a record is made 
of all of the relevant considerations, by which the transaction is to 
be judged. I would say that 99 times out of 100 such proceedings are 
not contested proceedings. They are not adversary proceedings, so 
that on the closing of the record the Division studies it, writes a pro- 
posed opinion for the Commission and submits it to the Commission. 
In due course the Commission, with such changes as it may consider 
appropriate, issues the opinion and order and the acquisition is 
made, 

Now, some acquisitions are processed under the Commission’s U-23 
procedure. I do not know whether you know what that is; and, if 
you do not, I think I ought to take a moment to explain it to you. 

Mr. Heuer. If it is going to be only a moment. 

Mr. Youatem. Many years back, the Commission sought for an 
economical and noncumbersome procedure which would enable it to 
handle expeditiously matters which were not controversial and which 
did not seem to require the development of a record, and to that end 
it promulgated U-23, which is a procedural rule. Under that rule, if a 
filing is made which the Commission believes to encompass a non- 
controversial action on which no record other than the filing is neces- 
sary, a notice is issued of the filing and advising the public that they 
have until a given date to request a hearing, and if they desire a hear- 
ing that they state their reason therefor. 

In the absence of any request for hearing, the notice states that 
the Commission may enter an order at a given date authorizing the 
transaction. 

In the great majority of cases where we proceed by U-23, there is 
no request for hearing, and in due course when the time period has 
run an order issues. 

Sometimes, however, an interested security holder—a municipality 
that may be affected or some other party with an interest—requests 
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a hearing and in that event, if sufficient cause for a hearing is shown 
in that request, instead of the order issuing, the matter is set down 
for hearing and then it is processed as any other controversial pro- 
ceeding is processed. There have been instances of that kind. 

Now, that practice under U-23 has developed greatly in recent 
years where matters which are presented to us do not present any 
novel legal issues and where the econtel issues have been worked out 
between the applicant and the staff before filing, and it is a great time 
saver and work saver. 

Mr. Hetrer. What inspections or investigations are made to de- 
termine whether or not registered holding companies and their sub- 
sidiaries are maintaining accounts and records in the forms prescribed 
by the Commission and in accordance with the requirements of sec- 
tion 15 of the act ? 

Mr. Youatem. We do not inspect, except in unusual circumstances. 
We do not inspect or audit the books or accounts of the companies. 
The filings that I mentioned before under U-5-S reflect the state- 
ments of accounts as of the year end, and very frequently we find 
that a given transaction has not been accounted for in accordance with 
the Commission’s accounting requirements. 

When that happens, the company is sent a letter of deficiency and 
in due course the accounting error is corrected. 

Mr. Hetxer. Then you do make investigations; do you not? 

Mr. Youatem. No; we do not make investigations of the books 
themselves. We do determine whether the accounting procedures fol- 
lowed by the company are in accordance with our procedures, by 
their reports to us on U-5-S. 

Mr. Hetter. Let us see if we cannot get this cleared up. 

The section requires that the companies maintain accounting rec- 
ords in certain prescribed forms; is that not correct? 

Mr. Youatem. That is correct. 

Mr. Hetzer. If that requirement is there in the act, we must assume 
that they actually do that; is that correct ? 

Mr. Youatem. Yes, sir. 

Mr. Heiter. How does the Commission know whether they have 
complied with the act ? 

Mr. Youatem. Let me try and give that to you in this way: The 
Commission has promulgated a uniform system of accounts for holding 
companies, and it would be a violation of the act for holding companies 
as such—I am not talking about their operating companies but hold- 
ing companies as such—to keep their books otherwise. 

Mr. Hetier. How do you know whether there are any violations? 

Mr. Youatem. Then, they make their annual reports to us on U-5-S, 
which are made under oath, and their books are audited by certified 
public accountants. 

Mr. Hetxer. Their certified public accountants? 

Mr. Youatem. Yes, although I do not think it is required; but, gen- 
erally speaking, they are audited. 

Mr. Hetier. Yes. 

Mr. Youatem. And, therefore, and since they have been, it is re- 
flected in their reports to us, the way that given accounts have changed 
in the course of the year. From that report we are able to deduce 
whether they have kept their books in accordance with our system of 


accounting. 
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Now, as to the operating companies, we have in recent years done an 
actual and literal inspection of the books of certain companies, to be 
sure that their properties are stated at original cost. 

The Commission adopted rule U-27, which required that operating 
companies whose accounts do not have to be stated according to a 
classification of accounts by the Federal Power Commission, or State 
commissions to which they were subject, had to conform to the uniform 
system of accounts promulgated by the Federal Power Commission for 
electric companies, and by the National Association of Railroad and 
Utility Commissioners for gas companies. The great majority of 
operating companies were required to conform their books to a classifi- 
cation of accounts by other regulatory commissions than the SEC: 
but there were a large number of companies that were not thus required, 
and for that purpose we had in the Division a section devoted to mak- 
ing original cost studies. Their work was concluded as of the end of 
the last fiscal year. £ 

Now, that job was done in part in the field by actually going over 
the company’s property records and the properties and making certain 
that the property records were in accord with the properties and also 
in accord with original cost. 

Mr. Heiter. How frequently were the reports and the system of 
accounting, which you have talked about, actually inspected by your 
Division ¢ 

Mr. Youatem. Just once for each company. 

Mr. Hetxer. I see. 

Mr. Youatem. Now, they are required to act from that point on; 
that is, from the date as of which the inspection was made. 

Mr. Heuer. At what intervals? 

Mr. Youatem. Well, I am now talking about accounting for prop- 
erty. That is,if they buy a generator it has to go on the books at origi- 
nal cost. It cannot go on the books at some other figure. So that, sub- 
ject, of course, to the possibility—which I consider remote—that com- 
panies are deliberately misstating their accounts, we have no reason to 
assume that their records are not in accordance with the system of 
accounting as required by us. 

I do not think that we have ever found any deliberate misstate- 
ment of accounts in recent years. On the other hand, I need not tell 
you that prior to the enactment of the Holding Company Act, 
and one of the reasons for its enactment, was the rather unorthodox 
accounting practices of holding companies and their subsidiaries. 

Mr. Heiter. The Commission has the duty—has it not?!—to look 
over the terms of utility-service-company contracts. 

Mr. Youaem. Yes, sir. 

Mr. Hetrer. Can you briefly tell us the procedure that is followed 
in that regard ? 

Mr. Youatem. Well, I think that we can say that there are two pro- 
cedures. As mentioned before, service companies are veueirel to 
file annual reports on form U-13-1. Those reports are a matter of rou- 
tine, and when time is available they are examined by the operating 
branches that are familiar and have under their jurisdiction given 
companies. That work has never been done to my satisfaction, and 
the reason for it is a very simple one. We have had to put first 
things first, and there simply has not been time to do that, so that I 
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cannot tell you with any great degree of assurance that we are satis. 
fied that the operations of service companies have been in all respects 
proper. That does not mean to say that I know of any large number 
of instances to the contrary. 

So much for the routine interests in service companies and service 
contracts. 

In the course of the effectuation of the section 11 program, however, 
other service company problems came up. Some systems had had 
service companies which had in them qualified personnel to render 
technical advice to the constituent companies. However, the systems 
were being broken up, and the problem then arose as to what to do 
with those service companies; what could be done to minimize hard- 
ship to the personnel in those service companies and at the same time 
to assure that, if we permitted the service company to continue as an 
entity, it did not serve as a holding company by impinging on the 
free management of subsidiary companies that were supposed to be 
leaving the system. 

Well, in numbers of instances, we permitted service companies to be 
set up which had as their intention to service operating companies 
which would no longer be related to them in any other way than the 
contract, and those service companies have been functioning. 

Now, as to those companies, we have in different cases used different 
techniques of supervision. We receive copies of invoices or copies of 
work orders on a spot basis, on a sampling basis, in order for us to 
try to keep track of the relationship between the service company 
and the operating company, to be satisfied that in the first place 
there was no revival of the common control problem, the holding- 
company problem, in relation to the situation, and also to be satis- 
fied that services were being contracted for on the basis of the need, 
and that the old relationships between the service company and the 
operating company were not being abused. 

Now, depending on how the particular service company was worked 
out has depended the technique we have used for eatin track of 
their continuing relationship with the operating companies. 

There, too, because of shortage of manpower and of time, I am not 
satisfied that we have done as much as we should to keep track of those 
situations ; and, what is more, as a consequence of the disappearance of 
large holding companies and the growth of service companies by the 
process that I have just outlined to you, I think that attention should 
be given to the way in which the service companies are operating and 
to the question of whether changes should not be required. 

Now, we simply have not been able to get to that, and in my judg- 
ment that is an extremely important subject. 

The reason for it is that the service companies’ charges are, of course, 
paid for by consumers, and those charges run to a very large amount 
of money on an anual basis. I think that we discovered these charges 
ran to about $40,000,000 a year. That is by no means the whole 
picture. 

I also should call your attention to the fact that the problem of 
service companies is dealt with in the statute, not in terms of service 
companies only in holding-company systems but the Commission is 
given responsibility for considering the operations of all companies 
which are engaged primarily in servicing gas- and electric-utility 
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companies, whether or not the gas and electric companies they serve 
are in holding-company systems. 

Now, that is a problem we have simply never had an opportunity to 
get to; and, as I say, it is a major problem in the industry. 

Mr. Hetxer. I think we will adjourn now; and, Mr. Yohalem, we 
will ask you to be good enough to return. We just cannot finish at 
this time, but Mr. Spal will communicate with you, and we will 
arrange a satisfactory return engagement. 

(Thereupon, at 2:40 p. m., the subcommittee adjourned to meet 
at 2 p.m. Tuesday, March 4, 1952.) 
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MONDAY, MARCH 10, 1952 


House or REPRESENTATIVES, 
SUBCOMMITTEE OF THE COMMITTEE ON 
INTERSTATE AND ForREIGN COMMERCE, 
New York, N. Y. 

The subcommittee met pursuant to call, in room 2804, United States 
Court Building, New York, N. Y., at 10 a. m., Hon. Louis B. Heller 
(chairman of the subcommittee) presiding. 

Mr. Herter. The subcommittee will please be in order. 

Since our meeting today is the first open session of the subcommittee 
to which the public is invited, I think it is proper to make a brief 
statement of the purposes of the subcommittee, and our accomplish- 
ments thus far and what we intend to do. 

On August 22, 1951, the Interstate and Foreign Commerce Com- 
mittee by unanimous vote adopted the following resolution : 

That the Chair be authorized to appoint a special subcommittee of seven 
members with authority to investigate the Securities and Exchange Commission 
and the exercise, by the Commission, of the duties and functions granted to it 
by law; and that this special subcommittee may report to the committee from 
time to time the results of its investigation with such recommendation for legis- 
lation or otherwise as it deems desirable and shall, before the expiration of the 
present Congress, submit to the committee a final report. 

Now, pursuant to this resolution, on August 24, 1951, the Honorable 
Robert ‘rosser, of Ohio, the distinguished chairman of the entire com- 
mittee, a = gk ne the following subcommittee: Louis B. Heller, of 
New York, chairman; William T. Granahan, of Pennsylvania; John 
A. McGuire, of Connecticut; Harley O. Staggers, of West Virginia; 
Leonard W. Hall, of New Y ork; Hugh D. Scott, Jr., of Pennsy lvania: 
and John B. Bennett, of Mic higan. 

I should like to point out that pursuant to rule XI of the House, 
entitled “Powers and Duties of Committees,” the Committee on Inter- 
state and Foreign Commerce, among its div ersified powers and duties, 
has jurisdiction over “Securities and exchanges,” and that in conform- 
ity with the intent of section 136 of the Legislative Reorganization Act 
of 1946, it is the duty of the Interstate and Foreign Commerce 
Committee to exercise— 
continuous watchfulness of the execution by the administrative agencies con- 
cerned of any laws, the subject matter of which is within the jurisdiction of such 
committee ; and, for that purpose, shall study all pertinent reports and data sub- 
mitted to the Congress by the agencies in the executive branch of the 
Government. 

The House having recessed on August 23, 1951, until September 12, 
1951, the organizational meeting of this subcommittee was held on 
September 20, 1951. At this meeting it was unanimously decided to 
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invite the Commissioners of the Securities and Exchange Commission 
to meet with the subcommittee in executive session for an informal 
conference on September 25, 1951. Pursuant to our request, there 
appeared before this subcommittee all the members of the Securities 
and Exchange Commission. The Commission was requested to fur- 
nish statements which would fully disclose to the subcommittee (1) 
the laws administered by the Commission, (2) the ways in which the 
Commission has administered the various statutes under which it 
functions, and (3) the operations of the Commission, so that the sub- 
committee could become thoroughly informed as to the powers, duties, 
and functions of the Commission, and its procedures, problems, and 
so forth. It was further agreed that these statements would be made 
part of the record and that the Commissioners would appear before 
the subcommittee. 

In view of the fact that the House had adjourned on October 20, 
1951, it was not possible to start our hearings until the beginning of 
this session of the Congress. 

At the informal conference attended by the Commissioners, it was 

pointed out that the intention of the subcommittee was, to use the 
words of the distinguished chairman of the Interstate and Foreign 
Commerce Committee, the Honorable Robert Crosser— 
to conduct an inquiry into the work of the Securities and Exchange Commission, 
and to consider whether or not the purpose of the law creating the Commission 
has been fully appreciated and carried out. 
In other words, the subcommittee is seeking to ascertain whether or 
not the legislative intent and policy have been understood and carried 
out by the Commission. The inquiry is being conducted in an objec- 
tive, judicial, and impartial manner in the interest of the Nation. 

In reviewing the Commission’s activities of the past 16 or 17 years, 
we aim to do so in a constructive and dignified manner; to give due 
credit and recognition to the Commission's achievements, and to point 
out any deficiencies and weak spots wherever these may occur, so that 
proper steps may be taken to correct them. Slander and character 
assassination will be ruled out of order. We will not smear, but we 
will not whitewash. At all times it shall be the aim of the subcom- 
mittee to extend to those involved and to those who want to be heard 
the privilege and opportunity to present their views. We shall, how- 
ever, avoid cluttering the record with irrelevant testimony and base- 
less defamatory remarks. We shall strive to keep the evidence within 
reasonable bounds of relevancy. 

Since its organization on August 24, 1951, this subcommittee has 
met 32 times in executive session for a total of approximately 75 hours, 
has called approximately 25 witnesses, and has taken some 2,000 pages 
of testimony. 

Thus far, we have heard from all members of the Securities and 
Exchange Commission, all of the Commission’s division heads, and 
the administrators of two SEC regional offices. There has been a 
thorough discussion by these gentlemen of the powers, duties, and 
functions of the Commission under the several statutes which it 
administers. We have been apprised of some problems which the 
Commission faces by the Commission members themselves and by the 


public. 
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The subcommittee also has begun an inquiry into the handling of 
specific cases under these acts. 

The following additional inquiries and hearings are contemplated 
and interested parties have been invited to present their testimony. 

(1) National Association of Securities Dealers, Inc. 

(2) Private placements. 

(3) Competitive bidding. 

(4) Sale of fraudulent Canadian securities in the United States. 

(5) Hearings to obtain suggestions from stock-exchange officials, 
banking institutions, insurance companies, and any other persons who 
have genuine suggestions to offer for amending the statutes admin- 
istered by the Securities and Exchange Commission. 

This concludes my statement as to the purpose, performance, and 
plans of the subcommittee. 

This morning, for our first public hearing, we are pleased to have 
as a witness Mr. Edward T. McCormick, president of the New York 
Curb Exchange, and Mr. John J. Mann, chairman of the board of 
governors of the New York Curb Exchange. 

We have invited Mr. McCormick to testify because he is in the 
unique position of having been with the Securities and Exchange Com- 
mission for 16 years, working for and in the interest of regulation, 
and since April of 1951, he has been on the other side of the fence, so 
to speak, that is, subject to regulation. 

Mr. Mann, we are informed, is an expert on floor trading, having 
been active on the trading floor for close to 20 years. 

At this point, therefore, the committee will be very happy to hear 
from Mr. McCormick. 


STATEMENT BY EDWARD T. McCORMICK, PRESIDENT, NEW YORK 
CURB EXCHANGE, NEW YORK, N. Y. 


Mr. McCormick. Mr. Chairman, and members of the committee, 
I appear here today at the request of the Honorable Louis B. Heller, 
chairman of the Securities and Exchange Commission Subcommittee 
of the Committee on Interstate and Foreign Commerce, for the pur- 
pose of expressing my views with respect to the effect that the Secu- 
rities Exchange Act of 1934 has had on the operation of the New York 
Curb Exchange, and also for the purpose of stating any proposals 
which I might have for amendments to that act and any other legis- 
lation administered by the Securities and Exchange Commission or 
the rules promulgated thereunder. 

I shall attempt in this statement to express my basic views on the 
above matters without going into unnecessary detail or refinements. 
While avoiding such detail in expressing my views, I shall attempt 
to be as precise as is possible under the circumstances, leaving such 
gaps as may appear to you in this presentation to be filled upon such 
oral inquiry as the members of the committee may deem appropriate. 
I wish to state to the committee that I sincerely hope that from the 
vantage point of 17 years as a member of the staff and a Commissioner 
of the SEC, and a short stint as head of the second largest stock ex- 
change in this country, I can be helpful to it in appraising the work 
of the SEC, and more ‘importantly, i in delineating the problems con- 
fronting the American investor and the securities industry, and assist- 
ing in their solution. 
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As you know, my tenure at the New York Curb Exchange has thus 
far been relatively brief. I entered upon my duties there in April of 
last year. I, therefore, wish to state that while I have some 
idea of the views of the members of the exchange concerning the vari- 
ous matters I propose to discuss today, the opinions which are ex- 
pressed do not necessarily represent the views of all or a majority of 
the members of the exchange, but are essentially my own. 

So far as the impact of the Securities Exchange Act of 1934 upon 
the operation of the New York Curb Exchange is concerned, it is my 
opinion that the effect of both the legislation itself and of the admin- 
istration of the statute has been generally favorable. You will appre- 
ciate, I am sure, that national securities exchanges, such as the New 
York Curb Exchange, while subject to the regulatory jurisdiction of 
the Commission under the statute, have retained much initiative and 
responsibility in the regulation of their members. The role of the 
Commission is analagous to that of a person standing in the place 
of a parent, with the reserve power and authority to effect changes in 
rules and institute needed reforms in the event that the exchange itself 
does not first bring them about. The statute is clear in its intent and 
purpose. The exchanges know what is expected of them. To my 
mind such substantive changes as have occurred in the rules of the 
New York Curb Exchange as a direct result of the adoption of the 
act, or pursuant to the direction of the Commission, have been benefi- 
cial both to the investing public and to the members. 

It is my view, and I believe it is shared by all fair-minded men in 
the securities business, that this legislation has, in conjunction with 
the self-regulatory efforts of the exchanges themselves, done much not 
only to raise the over-all professional standards of the securities mar- 
kets but also to restore that confidence of the investor in the market 
which was badly shaken in the late twenties and early thirties—the 
confidence which we in the securities business well know is our bread 
and butter. 

So far as specific amendments to the applicable statutes are con- 
cerned, my’views may be enumerated generally as follows: 

(1) I am fully in accord with and would recommend the adoption 
by the Congress of the amendments to the Securities Act of 1933 pro- 
posed in 1947 by the Commission’s staff committee, of which I was a 
member. These recommendations were the result of many years of 
careful study and innumerable conferences between the Government, 
all segments of the securities industry, business, and investor groups 
and individuals. I think they offer a reasonable program for the 
elimination of certain heavy and unnecessary burdens placed on the 
securities business, and for the correction of the major defects in in- 
vestor protection under the Securities Act. I wish here to refer to 
five basic elements in the program: 

(a) The prohibition against offerings in the post-filing but pre- 
effective period of registration injects into the underwriting process 
a serious and unnecessary risk and a resultant unwarranted cost to 
issuers and investors. Offerings can and should be permitted during 
that period. 

(6) The securities industry needs a device through which it can 
ascertain who is interested in knowing about the securities being of- 
fered. The statute should permit the use of a “screening” or “identi- 
fying” statement in advance of the official prospectus. 





STUDY OF SECURITIES AND EXCHANGE COMMISSION 787 


(c) Prospectuses must presently be delivered by issuers, under- 
writers, and dealers of registered securities, in connection with all sales 
of such securities, for a full year after the date of the official offering 
of the securities. The legislative history of the act clearly shows 
that the Congress intended that such delivery is necessary only while 
the securities are in the “stream of distribution.” and it arbitrarily 
adopted the 1-year period as one which it was “safe” to assume would 
cover the usual period of distribution. Everyone will concede today 
that this period is far too long in practically all cases. The period 
of distribution and for delivery of the prospectus can and should be 
more realistically and precisely defined. 

(¢d) The prospectus ca not proved to be an effective instrument for 
informing the public. Because of what I regard as a serious defect 
in the statute most sales of new securities are being made through the 
use of oral communications, including interstate telephone messages, 
and the prospectus is being delivered only after the sale with the con- 
firmation, or the security. This is permitted by the law. If the 
Congress believes that the investor should have certain minimum g? 
scribed information before he purchases the security, and I think it 
does, certainly it is clear to me that it did in 1933 when the law was 
adopted, it must revise the law to see that the prospectus is delivered at 
a time when it can be useful to the investor in making his decision to 
buy, and not be a mere memorial of a past transaction. 

(e) Some question has arisen as to the scope of Federal jurisdiction 
in connection with certain securities transactions. In order to insure 
proper investor protection all pertinent sections of the law should be 
clarified to extend Federal jurisdiction to any transaction where any 
part thereof—solicitation, sale, delivery, or payment—involves use 
of the mails or the instruments of transportation or communication 
in interstate commerce. 

(2) I am in favor of and would recommend the adoption of the 
Frear bill which would extend the protective and informative pro- 
visions of sections 12, 13, 14, and 16 of the Securities Exchange Act of 
1934 to cover all corporations having at least $5 million in assets and 
at least 300 security liclilees. While the proposed amendments to the 
Securities Act would see to it that an investor is informed before he 
buys a new issue, this bill, supplementing the present requirements 
of the 1934 act would insure, so far as practicable, that those who 
invest in large publicly held corporations would be able to ascertain 
the essential, material facts concerning the operations and financial 
condition of their corporations after they had become investors in the 
enterprise. In other words, the holders of securities of large publicly 
owned companies would be accorded the same protection under our 
securities laws whether or not they are traded on an exchange. It is 
my understanding that that part of the industry which deals in secur- 
ities not traded on exchanges accepts this proposal in principle and 
has indicated its support of the Frear bill. 

_ (3) I believe that the Commission should pursue more aggressively 
its present program for further simplification of the prospectus filed 
under the Securities Act of 1933. Probably the most frequently heard 
and loudest complaint of the industry with reference to section 5 of 
the act is that the prospectus is too complex and lengthy an instru- 
ment for the ordinary investor to read codtpadaatont I believe that 
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there has been a great deal of merit to this complaint, for I have seen 
some prospectuses, prepared by lawyers more with an eye to setting 
up legal defenses even against the most remote contingent liabilities 
than to informing investors, which would prove a veritable nightmare 
to any securities buyer of ordinary lay intelligence. However, the 
Commission has taken great strides in the right direction during the 
past few years in the simplification process. And I believe, that with 
more eee from those required to file them, prospectuses will 
become what they were intended to be—readable, understandable and 
informative documents for use by the average investor. As you know, 
the registration statement filed under the Securities Act of 1933 is com- 
posed of the prospectus itself and various exhibits. The prospectus 
can be made more concise and readable by eliminating from it and 
placing among the required exhibits much of the technical, financial 
and other detail. Such exhibits could be made available upon request 
to those who desired them. The financial and other essential infor- 
mation then remaining in the prospectus could be presented in sum- 
mary form, in accordance with uniform and objective methods, and in 
common sense, Anglo-Saxon words, devoid so far as possible of tech- 
nical, legal, and accounting jargon. 

(4) Since the passage of the Securities Act of 1933 many issues of 
the highest grade corporate bonds have been placed by issuers di- 
rectly with large institutions, principally insurance companies. This 
has had the undesirable effect of depriving small investors, including 
the smaller banks and insurance companies, of the opportunity to pur- 
chase bonds. In addition, small dealers who are not in a position to 
take part in the negotiation of such private financing have been en- 
tirely eliminated from the stream of distribution of these high-grade 
bonds. The Securities Act and the SEC have been widely criticized 
for the development of private placement. 

It is my belief that there is a simple way in which many of these 
issues could be channeled through the normal securities distributive 
machinery into the hands of small investors. 

The institutional type bond is so highly “margined” that there is 
no need to present to prospective investors all the data essential to an 
appraisal of equity securities or lower grade bonds. In other words, 
much of the information needed for proper appraisal of the junior 
securities of even the large well-known industrial leaders is not needed 
for the high grade bonds, because the latter will not be affected by 
many business changes that inevitably have a direct and immediate 
impact on the value of the junior securities. 

i suggest, therefore, that the SEC be urged to use the authority 
granted it under sections 7, 10—particularly 10 (b) 2 and 10 (b) 4— 
and 19 (a) of the Securities Act to place bonds of institutional grade 
in a special classification which could be registered through the filing 
of an abbreviated registration statement and could be sold on the 
basis of a short offering circular. Registration could be accomplished 
through the filing of a copy of the indenture, a specimen of the bond, 
opinion of counsel as to the legality of the bonds, a copy of the under- 
writing contract, and a prospectus which would (1) state by whom 
orders will be executed; (2) identify the security, the issuer, its busi- 
ness, and the assets securing the security; (3) state the price of the 
security; (4) state the specific rate of return; (5) state the price at 
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which, the conditions upon which, and the time when, the security 
may be redeemed or converted or exchanged; (6) state whether the 
security is listed or to be listed on any securities exchange. This item 
could be optional; (7) state whether the security is a legal invest- 
ment for savings banks, fiduciaries, insurance companies, or other 
similar investors under the laws of any State or Territory or the Dis- 
trict of Columbia, this also could be optional; (8) state the extent 
to which the issuer has agreed to pay any tax with respect to the 
security, this item could be optional; (9) state the purpose of the is- 
sue; (10) state the underwriting spread; and (11) furnish a recent 
condensed balance sheet, and I say condensed advisedly, and a sum- 
mary of earnings for the last 10 years. 

The plan, in my opnion, provides clear benefits without sacrificing 
any locaukinin essential to an informed judgment. I wish to em- 

yhasize that the abbreviation of the registration procedure is justi- 
fied because of the position of the security in the structure of the com- 
pany and not because a company is large and has been prosperous. 

(5) Section 4 (2) of the Securities Act of 1933 should be amended 
by the Congress to resolve the existing conflict of opinion concern- 
ing its fair interpretation. This section provides an exemption from 
the requirements of section 5 of the act for, “brokers’ transactions, 
executed upon customers’ orders on any exchange or in the open or 
counter market, but not, the solicitation of such orders.” It is the 
opinion of those engaged in the securities business that the intendment 
of this exemption 1s that when a broker, without any prior solicita- 
tion whatever on his part, receives an order to buy or sell securities, 
the subsequent transaction effected by him pursuant to the unsolicited 
order is exempt from the requirements of. section 5 of the act and, 
consequently, the broker need not ascertain whether the security in 
question is registered under the act, nor need he supply a prospectus 
to the customer if the stock should be registered. It is, however, the 
opinion of the Commission that the exemption is far more limited in 
scope and is not available to the broker, if the transaction so effected 
is part of a distribution by a person in a control relationship to the 
issuer within the meaning of section 2 (11) of the act. 

It is the position of myself and other representatives of the securities 
industry that this restrictive interpretation of the exemption granted 
by the Congress is not correct, cannot be clarified without expensive 
litigation, and should therefore be made definite and certain by the 
expression of the exemption in unequivocal terms. We believe that, 
when Congress said that transactions effected by brokers pursuant to 
unsolicited orders should be exempt no such dual caveat as the Com- 
mission engrafted upon the statute, first in Ira Haupt & Company, 
Securities Exchange Act of 1934, Release No. 3845, August 21, 1946; 
and in its more recent promulgations applicable to trading in Cana- 
(lian securities distributed in this country without registration. 

I should like to close my statement to the committee by quoting a 
portion of an address delivered in 1947 before representatives of the 
investment industry by a distinguished scholar and serious student of 
the investment scene, the late Francis Adams Truslow, my predecessor 
as president of the New York Curb Exchange: 


The securities business performs three broad functions. It raises capital for 
industry; it invests capital for individuals; and it provides a market for the 
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purchase and sale of documents evidencing the capital which industry has ac- 
quired and individuals have invested * * *. A peek into the future indicates 
to me that our industry will be called upon during the next few years to perform 
all three of its functions upon a greater scale than ever before * * *. 

Will we be prevented from accomplishing that job by the Securities Ac ts (Se- 
curities Act of 1933 and the Securities Exchange Act of 1934)? In my opinion 
and from my experience, the answer is unqualifiedly “No°” * * * There are 


three reasons: 
First : There is no provision of either act which in practice today prohibits or 


prevents an honest and informed man in our business from negotiating out, 
offering and selling a new issue of securities, whatever others may think of its 
merits, or from investing his own capital or advising his clients how to invest 
theirs, and there is no provision of the Exchange Act as now administered (with 
the possible exception of the margin regulations and the statutory provisions 
relating to what securities may be dealt in on exchanges) which prohibits or pre- 
vents the existence of a free market on exchanges. 

Second: Our industry has become familiar with the provisions of the acts and 
has raised and dealt in billions of dollars’ worth of securities in the 13 years 


since their adoption. 

Third: The present attitude of the Securities and Exchange Commission, which 
administers these acts, reflects the knowledge and understanding which it has 
required in 13 years of practice and is constructive and helpful in carrying out 
the duties entrusted to it by law. 

(The Securities Business and Securities Acts, by Francis Adams Truslow, 
president, New York Curb Exchange, Commercial and Financial Chronicle, Au- 
gust 28, 1947, p. 811.) 

Mr. Heiter. Mr. McCormick, the statement which you have just 
made to this committee will indeed be very valuable when we begin our 
deliberations preparatory te writing our report to the Congress. 

We might observe that we have had a great deal of testimony in our 
executive sessions on the amendments to the Securities Act of 1933, 
proposed by the Commission’s staff. 

We certainly are happy to have your personal views. 

You have touched upon a number af publente that interest us, and 
we wonder whether you would discuss these problems at greater 
length; but before doing so, for the record, would you be kind enough 
to tell us something about your background, education, Government 
experience, and previous experience ? 

Mr. McCormick. I was born in Phoenix, Ariz., February 14, 1911. 
I attended the University of Arizona where I received a bachelor’s 
degree in science. I spent then a year at Northwestern University in 
Evanston, Ill. While a resident of that § State I became a certified pub- 
lic accountant of Illinois. The following year I went to the University 
of California, Berkeley, Calif., where I received a master of science 
degree. The following year I attended Duke University at Durham, 
N. C., by which institution I was awarded a Ph. D. degree in eco- 
nomics. At the conclusion of my studies at Duke University I became 
interested in the general question of the role of corporations in the 
economic life of this country, particularly the element dealing with 
the obtaining of funds. That led me to apply to the newly organized 
commission—the Federal Trade Commission, as a matter of fact, first 
administered the Securities Act, and later the SEC, for the pur- 
pose of finding out how corporations obtained their funds. 

I remained on the staff of the SEC, starting as a junior analyst and 
finally being honored by appointment by President Truman to the 
Commission late in 1949. 

I remained as a Commissioner until April of 1951, at which time 
the board of governors of the New York Curb Exchange elected me 
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to the presidency of that institution to succeed Francis Adams 
Truslow, who had at that time accepted the position of Economic 
Minister to the Government of Brazil. 

I believe that briefly sums up my past experience. 

Mr. Hetier. Gentlemen of the committee, are there any questions 
you care to put to Mr. McCormick ? 

“ Mr. McGuire, of Connecticut. ' 

Mr. McGurre. Mr. McCormick, it is a pleasure to have you before 
our committee and it was always a pleasyre to have you before our 
committee in Washington. You always stand out like a lighthouse. 
I know when we asked some of the members of the Commission 
questions, they deferred to you as the omnipotent one of the Com- 
mission, and I want to congratulate the governors of the New York 
Curb Exchange for having such excellent judgment to elect you to 
be their top man. 

Mr. Aer, toed Thank you. 

Mr. McGutre. I think you have moved fast across the country, and 
I think that you live in the best part of the country right now. I think 
you are a very fortunate fellow. 

Will you tell us what you think about the capital gains period? Do 
you think that it should stay at 6 months, or do you think that it should 
be lengthened, or lessened ¢ 

Mr. McCormick. Well, it is my opinion that if the Congress is look- 
ing for a revenue-producing measure, very definitely it should reduce 
the period, because the 6 months’ period in effect freezes individuals 
into those securities for at least that period. It seems obvious to me 
that if the period were shortened, you certainly would have greater 
trading activity in securities and consequently a greater return to 
the Government in taxes. 

Now, as to whether or not it is a healthy thing to inject into the 
market greater activity is a very debatable point. 

I am rather pleased that the adoption of the various securities acts 
have in a way changed the whole character of the market. I believe 
today the markets of the United States are more of an investment 
character; that people generally are buying securities for investment 
purposes and that they are holding the securities for longer periods 
than normally. I think that there is far less speculation in the market 
today. 

Mr. McGutre. Thank you. 

Mr. Hetier. Mr. McCormick, were the amendments recommended 
by the Commission’s staff approved by the Commission and submitted 
to the Congress ¢ 

Mr. McCormick. No, they were not.. As a matter of fact, I think 
you probably know there was considerable amount of controversy or 
disagreement among the members of the Commission as to what the 
program should be. I think that they agreed in principle with most 
of them and I believe the one amendment on which they disagreed 
most directly, most distinctly, was that proposition that I explained 
covering the delivery of a prospectus. In other words, some felt that 
it would impede unnecessarily the proper operation of securities mar- 
kets if such a requirement were ndiptea. It is my opinion, based upon 
the experience I had had with the Commission and in my various con- 
versations with members of the industry, that it would be feasible for 
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distributors of securities to send out the so-called red herring pros- 
vectus containing the basic information necessary for an understand- 
ing of the security, during the waiting period, and that it would be 
possible, then, on the effective date, to complete or fill in the blanks, 
such as conversion rates, interest rates, and the price, and underwriting 
spreads, and then consummate the transaction on the effective date, 
which is generally the procedure followed now; and I believe that by 
placing the requirement on the underwriters, the sellers themselves, 
to get the prospectus out so that they can sell as soon as the statement 
becomes aective, that you will get a better and more informed class 
of investors. 

Mr. Heuter. Were there any hearings held by the Commission with 
respect to these proposed amendments, or did they come about as a 
result of the discussions? 

Mr. McCormick. Yes. As a matter of fact, Mr. Chairman, the 
program was initiated back in 1940, at which time the Commission did 
have informal hearings and everyone that had any interest in the 
securities markets was invited to be present. Those hearings went 
on through 1940 and 1941 and it was intended that the groups should 
go before Congress. Asa matter of fact, the SEC and the bankers and 
other interested groups had prepared briefs to present to the Con- 
gress, advocating certain amendments to the Securities Act. How- 
ever, the coming of World War II caused the shelving of that program. 

Beginning immediately after the war, the SEC again, in consulta- 
tion with members of the investment and banking industry, met to try 
to revive the program. A large number of meetings were held. Many 
of the differences were ironed out. 

Finally the staff, after listening to all of the pros and cons on these 
various points, wrote up what is known as the staff’s recommendations 
of 1947 and presented that to the Commission. The Commission 
asked that we again—I am speaking now of when I was on the Com- 
mission’s staff—asked that we again meet with the industry and see 
if we could not come up with a 100-percent agreement. That was 
found impossible. 

The matter was then placed in the laps of the Commission to see 
what they wanted to do, whether they wanted to go up with their 
own proposals as distinguished from and differing from those of the 
industry, and the Commission itself directly negotiated with the 
investment industry for a long period of time; could not come to an 
agreement, and my understanding is that there is still a difference of 
opinion between the Commission and the members of the industry 
on what the program should consist of. 

Mr. Hetier. At any rate, you feel that the time has come to get 
together and have some agreement; is that correct ? 

Mr. McCormick. It is my view, Mr. Chairman, that every effort 
has been made to get together and the time has come when all parties 
should go before Congress and state their case and recommend legis- 
lation and leave it up to the Congress to decide which way to write it. 

Mr. He.ter. In other words, you take the position that these pro- 
posed amendments should not just be permitted to remain on the shelf, 
so to speak, but that we ought to take them down, dust them off, argue 
them out one way or the other, and bring them before the Congress for 
debate and determination; is that correct ? 
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Mr. McCormick. That is absolutely correct. A chance of both 
simplifying the process and protecting the investors additionally, is 
so important that there should be no further delay in bringing this 
amended program to a head. 

Mr. Hetier. On page 3 of your statement, paragraph (a), do I 
correctly understand you to state that you recommend the lifting of 
the prohibition against the sale of securities prior to the effective 
date of the registration statement ? 

Mr. McCormick. No, Mr. Chairman. The point is that I think we 
should be able to offer securities, not sell them, during the waiting 
period. In other words, the intent of the statute was that during that 
20-day waiting period you would inform investors about the security. 
The fact of the matter is that it is impossible, and I think impracti- 
cable, to distinguish between informing investors and offering a secu- 
rity at some later time. The line of demarcation is very hard to draw 
under the present statute, and as a result of the industry’s fear of 
violating the statute, the proper distribution of information for in- 
formation’s sake during the waiting period is impeded. 

Now, I think it should be made elear that you can offer securities 
during that period and that is why the second element of my pro- 
posal is so important. I do not want people to be able to buy without 
having seen the proper information. So, as a part of my program, 
I would say that the industry would have to see to it that the pro- 
spectus, or the red herring prospectus, is placed in the hands of all po- 
tential investors, by those intending to sell the security, at least 48 
hours before it can be bought. 

I therefore feel that you do not give up any protective features 
by allowing them to offer during the waiting period, if after the 
same time you place the obligation upon them to see that the pur- 
chaser gets the legal prospectus at least 48 hours before he is bound. 
In other words, you would not permit a change in the waiting 
period, 

Mr. Hever. That certainly clears up that statement to a great 
extent. 

Mr. McCormick. I am afraid it was a little bit brief. 

Mr. Hetrer. On page 5 of vour statement, Mr. McCormick, you 
mention that you are in favor and would recommend the adoption of 
the Frear bill, the objectives of which are to extend the protective 
and informative provisions of the sections of the act which you 
refer to, to cover all corporations with at least $3 million in assets and 
at least 300 security holders. 

These securities are not traded in on national exchanges, are they ? 

Mr. McCormick. That is correct. In other words, all securities 
traded except those accorded unlisted trading privileges now have 
to give this information. This requirement would extend to all cor- 
porations having qualifications for listing which are traded over the 
counter, and those now accorded unlisted trading privileges on the 
exchange. 

I might explain to you what I refer to by unlisted trading privi- 
leges. When the Congress adopted the Securities Exchange Act in 
1934, a number of securities were traded on exchanges that were not 
willing to go ahead’ and register and give the information required 
by the statute of listed companies, and the Congress felt that many 
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people, investors, who had holdings in those stocks, had bought 
with the understanding that they were accorded the privilege of a 
listed or exchanged market and they felt it would be unfair and not 
in the public interest to remove those particular securities from ex- 
change trading. However, it put restrictions on the further addi- 
tions to that list, and as a matter of fact because of the standards 
that are now set up by the SEC for such unlisted trading, unless a se- 
curity is fully listed on another exchange it is as a practical matter 
impossible to add to the list and no securities have been added for years 
except in substitution for those that were already on the exchanges. 

Mr. Hetter. In other words, the Securities and Exchange Com- 
mission does not have control over the large number of securities 
which are traded in the over-the-counter market. 

Mr. McCormick. That is correct. 

Mr. Heuer. Except, of course, as to fraud; is that correct? 

Mr. McCormick. That is correct. 

Mr. Heiter. But not over insider trading? 

Mr. McCormick. That is correct. 

Mr. Hetter. As we understand your statement, you believe that 
it is necessary for the protection of the investors generally that 
public disclosure be required of those companies whose securities are 
sold in the over-the-counter market ? 

Mr. McCormick. That is correct. 

Mr. Hetter. Let me ask you this question, Mr. McCormick: Could 
there not be a distinction between issues registered on the national 
securities exchanges and those which are not? By that I mean, would 
not this distinction, if it is adequately pebticiesl, ‘ause the investors 
to appreciate the greater information and the safeguards available 
for the security which is listed on the exchanges ¢ 

Mr. McCormick. Well, I think there are a very large number of 
investors in this country who recognize that and will not buy securi- 
ties that are traded over the counter. There are a lot of very fine 
companies, incidentally, that are traded over the counter. As a mat- 
ter of fact, I believe the SEC estimates that some 1,600 or 1,700 
companies having $3 million of assets and more than 300 security 
holders are traded over the counter. 

However, those investors who feel that they should have annual 
reports of operations for the companies, have information about voting 
their proxies, and those who feel that they ought to have the insider 
trading protection will not deal in securities over the counter. 

In sddition, of course there are other and very obvious distinctions; 
that is, that some people will not buy a security where they cannot 
get a print on every transaction. 

Probably the greatest asset of any exchange is the fact that every 
transaction is printed on the ticker tape and available within 30 
seconds of the time of the transaction’s execution; that it is possible 
at any time to get a quotation showing the price at which the security 
can be bought and sold at and the size of the market in question. 

Mr. Heuer. If the Frear bill is passed, would there be much 
difference between the sales in the over-the-counter market and the 
sales on the national exchanges ? . 

Mr. McCormick. It is my opinion more securities would be listed 
on exchanges if the Frear bill were passed because of the fact that 
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they would have the same requirement imposed upon them as listed 
securities and I believe that the advantages of having and providing 
the investors an exchange market would be so overwhelmingly great 
that a great number of the companies would list. 

Mr. Hetier. Do I understand you to say that many of the over- 
the-counter securities would be listed on national exchanges if the 
Frear bill were passed ? 

Mr. McCormick. That is correct. I think that would be the result. 

Mr. Hetter. That would mean a larger volume of trading on the 
exchanges, and likewise business for the New York Curb? 

Mr. McCormick. That is my appraisal of the situation; that is 
correct. 

Mr. McGuire. Mr. Chairman. 

Mr. Hewier. Mr. McGuire. 

Mr. McGuire. I would like to read a couple of letters into the record 
and then I would like to get your reaction. 

The first is a letter dated March 5, 1952, which our committee sent 
to Hon. Donald C. Cook, Chairman of the Securities and Exchange 
Commission, which reads: 

At an executive session of this subcommittee held at 2 p. m. today, Mr. Leonard 


W. Hall proposed the following resolution which was seconded by Mr. John A, 
McGuire, and unanimously adopted by the subcommittee: 

“Resolved, That it is the opinion of this subcommittee that the Securities and 
ixchange Commission should hold public hearings regarding its notice of Janu- 
ary 31, 1952, which proposed to adopt new rules and amend existing rules with 
respect to fees and charges by the Commission to implement the provisions of 
title V of the Independent Offices Apppropriation Act, 1952.” 


This letter is signed by Louis B. Heller, chairman. 


Then I received this letter, which Chairman Heller also sent to all 
Members of Congress: 


Because of your interest in the proposal of the Securities and Exchange Com- 
mission to amend its rules with respect to fees and charges. I am enclosing a copy 
of a letter this subcommittee has sent to Mr. Donald C. Cook, Chairman of the 


Securities and Exchange Commission, requesting it hold public hearings on this 
matter. 


In response to this request, I am advised by the Securities and Exchange Com- 
mission that public hearings will be held beginning March 14, 1952. 

Would you like to give us your position on the fee question ? 

Mr. McCormick. Yes. As a matter of fact, Mr. Congressman, I 
have written to the SEC protesting the adoption of such fees. It was 
my view that the action of the Commission was hurried and had not 
been thought out properly. I took the position that there was abso- 
lutely no evidence linking the fees with the cost of performing any 
particular service or conferring any particular benefit and in the 
extension of such services and benefits. It is also my feeling that 
particularly those who are members of exchanges are being subjected 
to what in effect is practically double taxation for the reason that 
under the Securities and Exchange Act at the present time, all stock 
exchanges pay a fee to the SEC based on the volume of their sales. 
As a matter of fact, last year the curb exchange paid $32,000 and the 
New York Stock Exchange, I understand, paid $300,000. Now, being 
un association of members, the only way we get that money is to assess 
the members and, as a matter of fact, we require a monthly payment 
to the exchange based on the volume of business done by each member, 
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and that is put in a separate bank account and sent to the SEC, | 
believe before April 1 of each year. 

A large number of our members are also registered with the SEC 
as brokers and dealers and as a result they have to pay a fee of $50) 
for the firm and $10 for everyone employed in the business in a sales 
capacity, so that those who are registered with the SEC and are 
also exchange members will pay double fees. 

It is my belief that the SEC should have these hearings and listen 
to the members of the industry and then reconsider their whole pro- 
gram, and that if any assessment is made, it should be based on 
cost of performing any functions or services to the industry, and that 
it should be geared in some way to the extent and nature of any benefit 
that the industry allegedly receives. 

Mr. McGutre. Then you grant that our committee was on the ball 
by demanding that they hold public hearings? 

Mr. McCormick. You did very well. 

Mr. McGutre. Do you have any idea how much increase in fees 
this would cost your membership ? 

Mr. McCormick. I do not know what it might add up to, Mr. Con- 
gressman, but the SEC estimates that the return to them from this 
broker’s. fee would be approximately $455,000. 

Mr. McGutre. That is all. 

Mr. Hetter. Mr. McCormick, from your experience you say that 
you are in favor of this hearing being held? 

Mr. McCormick. Yes, sir. 

Mr. Herter. Returning again to the discussion of the Frear bill, 
Mr. McCormick, you take the position that corporations which you 
have just described should be required to file periodical financial state- 
ments with the Commission. Is that correct ? 

Mr. McCormick. That is correct ; that is a part of the program. 

Mr. Heuxier. These corporations which are today trading in the 
over-the-counter market are not required to do so; is that correct? 

Mr. McCormick. That is correct. 

Mr. Hetter. Are the statements of these corporations that you refer 
to given to the public or put up for public inspection at the present 
time? 

Mr. McCormick. Some companies voluntarily provide their stock- 
holders with very excellent reports. Some companies traded over-the- 
counter, on the other hand, do not. There are some that refuse to 
give investors even the minimum amount of information essential to 
decide whether or not they should retain their investment, dispose of 
it, or increase it. 

Mr. Hetzer. You believe that they should be compelled to do so; 
is that correct? 

Mr. McCormick. I believe that the purpose in passing the 1934 act 
was entirely correct and that was that people should have informa- 
tion before they trade in securities. ‘And in this connection, I believe 
that there is no practical or logical distinction between publicly held 
companies traded on exchanges and those traded over-the-counter. 

Mr. Hetzer. I believe you have already stated that that would 
give full disclosure in connection with the solicitation of proxies 
and inside trading. 

Mr. McCormick. That is correct. At the present time my under- 
standing is many companies do not even teli an investor the names 
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of the nominees for the board of directors, do not describe the nature 
of pension plans that are proposed to them, or bonus plans, exchange 
plans, options to officers, and things of that sort. I feel that the 
roxy requirements of the 1934 act should be extended to these pub- 
icly held companies. I believe that the investing public is entitled 
to such protection as prohibiting insiders from dealing in securities 
to their advantage and to the disadvantage of the public security 
holders, and I believe that feature should be extended also to these 
companies. 

Mr. Heuer. In other words, Mr. McCormick, you would like to 
see the Magna Carta extended to the holders of stocks which are 
traded in the over-the-counter market ¢ 

Mr. McCormick. That is correct. 

Mr. Hewier. Is that your own personal opinion or does that rep- 
resent the opinion of the board of governors of the exchange? 

Mr. McCormick. Well, I have not polled the members of the board 
of governors of the exchange, but I am sure that the benefits that 
would naturally accrue to the exchange as an institution are so great 
and so obvious that they would favor it. 

Mr. Herter. You have had a good deal of experience on both 
sides of the fence, and you have been very frank at all times with 
this committee; I am going to put this question to you, and if you 
care not to express your opinion please so state. From reading your 
statement and your testimony, I come to the conclusion that in the 
absence of these disclosure requirements management is holding its 
cards pretty close to its vest. Is that the situation ? 

Mr. McCormick. I am not sure I get the impact of your question, 
Mr. Chairman. I do not believe you can make such a general state- 
ment as to the attitude of management toward investors. 

Mr. Heuer. Let’s not make it a general characterization. I know 
it is difficult to do that; but do you find there are a substantial num- 
ber of companies where management is really not giving the stock- 
holders many of the rights to which they are entitled / 

Mr. McCormick. I think undoubtedly there are many managements 
that do not at the present time give adequate information to their 
investors, information which I believe they are entitled to. 

Mr. Heiter. Can you estimate how many corporations might be 
affected by this proposed legislation ? 

Mr. McCormick. It is my recollection that some 1,600 or 1,700 
companies have more than $3,000,000 of assets and more than 300 se- 
curity holders and, therefore, would be required to submit the required 
information. 

Mr. Hetier. Mr. McCormick, you take the position that there is no 
better advertising than the financial story of a sound business, and, in 
essence, that is what you are trying to tell this committee. 

Mr. McCormick. That is correct. 

Mr. Hetier. You talked about proxy requirements, and I believe 
your statement was to the effect that they should be extended. 

Mr. McCormick. That is correct. 

Mr. Heuier. Of course, when you talked about extending the proxy 
requirements a few moments ago, you had in mind the extension of 
these requirements to corporations which would come under the Frear 
bill; is that correct ? 
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Mr. McCormick. That is correct. 

Mr. Hetier. Would you please express to this committee your 
views of the general system of proxy voting? 

Mr. McCormick. I think it is one of the most important provisions 
of the Securities Exchange Act of 1934. I believe it has brought into 
our industrial section of our life an element of democracy that was 
woefully missing before 1934. For the first time the right to vote 
at a stockholders’ meeting had some significance. Before a proxy is 
voted, the security holder is entitled to know what is coming up at 
the meeting and to be advised as to what effect the various matters 
that are to be taken up at that meeting will have. In addition, a very, 
very sound and important feature of the proxy rules is the provision 
which permits a security holder to contact his fellow security holders 
through the medium of the management’s own proxy statement. There 
has been a great deal of criticism of that feature, and in the early days 
of the rules I think it was abused. I think a lot of crackpots did re- 
quire the management to clutter up their statements with unnecessary 
and unimportant provisions, but I believe by this time things have 
sort of settled down to the point where that privilege had added 
greatly in bringing democracy into the conduct of corporate meetings. 

Mr. Heuier. Do you believe that there is a need for better and more 
proxy information in regard to the holdings of directors, executives’ 
salaries, and pensions in the case of listed and unlisted companies? 
Would you extend that democracy ? 

Mr. McCormick. I am inclined to think that the basic and im- 
portant information relating to direct and indirect compensation for 
officers and directors is pretty well covered in the requirements at this 
time. It is my understanding that the Securities and Exchange Com- 
mission now feels they should extend the requirement to cover an- 
other kind of indirect remuneration or compensation, namely expense 
accounts. To the extent that expense accounts in fact represent addi- 
tional compensation, obviously no one can quarrel with the provision 
or the proposal. 

However, I see very serious practical difficulties in ascertaining just 
what an expense account is. I don’t know how to divide up the com- 
pany car, company airplane, or company dining room. I don’t know 
whether my coming over in a cab today would be considered an ex- 
pense account. Things of that sort, I think, raise some very serious 
practical problems. But to the extent that there is in fact additional 
remuneration which is significant in that direction, obviously no one 
can quarrel with the extension of the requirements. 

Mr. Hetrier. Many listed companies, as we understand, have re- 
frained from or refused to solicit proxies; is that correct ? 

Mr. McCormick. That is correct. Certainly, any management that 
perpetuates itself through the simple device of not calling a stock- 
holders’ meeting, not soliciting proxies, and not obtaining a quorum 
to have an election, I think should be reprimanded and should be 
required to hold such meetings. The management should be willing 
to come up periodically and have themselves voted in or voted out. 

Mr. Hetier. If management does not choose to send out a proxy 
and solicit the rights and suffrage of the owners of the stock under 
the present law, the Commission is powerless to compel management 
to do so. 
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Mr. McCormick. That is correct. The proxy rules apply only in 
those instances where the company itself chooses to solicit proxies. 

Mr. Hetter. As a result, the corporate democracy theory is noth- 
ing more than just a term. Would you subscribe to that? 

Mr. McCormick. No. 

Mr. Heuer. That is the fact. 

Mr. McCormick. No, I would not say that because I believe that 
many companies do solicit. I agree with your statement insofar as 
it applies to those companies who choose—those managements of 
companies that choose to perpetuate themselves by not soliciting the 
proxies and not obtaining quorums. To that extent I would agree 
with your statement. 

Mr. Heiter. Would you subscribe to the proposition that the law 
should require that proxies of publicly owned corporations be auto- 
matically sent out once a year ¢ 

Mr. McCormick. I think so, yes. 

Mr. Heiter. Would you be in favor of requiring that all corpora- 
tions applying for listing on the curb exchange must guarantee to 
furnish every shareholder with a proxy statement once a year prior to 
the date of its annual meeting? ° 

Mr. McCormick. I would. However, I think in fairness to the 
exchange, the requirement should be extended at the same time to 
the over-the-counter securities. 

Mr. Hettrr. I think that is a very forward-looking and practical 
approach to the subject, and I want to compliment you, Mr. Mc- 
Cormick. 

Mr. McGutre. Do you believe corporate annual reports should be 
mailed prior to soliciting proxy material ? 

Mr. McCormick. Whether it should be delivered prior? Undoubt- 
edly. Asa matter of fact, present rules require that. I think intel- 
ligent use of the proxy is enhanced by having the annual reports 
submitted to the security holders in advance. 

Mr. McGuire. You stated that most securities sold today are sold 
orally and without the delivery of the prospectus in advance of sale. 
Can you tell us what percentage of dollar volume of securities are 
sold in this manner ? 

Mr. McCormick. I do not believe any definite study has been made, 
but the impression I had in connection with my work at the Securi- 
ties and Exchange Commission and since is that as much as 80 per- 
cent of securities dollarwise are now sold by use of the telephone 
without delivery of prospectuses in advance of sale. 

Mr. McGurre. Can you tell us how this percentage varies for dif- 
ferent classes of stock ? 

Mr. McCormick. I would say in all probability the percentage is 
much higher in connection with the larger companies where a person 
will be more likely to purchase his securities as a result of a telephone 
conversation. I doubt that you could call up and induce someone to 
buy a company he does not even recognize the name of. I imagine in 
those cases, in all probability, you will find the prospectus is used more 
frequently than in the other situation. 

Mr. McGvutre. That is all, thank you. 

Mr. Heuer. The question which my distinguished colleague, Mr. 
McGuire, has just asked, poses a very interesting problem. I believe 
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you said approximately 80 percent of the sales are made by oral 
communication? « 

Mr. McCormick. That is my understanding; yes. I do not have 
wa Pg or statistics but I think it is a reasonable estimate. 

r. Heiter. I might say to you that seems to be approximately 
the estimate given to us by some of the Commissioners and witnesses 
who have testified. In our opinion, that is a very serious situation. 

Mr. McCormick. I think so. 

Mr. Heuer. Do you believe, Mr. McCormick, that the act should 
be reworded ? 

Mr. McCormick. Very definitely, yes. 

Mr. Heuer. And the loopholes plugged. 

Mr. McCormick. That is one of the five basic changes required 
today under the Securities Act which should be made. 

Mr. Hetier. How could that be accomplished, if you care to tell 
us, Mr. McCormick? 

Mr. McCormick. I think my program of requiring advance delivery 
of the prospectus before a man can be bound buttons that up. In 
other words, make all the telephone calls you want, offer securities 
orally, but before you can bind a man you have the requirement of 
delivering him a prospectus 48 hours before you can conclude the 
sale. So that then the prospectus performs and serves the function 
the Congress intended when it passed the act in 1933, not recognizing 
it would be possible to avoid or evade such delivery as a result of the 
language of the statute. 

Mr. Heuer. I have just a few questions regarding prospectuses, 
which I think we have covered quite fully. In view of your experi- 
ence as a member of the Securities and Exchange Commission this 
testimony might be quite relevant. In your experience as a Com- 
missioner, Mr. McCormick, you have come across many prospectuses 
and have examined thei ? 

Mr. McCormick. Thousands of them. 

Mr. Heuter. The sellers prepare these prospectuses themselves ? 

Mr. McCormick. That is correct. 

Mr. Heuer. In their preparation, we permit the sellers to exercise 
their ingenuity to minimize any data which might deter the sale of the 
securities ? 

Mr. McCormick. No; I don’t think that is typical. No; I don’t 
think that issuers and their attorneys studiously attempt to avoid giv- 
ing the material facts. I think they do give the facts. The thing I 
referred to here is that I think they lack ingenuity or I might say are 
too lazy to sit down and do a real job of summarizing and pointing 
up properly. I think they take the easy way out by putting every 
possible pertinent fact in the prospectus, and that has a final result, 
I think, of tending to obscure the important facts. I do not think it 
is done with the intent of obscuring the facts. 

Mr. Hetxrr. I am glad to have your opinion on that. I remember 
the statement that you made in your book to the effect that they set 
them up with an eye toward legal defenses. 

Mr. McCormick. That is correct. 

Mr. Hetier. When they do that, they might want to overlook a 
couple of items that they may not want the public to know. Wouldn’t 
you say that? 
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Mr. McCormick. No. 

Mr. Hetter. The situation could happen. 

Mr. McCormick. No; I think the intent of the statement in my book 
and also my statement this morning is not that they attempt to leave 
out facts but they clutter them up with a lot of facts I do not consider 
material. In other words, they go too far. They give too much in- 
formation. You might also note in the book I cite several hundred 
examples of deliberate attempts to misstate. But those, I think, are 
of the more raw, promotional type of offerings and do not attach to 
the type of prospectuses as generally put out on the better-known 
companies, 

Mr. Hevier. Mr. McGuire. 

Mr. McGuire. In our hearing this morning you were telling us the 
prolixity of the diatribe is apt to inflict the reader with ennui. 

Mr. McCormick. That is right. 

Mr. Hetter. That is a very clear statement, and I compliment my 
distinguished colleague. 

Mr. McCormick, what would you say to a suggestion that I have 
heard that the prospectuses be prepared by the Commission ? 

Mr. McCormick. I think it would be an impossible situation. I 
think the responsibility for stating the material facts should be placed 
on the company initially. After all, they are going to have the liabil- 
ity, no abt under any amendment program for the correctness and 
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adequacy of the statements. The proposal has been made for a num- 
ber of years that the Commission have the authority to condense after 
the statement is in; that it have the power to require condensation, 
deletions, and things of that sort, coupled with an immunity going to 
the company for those things that are deleted. Personally, I favored 
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that when I was with the Commission, and I know of no reason why 
I should feel differently now. 

Mr. Hetrier. That would be, in other words, on a case-by-case basis. 

Mr. McCormick. That is right. The specific preparation of the 
prospectus would give further facts and would go further than it 
does today. However, the eliminations would be done by the staff. 

Today the staff does not have the power to force eliminations and, 
therefore, you do get unnecessarily long prospectuses. The disadvan- 
tage of any program such as that is that you may get the prospectus 
in the form of a book, clearly covering all possible potential liability 
or contingency, and then place this almost impossible task of con- 
densing a book down to a 10-page circular, placing a burden on the 
Commission itself, and its staff, which might break the whole admin- 
istration of the act down. I don’t know that the companies would do 
that. I am inclined to think they would not. 

Mr. Hetier. That would also put the Commission in a position of 
appraising the merits of the securities; would it not ? 

Mr. McCormick. That is correct. That, in effect, would have placed 
the responsibility on the Commission to appraise in some way the 
merits of the security involved in order to detide what should be and 
what should not be said. 

Mr. Hetier. And the Government might be then going into the 
business, is that correct ? 

Mr. McCormick. That is correct. 

Mr. Hetiter. And guaranteeing the soundness of stocks. 
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Mr. McCormick. That would be fatal. 

Mr. Herter. I mean, that might follow. 

Mr. McCormick. That might follow; yes. 

Mr. Heiter. Mr. McGuire. 

Mr. McGuire. You stated previously, Mr. McCormick, that under 
present rules the corporate annual reports must be sent out to stock- 
holders in advance. Would you go a step further and require annual 
reposts to be incorporated in the proxy solicitation material ? 

_ Mr. McCormick. I do not think that would be necessary. I believe 
it would involve unnecessary expense. I think the rules should require 
the advance delivery of the annual report, and I think it should not 
be so far in advance of the meeting that you have forgotten what 
is in the report or lost the report. I think there should be some tie 
between the sending of the annual report and the proxy statement, 
and I think it would be advisable to require a statement in the annual 
report that a meeting will follow on such and such a date, thereby 
warning stockholders in advance it might be well to hold the annual 
report until that date. But I think to send them twice undoubtedly 
in the larger companies would involve a tremendous expense. . 

Mr. Hetter. In the main, you do believe that with some skill and 
imagination the lawyers and the accountants can gather the material 
for a prospectus, organize it and state it in such a manner that it can 
be 2 preee of literature which would be understandable; is that cor- 
rect ¢ 

Mr. McCormick. I think there is no doubt about it, there have been 
many examples which I am sure the Securities and Exchange Com- 
mission can furnish the committee. However, there is one prospectus 
that comes to my mind that was prepared by a man in Richmond, Va., 
the Virginia Electric Power, which was I think a very fine piece of 
work covering a very large enterprise in a very short prospectus. 

Mr. Heturr. The way to do it, as we understand from your testi- 
mony, is for the prospectus to contain simple statements that people 
of ordinary intelligence can understand and in plain English; is that 
correct ? 

Mr. McCormick. It is correct, and as a matter of fact, I think it 
should be extended to the accounting requirements. I gave a talk 
before the American Institute of Accountants in Boston, Mass., in 
which I told them I thought they were missing their greatest audience, 
that the largest number of readers of financial statements should be 
the owners of corporations, and it was my experience that in reading 
a prospectus an intelligent man would get to the point where the 
accountant’s certificate appeared and promptly close the prospectus 
because it was baffling even for an expert to understand the balance 
sheet and profit-and-loss statement with its dozens of references and 
footnotes. I suggested to them that they should come forward with 
a narrative form of stating the essential facts and put the detailed 

financial satements in an exhibit in the registration statement to be 
available for the expert security analyst. I really believe that the 
accountants can in narrative and tabular form give the basic financial 
information that would be understandable to anyone. 

Mr. Hetier. And cut out the Egyptian hieroglyphics. 

Mr. McCormick. That is right. Even some of the experts cannot 
understand the financial statements. 
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Mr. Heiter. Mr. McCormick, in the registration under the 1933 
act do you believe that the issuer may and should indemnify the officers, 
directors, accountants, attorneys, and others from any liability arising 
from such registration ¢ 

Mr. McCormick. Should they do that? 

Mr. Heuer. Yes. Don’t you think that defeats the purpose of the 
act—the spirit of the act? 

Mr. McCormick. I think the Securities Act had as one of its pur- 
poses the obtaining of directors who would direct and officers who 
would be officers; and I do agree that the use of indemnities would 
tend to defeat that purpose. I do want to point out that at least as to 
one group, the accountants, such indemnity is not permited. The Com- 
mission has taken the position that the statute contemplated that the 
accountant who certified the financial information must be independent 
and that the granting of a contract of indemnity deprived the individ- 
ual of his independence and, therefore, he was not qualified to certify 
the financial statements where such indemnity was granted. That is 
the only individual that has a liability under the statuté, that is not 
permitted to have an indemnity. 

Mr. Hetter. That is because it is desired that he retain that inde- 
pendence. 

Mr. McCormick. That is right. 

Mr. Heiter. Mr. McCormick, I realize that your tenure of office as 
president of the curb has been very short. You have been there since 
April of last year; is that correct ? 

.Mr. McCormick. That is correct. 

Mr. Hetrer. Yet I feel you have had enough time to brouse around 
the activities of the exchange. I wonder whether you would be good 
enough to tell this committee whether in your opinion manipulations, 
pools and peggings, which were the bases for the act, exist today in the 
exchange. 

Mr. McCormick. To my knowledge there has not been any such an 
event as long as I have been there. We have at the present time a num- 
ber of investigations under way, and have had a number since I have 
been there. It is the practice of the New York Curb Exchange to have 
a floor committee, composed of seven members who are members of the 
board of governors of the exchange, present at all times on the trading 
floor. Whenever there is any unusual activity in any security, a mem- 
ber of the floor transactions committee immediately goes to that post 
and reviews the activity at that post. If he cannot get a satisfactory 
explanation at that time, we immediately institute what we call a quiz. 
We go back to the time when the activity first started and send out a 
questionnaire covering the period from when it started up to the latest 
possible date. Frequently that is extended, if the activity continues. 
We send the questionnaire to every member house on either side of a 
transaction in that security, asking for information concerning the 
people for whom they are buying and selling the security. On the basis 
of that material we can tell whether or not there is any concentrated 
buying from individual customers or member houses. 

When we feel that we should go beyond the information we have in 
order to ascertain from the individual buyers what information they 
had and what induced them to buy or sell, we generally turn the mate- 
rial over to the Securities and Exchange Commission because they 
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have the subpena power necessary to run those matters down. When- 
ever there is‘any unusual activity in the stock, the Securities and Ex- 
change Commission itself will note it and come to the exchange and 
request the institution of a “flying quiz” as they call it. Depending on 
who first starts it, the other fellow stays out. In other words, if we 
have instituted the quiz, we go ahead and complete it and give it to the 
Securities and Exchange Commission. If they started the quiz, they 
o ahead and complete it and let us have information about the.mem- 

rs. In that way we eliminate the duplication of having members 
approached twice. It is my understanding that is done in connection 
with other exchanges also. On the question of manipulation, we have 
had a number of securities that have been quite active, particularly 
those in the mineral and petroleum fields, and have instituted examina- 
tions into all of them. So far as I can tell, and the members of the 
floor transactions committee, there has been no manipulation in any 
of those securities. 

Mr. Hetier. To your knowledge has the curb instituted any investi- 
getion in recent months to check on the unusual activity of transac- 
tions é 

Mr. McCormick. Oh, yes. In a number of cases. 

Mr. Hetzer. Incidentally, Mr. McCormick, there has come to the 
attention of this committee the unusual activity of a stock listed on 
your exchange named Molybdenum. 

Mr. McCormick. We call it “Molly” for short. 

Mr. Heuer. You call it “Molly” on the street. Let’s call it “Molly.” 
We wonder whether you could tell us something about the unusual 
activity of this stock. 

Mr. McCormick. Yes. As a matter of fact, that security moved, I 
believe, from 13 to as high as 80. 

Mr. Hetier. 80, did you say? 

Mr. McCormick. 80. It dropped back down to around 44, and I 
believe now it is trading around the middle 50’s. At least that was 
my last recollection of the market. As soon as the security started to 
move, a member of the floor transactions committee went to that 
post and, as a matter of fact, during the greatest activity there has 
been no time.in which a member of the floor committee has not actually 
been at that post all day long when the stock was really moving fast. 
I was apprised of it immediately. I tried to ascertain what possibly 
could have caused the movement in the security. I contacted the 
president of the company. I believe his name is Marx Hirsch. I asked 
him if he would be good enough to advise me of any recent or unusual 
developments in connection with the company and the disssemination 
of any information about the developments. He told me the company 
had taken a series of options on a large tract of land in the West; that 
they had had quite an extensive program of exploration on the prop- 
erty and had developed enormous tonnages of what he called rare 
earths. It is a combination, as I understand it, in nontechnical way, 
of from 11 or 12 metals, the basic metal being used in hardening steel. 
An announcement of the existence of the options and the exploratory 
work had become public and apparently had been the basis for the 
tipping the market on up; that 1s, causing it to rise so rapidly. And 
apparently from the best information we can obtain from the com- 
pany and elsewhere no doubt there are tremendous tonnages there. 
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The question is whether or not the metals, as I understand it, in 
combination as they are at present, actually are as useful as has 
been indicated or is believed. The president of the company was 
perfectly frank and gave me all the information concerning the 
situation that was available. He advised me that neither he nor 
any member of the organization, officers, directors, or employees of 
any substance had bought or sold a single share of the stock. from 
the time the stock moved until it had hit its peak. I then inquired 
as a result of the information we obtained from the floor as to who 
was buying and selling the stock, and it developed that the buying 
and selling was very, very extensively scattered. In other words, 
the interest was very extensive throughout the country and coming 
from many houses and many buyers and sellers. I did ascertain 
one important thing, that was there was one very considerable 
concentration of buying, and it had been in Canada. 

Neither the Securities and Exchange Commission nor the curb 
exchange—incidentally, the house involved is not a member of the 
curb—neither the Securities and Exchange Commission nor the curb 
exchange having jurisdiction over Canadian citizens, it looked doubt- 
ful whether we could run the matter down. However, I took it upon 
myself to get in touch with the senior partner of the firm in Canada. 

e was quite shocked that any implication should be attached to the 
buying of the firm, and he volunteered to come down at his expense 
and visit with me. I asked him if he would make a complete examina- 
tion of all buying by himself, his partners, and their customers, buying 
and selling. He appeared at my office within 24 hours with a complete 
transcript of all transactions he, his partners, and all their customers 
had made. He designated all of the customers by number so that 
I could tell when they got in and when they got out, and the thing 
was arranged chronologically so we could tell on what dates any 
activity occurred. There was not the slightest doubt that the buying 
by the company was so substantial in amount that it would have an 
effect on the market value of securities having so few outstanding 
shares as “Molly.” 

It did develop that some of their customers, after buying quite 
extensively, did sell out some of their holding. I was assured, and 
I am convinced, the firm at no time told them to get out of the 
security. However, having ridden the stock from the low 20’s to 
as high as 70 and 80, they felt they might make a profit and they 
did sell. 

I ascertained that firm itself, the partners and senior partners, 
bought very extensively in the stock at low prices, held it all the 
way to the 80’s price, all the way back to the 44 price, and so far 
as I know today still hold all their purchases in that stock. It is a 
very substantial amount and hardly the atmosphere in which you 
would find rigging and manipulation of the market. I believe that 
is the story of “Molly” in essence. 

Mr. Hetxier. I want to put this question to you: Suppose you had 
found that the firm in Canada had been actively engaged in manipula- 
tion, and suppose you had found that the firm did tell them to get out 
of it, what could be done about it ? 

Mr. McCormick. I think the exchange could have taken action 
against a member who executed his orders. I believe a reasonably 
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alert member of the curb exchange would have been put on notice in 
connection with activity that great to investigate and call attention 
of the exchange and the Securities and Exchange Commission to those 
developments. I might say that this Canadian house was good 
enough voluntarily to give to the Securities and Exchange Commis- 
sion the same information which they brought to me at my request ; 
so that the Securities and Exchange Commission also has a complete 
transcript of all trades in that security by the firm, and incidentally, 
by everyone else by now because they sent out a flying quiz on it. 

Mr. Hetuer. Is a written report made after you conduct an in- 
vestigation ? 

Mr. McCormick. Yes. All the evidence that is accumulated by the 
staff is summarized and presented at a meeting of the floor trans- 
actions committee, and if it is found that no violation of the ex- 
change rules or the Securities Exchange Act has been involved, the 
material is then filed and kept by the executive staff of the ex- 
change. 

Mr. Hetxer. Did I understand you to say that if there was any 
problem here of manipulation that you could do something as far as 
disciplining the dealer or trader on the floor? 

Mr. McCormick. Yes; I think within the rules of the curb ex- 
change we could discipline the house that was handling the trade for 
the Canadian broker and his customers. 

Mr. Hetuier. We will get to the disciplining phase of the curb in 
a few minutes. But the question I would like to ask is what could 
you do against the Canadian firm, if anything? 

Mr. McCormick. Canada being a sovereign nation, we couldn’t 
do anything. 

Mr. Heiter. What is that? 

Mr. McCormick. Since Canada is a sovereign nation we couldn't 
do anything. 

Mr. Hetter. Don’t they have trading rights and privileges on the 
exchange ? 

Mr. McCormick. Not on our exchange. In other words, the par- 
ticular brokerage house involved here was not a member of the curb, 
or any other exchange, and not a registered brokerage dealer—just 
a Canadian citizen who could possibly break the laws of the United 
States, and we could not put our hands on him. 

Mr. Hetter. In other words, this Canadian firm had no privilege 
or connection with thé curb exchange at all ? 

Mr. McCormick. None whatsoever. 

Mr. Hetier. We understand that the curb exchange is presently 
attempting to secure foreign listings. 

Mr. McCormick. That is right. 

Mr. Hetter. Would you explain to the committee what is being 
done in that respect and the things that you are inspecting or look- 
ing for or working on ? 

Mr. McCormick. During the past year the New York Curb Ex- 
change listed 14 new issues of foreign companies. Twelve, as I re- 
call, were Canadian; one a Chilean company, and the fourteenth a 
Cuban company. I think I have been quite instrumental in develop- 
ing the interest in the Canadian securities. It is my belief there is 
a tremendous economic future in Canada, and I have felt that with 
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proper trading facilities for those securities they should prove at- 
tractive to American investors. I am also interested in the eventual 
development of an exchange market on the curb for Japanese se- 
curities; and I contemplate having one of our members take a trip 
to Tokyo to appraise the situation over there in the hope when interest 
in Japanese securities develops in this country we will provide the 
market for them. 

Mr. Heiter. What protection will the United States investor 
have ¢ 

Mr. McCormick. The only protection they will have is that pro- 
vided by the 1934 act, which can require the submission of informa- 
tion of the type required of domestic companies, subject the company 
to the proxy rules, and also to the insider trading provisions. 

In other words, ovr requirements will be the same, and of course 
the Securities and Exchange Commission requirements will be the 
same as in the case of the domestic companies. 

As far as violations of a fraudulent character are concerned, the 
only remedy in all probability would be suspension of the trading of 
the security and whatever extradition might be permitted by treaties 
between the two countries involved. 

You might be interested in knowing, largely through the efforts of 
Commissioner McEntire and Mr. Kroll of the Securities and Exchange 
Commission, we will soon have an extradition treaty between the 
United States and Canada, which will permit extradition of people 
from Canada to be tried for violation of securities regulations. 

Mr. Hever. What listing requirements will the regulations impose? 

Mr. McCormick. We impose the same listing requirements for 
Canadian members as we do for domestic companies. It is my under- 
standing and recollection that is true of the Securities and Exchange 
Commission. 

Mr. Hewier. Outside of the requirements that we know of now 
under the act, will any additional financial statements be necessary ? 

Mr. McCormick. I might add, while I merely referred to the annual 
reporting requirements, the Securities Exchange Act of 1934 requires 
reporting of many changes, materia] changes, in the business. If you 
change from a mining company to a manufacturing company, or if 
you make any substantial acquisitions or disposals, anything of that 
sort must be reported to the Securities and Exchange Commission 
by the 10th day of the following month. So there are reports of all 
those events which the Securities and Exchange Commission believes 
are of importance to the investor and should be reported so that the 
investor can be informed. In addition, they have a requirement that 
companies file quarterly reports of gross sales. All companies will 
be required to do that. 

I brushed through it before and did not call attention to those con- 
tinuing reporting requirements. 

Mr. Heuer. In hes words, if these issues passed through the 
Securities and Exchange Commission, then, to all intents and pur- 
poses, nothing else will be required; isn’t that correct ? 

Mr. McCormick. That is correct. I think I should make this point 
clear. I believe that the listing of these companies on the exchange 
is pure gravy for the investor, for the simple reason there is no pro- 
hibition against the sale of Canadian or Japanese or any other type 
of security in this country in the over-the-counter market, and it is 
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my position the investor will be served by getting the companies to 
subject themselves to these particular requirements. 

Mr. Heuter. You touched briefly on the disciplining of the mem- 
bers of the exchange. The exchange has its own rulings, has it not? 

Mr. McCormick. Yes. 

Mr. Hetter. For the disciplining of its members? 

Mr. McCormick. That is correct, yes. I have, incidentally, a 
complete set of rules of the exchange and its constitution that I would 
like to leave with you as an exhibit. 

In addition, I have a complete directory of all member firms and 
the partners of those firms, which I would like to leave with you as 
an exhibit. 

Mr. Hetrer. We appreciate it very much. 

(The rules and the constitution of the exchange and the directory 
of all member firms and the partner thereof were received as an 
exhibit and placed in the committee files.) 

Mr. Hetxer. These disciplining rules are independent of the rules 
of the Securities and Exchange Commission; is that correct ? 

Mr. McCormick. That is correct. 

Mr. Heter. So that you do your own policing of your own mem- 
bership; is that correct? 

Mr. McCormick. Oh, yes. As a matter of fact, I would say that 
a large number of the actions taken by the exchanges, not only the 
curb exchange, are of such a nature that the Securities and Exchange 
Commission would not even concern itself. In other words, we quite 
frequently require adjustments as between members and as between 
customers, and we might regard small infractions of our rules as 
conduct detrimental to the operation of the exchange and assess fines, 
which is done not too frequently but on occasions. And we have a 
system, as a matter of fact, whereby every month immediately after 
the close of the month we report to the Securities and Exchange 
Commission in detail any action taken by any committee of the 
exchange with reference to a member. 

Mr. Hettrr. You can expel or suspend; is that correct? 

Mr. McCormick. We can suspend, expel, or fine. 

Mr. Heuer. Would you explain to this committee under what 
circumstances do you expel, suspend, or fine a member ? 

Mr. McCormick. Well, we had a recent situation where a fine was 
assessed, where a fellow violated a rule in that he had neglected to 
report the fact he had made a loan to another member. It was a 

uestion of his being neglectful. We thought the rule was passed 
for the purpose of keeping the governors and the executive staff of 
the exchange apprised of the financial condition of all members, and 
we felt the rule which was passed requiring reporting of loans was 
important as a guide or indication of that condition. So the fact 
that this fellow who had loaned the money, not borrowed it, had 
neglected to report to the executive staff, cost him $250, with a repri- 
mand. A violation of a more serious nature probably involving or 
affecting only the members themselves might well lead to suspension. 

In other words, where the public is not involved and a man has 
traded in what we might consider an improper manner with his other 
members, we might well suspend him. 





STUDY OF SECURITIES AND EXCHANGE COMMISSION 809 


Where the public is involved and the violation appears to be willful 
or grossly careless, it would be my expectation that the board of 
governors would expel a member. 

Mr. Heuer. I don’t know whether you are familiar with the case 
I have in mind, and if you are not, we can have Mr. Mann tell us 
about it. Some years ago there was the Cuppia case, which we under- 
stand concerned one of the leading members on the exchange accused 
of soliciting rebates from brokers. Our understanding is he was 
found guilty by the curb business-conduct committee. That is one 
of your standing committees, is it not? 

Mr. McCormick. That is correct. 

Mr. Hetter., But that he was, nevertheless, permitted to sell his 
seat and resign from the exchange and the only punishment he re- 
ceived was a reprimand. Are you in a position to discuss with us 
whether this punishment was adequate? We know you were not con- 
nected with the curb exchange at that time, but in your opinion, was 
that reprimand adequate punishment? 

Mr. McCormick. Of course that was a rather old case, and I was 
not there, as you say. I believe you ought to get the details of the 
case from Mr. Mann. However, your question whether I would re- 
gard the penalty as adequate—I assure you that in any case involving 
the proper business conduct of a member which goes so far as a hear- 
ing aad a finding of guilt, no member will be allowed to run away 
from the punishment by selling his seat, as far as I am concerned; 
the policy of the exchange will be to punish the man for a violation 
and not give him the privilege, but he would be requested, to get out. 

Mr. Heiter. Would you rather we take up the Cuppia case with 
Mr. Mann? 

Mr. McCormick. Yes, I would. I understand he is more familiar 
with it and he would be more helpful to you. 

Mr. Hetter. I note that you have made some very interesting re- 
marks on the subject of the development of private placements. I 
gather that your contention is—and please correct me if I do not state 
it in accordance with your view—that insurance companies are de- 
priving small investors of the opportunity to purchase securities and 
that it is having an effect on small dealers who are not in a position 
to take part in the negotiation of such private financing; is that sub- 
stantially what you said? 

Mr. McCormick. Yes; that is correct. In other words, today many 
of the finest issues of corporate bonds are being sold in one, two, three, 
four, or five pieces to the life-insurance companies and banks. Conse- 

uently, the smaller institutions, these smaller investors, and the small 
pe are completely eliminated from participating in those issues. 

Some of the bigger houses do participate as negotiators for these 
various loans and do receive a fee. However, the small dealer is not 
equipped to handle such negotiations, and consequently he is left com- 
pletely out of such transactions. 

Mr. Hetier. Would you shed more light on the operation of private 
placements? Does the borrower and lender deal directly with each 
other ? 

Mr. McCormick. Generally speaking, a large investment house in- 
tervenes. A company will consult the investment banker and apprise 
him of his needs in the way of financing. The investment house will 
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then make contact with the various large institutions it knows are 
interested in the issue of the type in question. 

Mr. Hetzer. In other words, the investment house is the middleman. 

Mr. McCormick. Generally speaking, that is correct; yes. 

Mr. Hetuer. Is it true that through him there is established the 
terms of an issue ? 

Mr. McCormick. Yes; that is correct. They act sort of as an ad- 
viser to the issuer, who is desirous of obtaining the funds, and the in- 
surance company obviously takes care of itself. It has its own idea of 
the type of security it is willing to buy, so that the parties then sit 
down and negotiate what terms will go into the securities. 

Mr. Hetter. The title to the securities is taken directly, as I under- 
stand it, by the final purchaser. 

Mr. McCormick. That is correct; yes. 

Mr. Heiter. That would be the insurance company ? 

Mr. McCormick. That is correct. 

Mr. Heuer. Is it not a fact that the underwriting firms participate 
in the transaction or is it just the investment house that does it? 

Mr. McCormick. Ordinarily, when I refer to “investment house” 
it would be a house that participates in underwritings as well— 
First Boston Corp., Smith Barney & Co., people of that type, do sub- 
stantial underwriting and also assist in negotiation of private place- 
ments. 

Mr. Hetier. There is a difference between the fee which an invest- 
ment broker would get and the fee which an underwriter would get? 

Mr. McCormick. There is not any doubt about it. 

Mr. Hetuer. In which case does he get a greater fee ? 

Mr. McCormick. I would say the larger fee is made by the under- 
writer. 

Mr. Heiter. So, when he negotiates a private placement transac- 
tion, his fee is considerably 

Mr. McCormick. Less. 

Mr. Hetier (continuing). Less than if he was working as an 
underwriter ? 

Mr. McCormick. That is correct. 

Mr. Hetzer. I have heard it said that the public receives greater 
protection by reason of the direct placement since the institutional 
investor makes a far more searching inquiry than is required by the 
Securities and Exchange Commission. 

Would you care to comment on that? 

Mr. McCormicx. I do not believe that it is a fact that the public 
is any better protected in the issues that go to the insurance com- 
panies than those that are made public. I cannot believe that the 
investor is any worse off when he buys Westinghouse directly from 
the underwriter than buying a bond of Westinghouse indirectly 
through an insurance premium. 

Mr. Hetier. But, confining ourselves to the issue itself, the con- 
tention seems to be—and it is one of the arguments we have heard— 
that the institutional investor would audit the books as far back as 10 
or 15 years, look at their balance sheets over the period of years; and 
that, of course, is not done in cases where an issuer files a registration 
statement. Is that a significant fact? 

Mr. McCormick. We really attach no practical significance to that 
statement whatsoever. The company, in order to sell publicly, must 
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have the information certified by an independent accountant. It is the 
policy of the Securities and Exchange Commission to require a sum- 
mary of earnings for at least 10 years. I know of no cases where the 
accountants have not done as thorough a job in preparing a 1933 act 
statement as they have in submitting information to the insurance 
companies. 

Furthermore, I would expect them to be the other way, because in 
the case of the public offering they are assuming a very substantial 
personal and firm liability. 

Mr. Hetrer. As a matter of general acceptance of the law, I think 
we share the understanding that the Securities and Exchange Com- 
mission does not go into the merits of an issue ? 

Mr. McCormick. That is correct. 

Mr. Heiter. What about the argument brought forth by the insti- 
tutional investor that they actually go into the merits of the security 
and examiné each and every phase of it before they make a loan ? 

Mr. McCormick. That is true. They do that. But my point—and 
I think the point of those who feel private placement is not justified— 
is that first-grade bonds, whether issued by Westinghouse or General 
Motors or du Pont, are, in fact, institutional-grade bonds of the highest 
class, and the examination that is required in the preparation of the 
registration statement and filing of the information with the Securi- 
ties and Exchange Commission is completely adequate for the financ- 
ing and sale of those securities to the public. 

Mr. Heuer. What do you think of the argument that where funds 
are required in a short period of time an institutional lender can be 
of greater assistance since there is a great delay in obtaining Securi- 
ties and Exchange Commission approval of a proposed issue ? 

Mr. McCormick. I think that is correct. That is why I have made 
the proposal here for eliminating that delay. 

What I have indicated here should go into a registration statement 
of an institutional-grade bond is something that has to be prepared 
by the company even before, the company starts to negotiate with an 
insurance company. It must have its indenture; it must have an 
opinion as to the legality of the issue. Those things, coupled with a 
one-page or two-page circular, could be filed with the Securities and 
Exchange Commission and a clearance obtained within a matter of 
hours. 

I think that in these cases you put the financing on an equal basis 
and permit a company to choose. Many companies prefer the public 
loan to the private. I cannot recall the name of the large issue re- 
cently, but over $100,000,000 of institutional-grade bonds were sold 
through an underwriting of First Boston Corp. Some companies 
prefer it that way. Some contention has been made that in connection 
with that offering the company was able to get a higher price from 
the public than dealing with insurance companies. It is my under- 
standing from the company, and the underwriters have stated, that 
the net to the corporation was greater in the case of the public offering 
than it would have been if they had gone ahead with private place- 
ment. 

Mr. Hetzer. From what you have stated, am I correct in under- 
standing that it is your opinion that legislation should be enacted 
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that all issues be sold directly to the public and not directly to insti- 
tutional lenders? 

Mr. McCormick. No, no. As a matter of fact, I don’t think any 
legislation is required here at all. The Securities and Exchange Com- 
mission has the power under section 10 of the statute to classify issues. 
It could decide under section 10 what information was important or 
necessary for the public sale of institutional-grade bonds. It is my 
opinion that information should be relatively minor and very short. I 
think that they can do it under section 10. The size of the registra- 
tion statement can be determined by the Securities and Exchange Com- 
mission under section 19. They could require merely the informa- 
tion I have specified here as exhibits to the registration statement. 
That could be filed with the Securities and Exchange Commission, and 
the Securities and Exchange Commission could make a proper exam- 
ination of that material in a matter of hours. They could, under the 
power granted them under section 8, then accelerate the effective date 
of the registration statement 24 or 48 hours after it was filed. So, 
the element of speed that goes with private placement would be elim- 
insted. In other words, it would be just as fast to do it publicly. 

Mr. Hetter. Would you express to this committee your opinion on 
the argument we have heard that the disclosure of confidential infor- 
mation required under the Securities and Exchange Commission regis- 
tration discourages many corporate borrowers of long-term capital 
from registering because they refuse to disclose information relating 
to their competitive position in the industry. 

Mr. McCormick. That argument has been made many times. I 
think the Commision, in a very thorough examination into, I believe 
it was, the American Sumatra Tobacco Co., quite rightly controverted 
any such contention, and in my opinion it is a phony argument. 

Mr. Hetier. Why do you describe it as being “phony”? 

Mr. McCormick. Well, I do not believe there is that much advan- 
tage to competitors to have the information that you are talking about. 
As a matter of fact, I.am quite confident most competent competitors 
already have the information anyway. Furthermore, any reasonable 
and fair appraisal or analysis of information required to be disclosed 
by the Securities and Exchange Commission would not in my opinion 
give unfair competitive advantage to competitors. 

Mr. He tter. Is there anything to the argument that under certain 
conditions many investors are in effect out of money and unable to 
participate in attractive investments that are being publicly offered ? 

Mr. McCormick. There is not any doubt but what many of these 
have to be passed over. But I do believe that by following the program 
I have suggested it would be possible for a bank in Dallas to get 10 
bonds of Westinghouse or some of the other better corporations. I 
think the banks and fraternal organizations in Peoria and similar 
places could buy five bonds, which they cannot do today. 

Mr. Hetter. Do you know of any exchange firms which have set up 
direct-placement departments? 

Mr. McCormick. Yes. In fact, Smith Barney & Co., is a member 
of the New York Curb Exchange and the New York Stock Exchange. 
I believe Lehman Bros., who financed a number of these, are members 
of both exchanges. Very definitely a large number of them are mem- 
bers of our exchange. 
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Mr. Hatt. Could I break in on the questions? 

Mr. Heuer. Yes, Mr. Hall. 

Mr. Hau. The Securities Act of 1933 is intended to throw a cloak of 
protection around the public. 

Mr. McCormick. Yes. 

Mr. Hau. On the resale of any stock which is bought in one pur- 
chase by an insurance company, has the public the full protection of 
the 1933 act ? 

Mr. McCormick. No. As a matter of fact, the private placement 
has an exemption under the Securities Act. Section 4 (1) gives an 
exemption from registration for securities privately placed. If the 
institution makes a bona fide purchase for investment and later, for 
reasons known to themselves, they decide to dispose of it, it can be 
disposed of without Poy a and therefore free of any prospectus 
or other requirement of the Securities Act. 

Mr. Haw. There is no control whatever of that resale. 

Mr. McCormick. That is correct, assuming there was a bona fide 
purchaser; that it was a bona fide purchase by the institution for 
investment. 

Mr. Hay. That is all I wanted to ask on that. Apart from any 
regulations of the Securities and Exchange Commission, what does 
the Curb Exchange do to keep abreast of the financial condition of 
the brokers ? 

Mr. McCormick. Of the brokers? 

Mr. Haru. Yes. 

Mr. McCormick. We have reporting requirements by brokers and, 
in addition, we have a staff of investigator accountants which period- 
ically visits the offices of the members and checks their financial con- 
dition and their reports. Those are done regularly and also on a 
surprise basis so that we can check on the actual financial condition 
of the companies. 

Mr. Hau. Is that a spot check or a complete audit ? 

Mr. McCormick. No; it is more or less patterned after the type 
of check the Securities and Exchange Commission and other exchanges 
make. In other words, the investigators are trained to look at cer- 
tain information and do not do a complete and thorough audit. The 
Securities and Exchange Commission does not either. It would be 
a physical impossibility. My guess is that in order to do that job 
you would have to have hundreds and hundreds of investigators. 
But you do have a check where a member of the Curb is frequently 
also a registered member of the Securities and Exchange Commis- 
sion and also the National Association of Securities Dealers, and 
he is apt to get hit in the course of a year by three different examiners. 
In addition, we require a report of audit by an independent 
accountant. 

Mr. Hau. The ratio of liability that you require is 15 to 1. 

Mr. McCormick. Yes. 

Mr. Harty. How does that compare with the Securities and Ex- 
change Commission regulation ? 

Mr. McCormick. The Securities and Exchange Commission regu- 
lation, if I recall, it is20to 1. So it is greater. 

Mr. Ha. It is greater? 

Mr. McCormick. Yes. 
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Mr. Haiti. Why should there be the difference ? 

Mr. McCormick. I don’t know that either one of them have any 
particular thing to commend it. I believe it was felt you could safely 
do business with a 1-to-15 ratio. The Securities and Exchange Com- 
mission felt that they could be more liberal, as a matter of fact, and 
felt it was safe to conduct business on a 1-to-20 ratio. 

Mr. Hau. Let us assume a member of the public leaves a credit 
balance with the stockbroker. What does he then have for protec- 
tion as far as examination or audit is concerned ? 

Mr. McCormick. Those funds are examined along with the funds 
of the partnership in the periodical examination made by the staff 
and must be reported on by the independent auditor as well. Does 
that answer your question ¢ 

Mr. Hatz. You do not make any specific check of the credit balance 
or stock held for a customer ? , 

Mr. McCormick. There is an examination as to the extent and 
nature of this, but there is no independent examination of that item 
separately, if that is what you refer to. 

Mr. Hauu. You do not think it is necessary to have an independent 
check of a situation where a broker is a debtor of a customer, you might 
say, by reason of a credit balance or holding a stock ? 

Mr. McCormick. I will have to say both the Securities and Ex- 
change Commission and the exchanges make a thorough examina- 
tion of those companies and more frequent examination of those 
companies that do take in regular customers’ funds because obviously 
the need for protection is much greater than the fellow who has no 
dealing whatever of that type with the public. Experience indicates 
to us the frequency and extent of our examinations have been ade- 
quate. Iam not actually familiar with the mechanics of the examina- 
tion, but the nature and extent of the examination has proved ade- 
quate, because we have not run into difficulties. 

Mr. Haux. Assuming the examination you make shows the broker 
is not up to its financial requirements as set forth in your rules and 
regulations, what do you do? 

Mr. McCormick. He is immediately required to put up additional 
capital. To cite an example, about a month ago we did examine into 
a company because we noticed an activity in a particular stock was 
unusual, We immediately sent our investigator and found he had 
purchased rather high; and, although he was within limits, we 
thought it was unsafe and required him to put up $25,000 additional 
capital. He did obtain it, and it was put up in 24 hours. 

Mr. Hauu. Have you had occasion in recent years where you have 
had to suspend member companies that did not meet your financial 
requirements ? set. 5 

Mr. McCormick. I do not believe there has been a suspension in 
over 15 years on any exchange in the country. We did have an ex- 
pulsion recently but did not have anything to do with that question. 
I think the members of the committee are familiar with that. It was 
publicized in the newspapers. eae: sk fib 

Mr. Hau. I assume these investigations or examinations that you 
make are done on your own and not at the behest of the Securities 


and Exchange Commission. 
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Mr. McCormick. Definitely. It is our own staff. We make the 
examination as extensive as we deem necessary and as often and at the 
times we determine. 

Mr. Hatz. Have you made changes in your rules because of urgings 
by the Securities and Exchange Commission ? . 

Mr. McCormick. I do not believe that has happened since I came 
to the exchange. I believe as a matter of fact there probably were 
extensive negotiations and conversations between the two when the 
two groups first developed their requirements, but they must have 
done some before I came with the exchange. So I am not familiar 
with the nature of this. There have been no new requests for changes 
in our files since I have been there. F 

Mr. Hay. I have two more questions. First, are the credit balances 
of customers commingled with the other funds of the brokers? 

Mr. McCormick. Yes. They are commingled. 

Mr. Hatz. Do you think that is a proper procedure? 

Mr. McCormick. Mr. Congressman, the only thing I can say is 
that the system of permitting the commingling of funds has not 
caused any loss to the public at this time, and consequently, based 
on our experience, I do not believe is a threat to the proper protection 
of the investor. I also have to be perfectly frank with you. I have 
not made a considerable analysis of that particular problem since I 
have been with the exchange. Probably it is one I should look into. 

Mr. Haut. I think the relationship between the customer and the 
broker is more or less of a trust relationship. 

Mr. McCormick. Absolutely ; yes. 

Mr. Hau. My thought is, that lawyers and others who act in a 
fiduciary capacity, such as they, are required, ordinarily, to keep such 
funds separate, and if they do not, there is created a suspicion; and 
in my own mind I was wondering why in the case of brokers they com- 
mingle the credit balances of their customers with their own funds, 
and so far as the bank account is concerned, it does not show any 
difference, whether the money is theirs or belongs to a customer. 

Mr. McCormick. Of course, to carry the analogy in the other direc- 
tion, banks do the same thing. 

Mr. Hauz. Except that it is part of the contract with a bank. The 
customer knows that the bank is going to take his money and invest it. 
But a credit balance with the broker is not for that purpose. 

Mr. McCormick. Well, frankly, I don’t know anything further 
about the particular problem. The only thing I can say is I did not 
recognize it as a serious problem at the moment and consequently I 
have not devoted particular time to examine into it. It may be that 
Ishould. ° 

Mr. Hetier. Mr. McGuire. 

Mr. McGuire. Could you give us some statistics or furnish us the 
number of investigations or so-called quizzes you have made? 

Mr. McCormick. Could I give you the detail later for the record? 
I do not have it with me at this time, Iam sorry. But I will be happy 
to give the list of the number and frequency and things of that sort 
and give the entire explanation of our program. 

Mr. McGuire. That will be fine. 

Mr. Hetirr. When you furnish us with that information it will be 
incorporated at this point in the record. 
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(The above-referred to information is as follows :) 


Number of inquires covering transactions in securities during the years 1950 and 
1951 by the Securities and Erchange Commission and the New York Curd 
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Mr. Hetier. Mr. McCormick, do you feel that the functions of 
brokers-dealers are such that they should be segregated ? 

Mr. McCormick. No. I do not believe it is necessary for them to 
be segregated. Asa matter of fact, it would not be in the public inter- 
est to do so particularly insofar as exchanges are concerned. I am 
more familiar with the problem as it is confronted there than I am 
over-the-counter. I refer specifically to the operation of a specialist 
on the floor of the exchange who, incidentally, performs both a broker 
and a dealer function. It is my opinion that the specialist is in- 
dispensable to the proper operation of an exchange market. A special- 
ist 1s required to maintain a continuous and an orderly market and a 
close market. As a condition to his being registered as a specialist he 
agrees to do that. He then becomes a registered specialist at a par- 
ticular post on the floor of the exchange, and the stocks that are 
assigned there then become his responsibility. And if he should fail to 
maintain a continuous and orderly market, the security is taken from 
him and assigned to someone who can and will. Frequently situations 
develop where, while there might be interest in a security, bids and 
offers within a close range actually do not appear on the books, and it is 
the responsibility of the specialist to take positions or offer to take 
positions in between the spread on the books. In other words, to per- 
form that function he must become a principal. When he does that, 
he acts in the capacity of a dealer in specific transactions in those 
positions. That basically is my reason and the reasons given by the 
exchanges for the necessity for maintaining the function or combining 
the functions of broker and dealer within the specialist system. I 
think probably when you discuss the case you referred to earlier with 
Mr. Mann, you might well explore in greater detail the function and 
role of the specialist on the floor, for the reason he, himself, is a 
specialist and has been for many years. ‘ 

Mr. Hetter. Mr. Hall. 

Mr. Hatt. I have just been looking through your statement. I am 
sorry I was not here when it was first given. Have you commented 
at all on the requirements for marginal range in trading? 

Mr. McCormick. No; I did not go into that. Did you have some 
question ¢ 

Mr. Haury. Would you like to comment on the subject of whether 
you think it is too high or whether you think it is too low. I would 
like to have your general observation. 
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Mr. McCormick. I do not think that an examination into the market 
activity would indicate that the movement of the margin requirements 
from 50 to 75 was significant or material. In my opinion I do not see 
any reason for worrying about it being at 75. I think the markets 
are sounder when you are buying for cash or almost cash, and I cannot 
get excited about the fact it was moved from 50 to 75. et Pk 

Mr. Ha... In other words, you have not seen any restriction in the 
trading as a result of it ? 

Mr. McCormick. I think if there was, it was very minor. 

Mr. Hau. Apparently the public must have cash today. 

Mr. McCormick. That is right. I did mention earlier I thought the 
demand of the market had shifted very materially over to a strictly 
investment type market. I think the reduction in the activity on the 
exchange is a clear evidence of that fact. 

Today, when $10,000 goes to General Motors it stays in General 
Motors for quite a while and is not out on the market repeatedly. I 
think we have a long-range investment type market today. 

Mr. Heuter. Is that investing being done by an institution or by 
John Doe, member of the public ? 

Mr. McCormick. I think John Doe is buying more with an eye to 
investment rather than flying into the market and trying to outsmart 
somebody else. 

Mr. Haz. You read in the papers that the market is kept up by in- 
stitutional buying for investment purposes. Would you like to com- 
ment on that / 

Mr. McCormick. There is not any doubt but what the market has 
been strengthened particularly in recent years with the development 
of pension funds, investment trusts, and things of that sort, because 
those fellows take positions for investment purposes and are not active 
traders.. And those types of institution have been growing so very 
rapidly that on balance they are buying securities, so that they are not 
dumping them back in. They are just growing within themselves. 

Mr. Hauiy. Would there be any way of determining what the ratio 
of institutional buying is or what the increase has been as compared, 
we will say, with an arbitrary date of 1940? 

Mr. McCormick. Yes; I think very definitely. I think part of that 
has been developed recently in connection with the proposal to close 
on Saturday. The contention being made an institution of course will 
buy any day, Friday or Monday. And so it was decided it would be 
advisable to find out the extent. I do not have the figures before me, 
but they are obtainable and I would be happy to get them for you. 

Mr. Hau. If you could, I would like to see what the ratio has been 
in buying by institution as of today as contrasted with buying by the 
public, say in 1940. I am not seeking that date for a particular pur- 
pose. 

Mr. McCormick. I will get that. 

Mr. Hauy. And put it in the record. 

Thank you. 

Mr. Heiter. When supplied, the material will be considered in the 
record at this point. 

(The material referred to is as follows :) 


Congressman Leonard Hall requested some statistics as to the extent of the 
buying of securities in 1940 and some recent date by institutions as contrasted 
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with the general public. We have been unable to discover any over-all statistics 
but the following facts may be of interest on the point: 

1. In 1940 the total assets of investment companies totaled $1,061,548,000, 
consisting of $447,959,000 in open-end companies and $613,589,000 in closed-end 
buying of securities in 1940 and some recent date by institutions as contrasted 
companies. In 1950 the total assets of investment companies totaled $3,374,- 
025,000, consisting of $2,530,563,000 in open-end companies and $843,462,000 in 
closed-end companies. 

2. It is estimated that insurance companies purchased approximately $100,- 
000,000 of equity securities since the liberalization of the insurance law in New 
York in the past year. 

3. Attached hereto is a schedule prepared by the New York Stock Exchange of 
the amount of business done on the exchange by insurance companies and invest- 
ment trusts as contrasted to others on certain recent selected days. 


Summarization of the total figures reported by members representing New York 
Stock Exchange business for the 4 Saturdays in October 1951 (combined) and 
for the trading day of Wednesday, Nov. 14, 1951 





Aggregate totals 4 October Saturdays 





Saturday day Saturday open 





| 
| Percent 
total shares 


Percent 


Shares total shares 


Shares 





| 
baw 
— 229, 787 | 2. 69 193, 232 
Nonmember broker-dealers__.- ‘ 234, 873 2.75 89, 593 
Ins irance companies oS a 19, 633 -23 36, 696 
Investment trusts___-- ‘ 76, 933 . 90 68, 835 








Members, member firms and partners.- 1, 322, 755 | 15. 49 50 
All other customers 4, 718, 314 55.26 | 1,487, 946 


6, 602, 205 } 77.32 | 1, 936, 352 | 








Total shares executed 18, 538, 647 | 
Unexecuted orders, shares 5, 733, 497 











Trading day Wednesday Nov. 14 1951 


| 
Ris 


Wednesday day - Wednesday open 


Percent 
| total shares 


| 
| Percent 


| 

Shares 
total shares | hares 
' 


} 
' 
Shares 


| 
: F 245, 398 8. 50 | 52,011 
Nonmember broker-dealers_____.----- 92, 253 | 3. 20 | 18, 654 | 
Insurance companies 29, 255 | 1.01 4,970 

Investment trusts ihe hitaclandiel cemmadied 83, 163 | 2.88 | 14, 770 | 
Members, member firms and partners Shak SERS SES 495, 246 | 17. 16 | 14, 756 | 
All other customers ‘1 1, 472, 808 | 51. 02 | 363, 179 | 








Total - 2, 418, 123 | 83. 77 | 





Total shares executed 22, 886, 463 | 
Unexecuted orders, shares 1, 550, 491 | 








t Includes purchases and sales, but*excludes 725,717 shares executed by odd-lot dealers as principal. 
? Includes purchases and sales, butJexcludes 247,140 shares executed by odd-lot dealers as principal. 

Mr. Hetter. I want to take you back for a moment to that broker- 
dealer question—do you think there ought to be a segregation of the 
relationship ? 

Mr. McCormick. I do not get your question. I gather it is the same 
as the question you asked before, whether the same individual could 
act with or negotiate with the public in the two ways. Is that correct? 

Mr. Heuier. That is right. Not in relation to the public, but in 
relation tothe customer. You mentioned the public. 
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Mr. McCormick. Yes, sir. 

Mr. Heuier. Let’s forget the specialist. Let’s talk about the broker- 
dealer relationship to the man who is buying and selling stock. 

Mr. McCormick. Frankly, I do not know of ee 8 impediment to a 
proper treatment of those customers by reason of the fact you can act 
in dual capacities. 

Mr. Heuer. That is what I mean. 

Mr. McCormick. Speaking with reference to listed securities, I do 
not recognize any disadvantage. The basic reason for that is when 
you are operating with the public as a broker you have the obligation 
under agency law, and to give your customer the best market. You 
cannot deal with him as a dealer and give him a poorer execution than 
he would get if he dealt with you as a broker on the exchange on a 
commission basis. That is why I feel, as far as dealing in those 
securities, particularly the listed ones where you do have an auction 
market and you do have a print on every transaction and you can get 
a quote, I think the proposal of separating the broker and dealer is 
much less important. 

Mr. Heiter. Do you feel, under the 1934 act and under the rules of 
the curb and the actions of the Securities and Exchange Commission 
under its ewn rules, the evils which gave rise to this Federal statutory 
control of exchanges and their members have been corrected ? 

Mr. McCormick. I think they have, yes. I think they haye been 
very, very healthy. I think the markets are much sounder today be- 
cause of them, and I think the Congress is to be congratulated ; when 
it passed the statute it did a good job of ascertaining the difficulties 
and providing remedies. 

Mr. Hetirr. In other words, you believe, at least as to the curb, 
that the discipline of its own members is now so effective that the curb 
is cleaned up; is that correct ¢ 

Mr. McCormick. There isn’t any doubt in my mind about it. 

Mr. Heuirr. Are there any further questions ? 

Mr. Hatt. Ihave no other questions. 

Mr. McGuire. No, thank you. 

Mr. Herter. Mr. McCormick, we have no further questions. 

We would like to say to you that we appreciate your being here. 
We thank you for coming again before this committee and bringing 
the very valuable and informative statement which you have given 
us. We also appreciate the frankness of the testimony you have given 
us this morning. We are always glad to have your views because we 
regard you as one who is well qualified to talk on this very complicated 
subject matter. We have always found you to be inspiring and ag- 
gressive, and sometime perhaps in the near future you will come back 
and tell us some more about the operation of the exchanges. 

Thank you very, very much. 

We will adjourn until 2 p. m., when Mr. Mann will testify. 

(Whereupon, at 12:40 p. m., a recess was taken, to reconvene again 
at 2—p.m.) 


AFTERNOON SESSION 


The committee reassembled at 2 p. m., pursuant to the taking of a 
recess, Hon. Louis B. Heller, chairman of the subcommittee, presiding. 

Mr. Hetier. The committee will please be in order. Mr. Mann, 
will you please take the stand. 
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STATEMENT OF JOHN J. MANN, CHAIRMAN OF THE BOARD OF 
GOVERNORS OF THE CURB EXCHANGE, NEW YORK, N. Y. 


Mr. Hewier. Mr. Mann, you are chairman of the board of governors 
of the New York Curb Reckenas! 

Mr. Mann. Yes, sir. 

Mr. Hetier. We are very happy to have you here this afternoon. 
Have you prepared a statement that you want to read to the com- 
mittee ? 

Mr. Mann. No, sir; I do not. 

Mr. Hetter. You just want to answer questions? 

Mr. Mann. I will be very happy to answer any questions that may 
arise. 

Mr. Hetier. Mr. Mann, would you tell us something about your 
background ? 

Mr. Mann. Yes, sir. I was a page boy in 1925 at the New York 
Curb Exchange. 

Mr. Hetier. In 1925? 

Mr. Mann. Yes, sir. That was during the summer while I was 
attending Fordham University. On graduation from Fordham in 
1928, I obtained a position as a clerk in an office and in December of 
that same year, 1928, I became a specialist’s clerk on the floor of the 
exchange. I remained in that capacity until September 1933, when 
I ree oe a membership on the curb exchange and served as a 
specialist and have served as a specialist on the floor of the exchange 
since that date up until the present time. 

Mr. Heiter. When did you become its chairman? 

Mr. Mann. February 1950. I had served on the board of governors 
since 1948 as a governor. 

Mr. Hetier. You have served as a member of the board of governors 
on the curb exchange as a governor? 

Mr. Mann. Yes, sir. 

Mr. Heiter. The New York Curb Exchange, as we understand, is 
an association to provide a market place for trading in securities. 

Mr. Mann. That is right. It is composed of 499 regular members 
and approximately 310 associates. The regular members have the 
right to transact business on the floor of the exchange and have access 
to the trading floor. The associate members receive a percentage of 
the commission for the business they produce. 

Mr. Hetter. Just briefly, if you can, describe how it differs from the 
New York Stock Exchange. 

Mr. Mann. Well; as far as the actual trading is concerned, the 
procedure is very similar to the stock exchange, with one great dif- 
ference, and that is in the handling of the odd lots, which I will dis- 
cuss very briefly when I finish this topic. 

The curb exchange has always been known as a primary exchange, 
that is, we have admitted to trading securities that are not as seasoned 
as the ones that the stock exchange takes. Of course the requirements 
of the stock exchange are stricter than ours, so far as seasoning is 
concerned, and stockholder distribution. We have minimum require- 
ments, but our requirements are not as severe as the stock exchange. 

The difference in the actual transactions of business is that on the 
curb exchange each specialist also acts as an odd-lot broker, whereas 
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on the stock exchange, specialists as such do not act as odd-lot brokers, 
there being odd-lot brokers stationed at various sections of the floor. 

Mr. Heurer. Odd-lot brokers and specialists are the same on the 
curb; is that correct ? 

Mr. Mann. On the curb. 

Mr. Hetxier. On the curb, yes; on the floor. 

Mr. Mann. That is correct. 

Mr. Heuer. Incidentally, we notice that the curb is listing many 
Canadian securities. 

Mr. Mann. That is right. 

Mr. Heiser. It is common knowledge that we have had a good deal 
of trouble with fraudulent Canadian stocks. Why are there so many 
Canadian listings on the curb exchange? 

Do you care to discuss that ? 

Mr. Mann. Well, it has been the trend since, oh, I would say, June 
of last year, because there has been a great deal of development in the 
northwest section of Canada, particularly in mining stocks and oil 
stocks, and they have sought out our exchange for an American 
market place. 

However, the listing committee of the exchange makes a thorough 
investigation not only as to the reserves in the case of an oil company, 
or earnings, or pati: B of earnings, but also the background of man- 
agement; and takes every precaution to see that the investor is prop- 
erly protected. Of course we do not guarantee the price of stocks or a 
stock when it is admitted to trading. We do try to maintain a fair and 
orderly market which will reflect the true value of these securities. 

Mr. Heuer. In other words, these issues have met the full disclo- 
sure provisions. 

Mr. Mann. That is correct. 

Mr. Hetier. And after they have met the full disclosure provisions, 
then they are listed on the curb? 

Mr. Mann. That is correct; they are listed on the curb. 

The procedure is briefly this, the listing committee makes a study 
of any individual application and then, if they see fit, they will recom- 
mend to the board of governors that this stock be approved for listing. 

Mr. Hetier. Confining yourself just to Canadian stocks; what we 
are interested in knowing is how you have gotten so many listings of 
Canadian stocks. Am I to understand from your answer that full 
disclosure is made in all of those instances ? 

Mr. Mann. That is correct. 

Mr. Hetier. And there has been unusual activity, so far as the 
listing of Canadian stocks is concerned; is that correct ¢ 

Mr. Mann. There has. There have been 14 within the last year, 
and it seems there is a great deal of interest in these stocks; there have 
been many write-ups about the future of the Canadian Northwest, and 
I think it has had a lot of appeal to the investing public. 

Mr. Heutxer. The curb exchange is governed by a constitution? 

Mr. Mann. Yes, sir. 

Mr. Heiter. When was that constitution adopted ? 

Mr. Mann. The original constitution was adopted in 1921, when 
the curb exchange moved indoors; it was revised in 1927 and again 
revised in 1939. 

However, from time to time amendments and rules are added as 
changes arise. 
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Mr. Heiter. Was an entirely new consitution drafted in 1939? 

_ Mr. Many. Certain parts were left in; that is, as far as make-up 
1s concerned, and changes were made in the make-up of various com- 
mittees and what their functions were to be, and as I say, rules were 
added or deleted, according to the need. 

Mr. Hetier. That was done in 1939 / 

Mr. Mann. Yes. 

_Mr. Hetzer. I am assuming—and correct me if I do not have the 
right impression—as a result of the enactment of the 1933 and 1934 
statutes; is that correct ? 

Mr. Mann. That was in 1939 after their enactment, when that was 
done. 

Mr. Hetzer. The provisions of all of the statutes, I assume, were 
incorporated into the new constitution. 

Mr. Mann. That is correct. 

Mr. Hetier. And there have been amendments from time to time, 
from 1939 to the present time? 

Mr. Mann. That is correct. 

Mr. Hetier. The exchange is governed by its board of governors? 

Mr. Mann. The exchange is governed by 32 governors; 13 of 
whom are classified as class A governors. They are regular members 
of the exchange. 

Mr. Hetier. How are they elected? 

Mr. Mann. They are elected for 3-year terms, and no man may 
serve more than two consecutive terms. 

Mr. Hetter. How are they elected ? 

Mr. Mann. The nominating committee is chosen by the members 
at the annual election, and they in turn hold meetings, both closed 
and open, at which members and people in the industry may appear 
and make suggestions as to nominations. 

After studying the qualifications of the various men proposed, the 
committee then will propose a slate to the membership to be voted 
upon. 

Further than this, if the membership is not pleased with the slate as 
presented by the nominating committee, they may, by signed petition 
of 25 members advance any other member’s name as a candidate and 
he may run in opposition to the slate proposed by the nominating 
committee. 

Mr. Hetier. The 32 governors, you say, are divided into classes. 

Mr. Mann. That is right; 15 A governors, who are regular mem- 
bers of the exchange. 

We have 12 B governors, who are partners in regular members’ firms, 
or associate member firms, and we have 3 public governors whom we 
refer to as class C governors. At the present time they are Major 
Namm, Dean Collins of New York University, and Mr. Edward Bar- 
rett, president of Long Island Lighting. and the president of the 
exchange and the chairman of the board, that is, Mr. McCormick and 
myself, are classified as D governors. 

That is the present make-up of the board itself. 

Then, do you wish me to discuss the committees ¢ 

Mr. Hetter. Before you do that, will you discuss the powers and 
duties of the board of governors. 

Mr. Mann. The powers and the duties of the board of governors are 
these: To interpret the constitution, pass rules and regulations con- 
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sistent with the public interest, and see that the public interest is best 
served ; and to specify the duties of the various committees so they may 
facilitate procedure followed in handling and executing orders and in 
other matters. 

Mr. Hewier. Have they the right to remove officers? 

Mr. Mann. The ‘as of governors elects the president and ap- 
points all of the staff, directors, and vice presidents at the first meeting, 
the organizational meeting after the election in February. 

Mr. Hetxer. Does it control the property and funds of the ex- 
change ¢ 

Mr. Mann. Yes; it does. 

Mr. Heuer. Is the board the group that tries charges against 
members ¢ 

Mr. Mann. That is correct. The board tries members for any 
infraction of or violation of rules. 

Mr. Hetier. And does the board also list or admit securities to 
unlisted trading upon the exchange ? 

Mr. Mann. The board admits to trading listed securities. They do 
not have the power any longer to admit stocks to unlisted trading. 

Mr. Hetier. Then when did that power cease ¢ 

Mr. Mann. Approximately 1935 or 1936, when the act went into 
being. 

Mr. Heuer. 1935 or 1936? 

Mr. Mann. That is correct. 

Mr. Heiier. You do have unlisted securities, do you not ¢ 

Mr. Mann. The unlisted securities are securities that were traded in 
on the exchange after that time. 

Mr. Hetier. You mean prior to 1935 or 1936? 

Mr. Mann. Before the enactment of the act; that is correct. It is 
my understanding that there was some discussion at that time that 
these stocks be removed. However, the arguments were advanced that 
the public would best be served to have these stocks remain on the 
exchange because the public had come to know the curb exchange as 
the market place for these securities. But as a practical matter it was 
forbidden then that any stocks after that time be admitted to unlisted 
trading. 

Mr. Heiier. How does one become eligible for membership on the 
New York Curb Exchange? 

Mr. Mann. A man may become a member by filing an application 
with a subcommittee of the admissions committee. This subcommit- 
tee will pass on the man’s qualifications briefly. If they feel he quali- 
fies, they will go before the admissions committee itself and request 
the appearance of the applicant. 

After a thorough investigation of his background has been com- 
pleted his appearance is requested. 

When this meeting takes place, the name of the prospective member 
is posted for a period of 7 days, giving everyone in the industry and 
every member of the exchange an opportunity to come forward if they 
know of any reason why the man would not make a proper member. 

Mr. Heiter. Where is this posting done? 

Mr. Mann. It is posted on the bulletin board in the exchange and 
mailed to every regular member of the exchange. 

After the admissions committee finishes its procedure and the name 
has been posted for 7 days, the application is acted upon by the board 
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of governors and if the board of governors elects—and it must be by 
majority vote—the man is admitted to regular membership. 

f course the price he pays for his membership varies with the sup- 
ly and demand. At the present time our seats are quoted at $12,000 
id, offered at $14,000. The last transaction took place at $13,500. 

Mr. Hetier. Well, actually, are there any requirements before one 
can apply for membership on the curb? 

Mr. Mann. Well, a man must have financial responsibility. 

Mr. Hetter. To what extent ? 

Mr. Mann. He must be guaranteed for a minimum of $10,000 by 
another member. If he does not have that much capital he cannot be 
elected. 

Mr. Hetter. He gives you a financial statement ? 

Mr. Mawvy. A financial statement is requested; that is correct. 

Mr. Hetier. What privileges inure to a member ? 

Mr. Mann. When a man purchases a regular membership, there 
are four categories that he may become active in. He may become a 
commission broker, whose function is to accept orders from the public 
and execute them to the best of his ability. 

Secondly, he may become a specialist. 

Thirdly, he may become a broker’s broker, or what is commonly 
referred to as a two-dollar broker. He does business with other 
brokers on the floor. 

And the fourth category would be a floor trader. 

Mr. Hetier. I know that you appreciate that the average person 
has the feeling that the operations on the trading floor of the exchange 
are somewhat complex. I know I personally do, and I am grateful 
for the opportunity I had last week to see how it is done, and I know 
that the members of the committee are too. 

I wonder whether you would be good enough to shed a little light 
on the mechanics of floor trading, describing the trading posts on the 
floor, how the orders to buy and sell are executed, and so much of the 
operations as you think will unravel some of the mystery attached to 
the exchange. 

Mr. Many. I will try to do that, Mr. Chairman. 

Let us assume that the XYZ Co. has been approved by the listing 
committee for listing on the exchange and that it has then been as- 
signed to a post on the trading floor. A specialist is then named by 
the committee on floor trading to act, and to handle what is referred 
to as a book in that stock. The book as made up of that stock is made 
up of buy orders and sell orders, which are placed by the commission 
brokers on behalf of the public. 

Mr. Hetter. Usually, where is this trading done? 

Mr. Mann. Usually this trading is carried on around the trading 
posts. At the present time the cath exchange has 16 in operation. 

When an order is received by a commission broker from his office, 
stating whether to buy or to sell stock at a particular price, the 
commission broker will proceed without delay to the post where that 
stock is trade-in. That is, where it has been assigned by the floor 
committee. He will ascertain what the quotation is—in other words, 
what is the best price that will be paid and what is the best offering 
price. 

Let us assume that the market is quoted at 2414-2414. He may 
have an order to purchase 100 shares at the market. He will then 
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roceed to announce his intention and say, “I will buy 100 at 9414,.” 
He will report that back to his office, which in turn will report it to 
the customer. He will also inquire, “How is the market quoted now ¢” 

It is possible the market then will have become 2414 bid, offered 
2454. 

The specialist, in performing his functions on our exchange, must 
write out what we aa quotation slip. This slip is time-stamped and 
sent to our quotations department, where a permanent record is kept 
of the time of the change of quotation and it is filed away under this 
particular stock. He also ole to a reporter, as it is the duty of the 
seller to report any transaction that takes place to the reporter and 
in this instance he would say, “100 XYZ, 2414.” 

The reporter writes out a slip, and that slip is sent through a pneu- 
matic tube to the central ticker station and is immediately transferred 
to the Western Union tickers. At the present time we have 790 of 
these tickers scattered throughout the country and we also have two 
in Canada. 

Mr. Hetier. How much time lapses before the quotation appears on 
the public ticker ? 

Mr. Many. It has been timed from the time of the actual transac- 
tion until it appears on the ticker and that varies between 20 and 30 
seconds. 

Mr. Heuier. As to these posts that you talk about, are there sepa- 
rate posts for bond and stock transactions ¢ 

Mr. Mann. Yes. We have one bond post. 

Mr. Hetier. Where is that located ? 

Mr. Mann. That is located at the extreme end of our floor near the 
telephone booths, so that the service on these bonds can be facilitated, 
without waiting to get quotations over the regular quotations system. 
A telephone clerk is near enough that he can ask the specialist what 
the current market is. 

Mr. Hetrer. Is the exchange able to keep a record of every order 
and completed transaction ? 

Mr. Mann. The exchange keeps a permanent record of all of the 
transactions and quotations; changes and times of sales. 

Mr. Hetier. Are the original orders maintained or kept ? 

Mr. Mann. The original orders are maintained by the specialist for 
a period of 3 years. 

r. Henier. At any time during the 3 years the exchange is able 
to summon the records of those quotations, in case of an investigation ? 
Mr. Mann. Yes; any material that they may want to investigate. 

Mr. Hewxer. In other words, if I wanted to find out from you how 
many sales were executed in a particular stock, the XYZ stock on, 
let us say, August 20, 1949, you can actually go to the exchange’s office 
and pick that out and show it to me? 

Mr. Mann. That is right; we have that in our record room. 

Mr. Hewirr. You have the original slips? 

Mr. Mann. Yes. The original slips that are written out at the 
time of the transaction. 

Mr. Hetier. How long do you keep those slips? 

Mr. Mann. We keep them permanently. 

Mr. Heiter. Does the constitution put a limitation on the member- 
ship of the exchange? I notice you mention 499 members; is that 
correct ? 
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Mr. Mann. That is correct; 499 regular members. That is the limit 
number. That cannot vary. Associate members may wg 

Mr. Heiter. How many members actually appear on the trading 
floor. 

Mr. Mann. Well; that number varies. I would say that it averages 
between 275 and 300 daily. 

Mr. Heiter. What are they known as; floor traders or brokers? 

Mr. Mann. That number of 300; that is comprised of brokers; spe- 
cialists and traders, and commission brokers. 

Mr. Hetxier. Are corporations permitted to become members ? 

Mr. Mann. Not regular members. They can become associate 
members. 

Mr. Heiter. Why the restriction on their being able to become reg- 
ular members ? 

Mr. Mann. Because of an important point—there has been a great 
discussion, both pro and con, as to admitting corporations. We feel 
we have a more direct supervision over an individual than we do over 
a corporation. That is why at this time we do not permit them to 
become regular members. 

Mr. Hetuer. Is that by reason of the fiction of law as to the limit 
of liability so far as corporations are concerned ¢ 

Mr. Mann. That is correct. 

Mr. Heuer. In other words, if you want to proceed against an in- 
dividual member, you are able to do so without much difficulty, but a 
legal problem might arise in the event you want to proceed against 
a corporation ? 

Mr. Mann. That is correct. 

Mr. Heuier. Of the floor brokers which you describe, how many 
of them are specialists and odd-lot dealers? 

Mr. Mann. Well, they go hand in hand. All specialists are odd-lot 
dealers. We have approximately 165 specialists at this time and they 
are made up into 63 groups, I believe. That is, there are 63 specialists 
in positions on the floor and 

Mr. Heuter. That is a little bit better than one-third of your entire 
membership ? 

Mr. Mann. That is correct. 

Mr. Hetier. How many are commission brokers? 

Mr. Mann. Well, commission brokers make up probably another 
200 of the membership. We have probably 25 wah se brokers and 
maybe 30 floor traders, of whom 20 may be active. By that I mean, 
present on the floor day in and day out. Then, of course, we have an 
inactive group of members; members who are partners of firms and 
do not come on the floor. 

Mr. Hetier. You talk about $2 brokers. Will you please tell us 
what a $2 broker is? 

Mr. Mann. A $2 broker is a man who does not do business directly 
with the public. He will station himself at various positions on the 
floor and is available to execute orders for any other brokers. In 
other words, the man receiving the order from the public transfers his 
agency to the $2 broker, who in turn will execute the order and report 
back to the broker who gave him the order. 

Mr. Heiter. How do the regular members more or less conduct their 
brokerage business; those who are not floor traders or specialists or 
odd-lot dealers? 
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Mr. Mann. Well, a commission man, of course, he covers a big field. 

Mr. Heiter. Well, going outside of the commission men, outside of 
those that you have just talked about and put into the various cate- 
vories, there are members that do not go down on the floor; is that 
correct ¢ 

Mr. Mann. There are members who have not gone on the floor for 
years and have kept their membership, They do not usethem. There 
are not too many of them in existence, but there are a few. There 
are a certain number of seats that are not active at the present time. 
The members, of course, have to pay their dues and live up to all of the 
regulations of the exchange, but they do not make physical use of the 
seat. 

Mr. Hetxer. Well, setting aside that group that does not come down 
because of advancing age, according to the figures you have just 
broken down, there must be a great number of them that you have 
not accounted for. Now, those are the brokers I am referring to. 
What we would like to know is how they conduct their brokerage busi- 
ness, if they do not come on the floor. 

Mr. Mann. Well, a regular member of the exchange can give his 
brokerage business to other regular members, and he in turn has to pay 
a commission: If he does not execute an order personally, he then 
has to pay a commission to the member who executes it. 

Mr. Hetier. What is the advantage of being a member, then? 

Mr. Mann. A member pays a lower rate of commission than a non- 
member. 

Mr. Hetxer. Would you tell us something about the listing on the 
New York Curb Exchange and tell us what advantages, in your 
opinion, are derived from listing, having particularly in mind the 
investor’s interest ? 

Mr. Mann. Well, the big advantage, of course, is full disclosure. 
The curb’s quotations are carried in all of the leading metropolitan 
papers throughout the country and our ticker system extends through- 
out the country. The current quotations are available to the public 
during our trading hours, every transaction is recorded and printed 
on the ticker type, and a permament record is kept of it. 

I think an important factor is that a seeded der. who knows his 
stock has been admitted to the curb exhange, has a ready market place 
where he may purchase more securities or liquidate the securities he 
presently holds. 

Mr. Hetxer. Does the exchange examine the application of a corpo- 
ration which 1s listing stock ? 

Mr. Mann. Yes. 

Mr. Hewier. How is that done? 

Mr. Mann. The listing committee is composed of five governors 
who will study the listing application and financial statements; look 
into the background of management, and seek any other information 
they may feel is in the public interest. After they have passed on it 
they will either recommend or not recommend to the board of gov- 
ernors that this stock be admitted to trading on our exchange. 

Mr. Hetrer. Does it evaluate the security ? 

Mr. Mann. It does not place any market value on it. That is deter- 
mined by the public interest in the stock and the law of supply and 
demand. 
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Mr. Hetter. Does it examine its financial] status? 
Mr. Manv. Its intrinsic value; but there is no guaranty whether 
the stock will go up or down when admitted to trading on the 


exchange. 
Mr. ean. Are the listing standards of the exchange similar to 
those of the New York Stock etthisiee? 

Mr. Mann. Our listing requirements are not quite as severe as the 
stock exchange. I understand that they require that companies have 
400,000 outstanding shares and earnings of $1 million or more for the 
previous 3 years, and also greater stockholder distribution. We try 
not to accept companies with less than 500 stockholders, and of course, 
our financial requirements vary with the type of company, after look- 
ing at the general background and how long the company has been in 
existence, and if it is a pioneering company, what the trend is so far 
as earnings are concerned. The company may have started out oper- 
ating at a loss, but now in the case of an oil company, may be slide. 
ing and bringing in wells and the earnings reflect that. In that case 
it would be acceptable for listing. 

Mr. Hetter. Is the capitalization considered ? 

Mr. Mann. Yes; we do not take companies having less than 150,000 
shares outstanding. It varies in some instances. We do havea policy 
that any stock selling below $1, “penny stocks,” will not be admitted 
to trading. 

Mr. Hetter. So that the policy of the curb is to list the companies 
which are still in the development stage; is that correct ? 

Mr. Mann. That is right. A great many securities traded on the 
New York Stock Exchange at the present time were originally traded 
on the New York Curb, when they were in the development stage. 

Mr. Hetter. Of course companies are expected to show some earn- 
ing power; is that correct ? 

Mr. Mann. That is correct. 

Mr. Hetter. What is your opinion, from your experience, as to 
whether or not there ought to be a segregation of the functions of 
a broker-dealer ? 

Mr. Mann. Well, I think that is a very good question and I can 
answer from first-hand experience, being a specialist myself. 

I know from my own experience that if I were not permitted to 
trade on my own account—in other words, perform a dual function— 
the public would suffer because the disparity between the best public 
bid and the best public offer would be wide, and it is my duty as a 
specialist and the floor committee requires that I close up that gap 
and maintain a close market and a fair and orderly market. 

So I would say to that, and particularly in view of the type of mar- 
ket we have today where a stock is being purchased and taken out of 
the market and not coming back, it does have a tendency to reduce 
the number of orders on the specialist’s books and requires more and 
more that he inject himself into the maintenance of the market. 

Mr. Heiter. You would not favor segregation ? 

Mr. Mann. I would not; no. 

Mr. Hetier. Under the act, the securities of a customer may not 
be loaned without his consent; is that correct ? 

Mr. Mann. That is correct. 

Mr. Hetzer. Written consent is required ? 

Mr. Mann. Yes, sir. 
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Mr. Heiter. But there is no such requirement with respect to a 
customer’s free credit balance ; is that correct ? 

Mr. Mann. Yes. There is intermingling of the moneys there. 

Mr. Hetrer. Would you, from your experience—and you have had 
quite some practical experience—recommend that the same prohibi- 
tion which now covers the loans of securities be extended to the use 
of customers’ free balances ¢ 

Mr. Mann. Well, my experience actually, and to be very frank 
about it, does not cover the office end of the business very over. I 
have spent all of my time on the trading floor, and I would like to study 


that question. I would submit an answer if you care to have it in 
writing. 

Mr. Hetier. Yes, I would, and we would — having that 
answer. If you will supply it, it will be inserte 
record. 

(The information requested follows :) 


at this point in the 


CustToMeErs’ Free Crepir BALANCES 


Brokers have always considered that the relationship between the broker and 
a customer with a free credit balance is that of debtor and creditor, and the 
entire procedures of the brokerage industry have been built on that concept. The 
credit memoranda as well as the periodic statements of account sent by brokers 
to customers with credit balances have indicated the debtor-creditor relationship 
by showing such money amounts as credit items. Some brokers pay interest on 
such credit balances awaiting reinvestment. It must be clear that the broker 
would not pay interest on such credit balances unless the broker could use the 
funds in his business. In addition, the condensed financial statements which 
the exchange requires its member firms to make available to customers show 
the customers’ free credit balances as a liability of the brokers. These statements 
show on the asset side the amount of cash in banks, and where that amount is 
less than the amount of customers’ free credit balances it is plain that free credit 
balances are being used. 

Not only does the use of customers’ free credits greatly reduce the disad- 
vantage to customers living at a distance from the market, but it also permits 
brokers to transact their customers’ business at a smaller cost to the customer. 

The argument has been made that inasmuch as the broker is prohibited from 
using fully paid securities of a customer the broker should be prohibited from 
using the proceeds of the sale of such securities. We understand that usually 
the legal relationship between a broker and his customer with respect to the 
customers’ fully paid securities is that of bailee and bailor. When the securities, 
are sold the relationship changes to that of debtor and creditor. It has never 
been suggested that there is anything undesirable about such a change in relation- 
ship when a bank which holds securities for a customer sells the securities and 
credits the proceeds to the customer's account. Yet, in this instance, as in the 
case of the broker, the bank was a bailee with respect to the securities prior to 
the sale and was a debtor with respect to the proceeds after the sale. It seems 
clear that there is nothing more improper or objectionable about this change 
in relationship in the case of a broker than there is in the case of a bank. In 
both cases the essential point is that the broker and the bank be able to repay its 
debts on demand. It appears to us that the problem therefore resolves itself 
into the question of the solvency of the brokers. Our solvency record has been 
superior to that of the Nation’s banks. 

Segregation of free credit balances would result in many invonveniences to 
customers and would probably cause delays in the delivery of securiites to buying 
customers and the payment of proceeds to selling customers. Many of these 
inconveniences will affect out-of-town customers to a greater extent than they 
will customers in New York. 

By reason of the cash available it is possible for the broker to render sub- 
stantialy the same service to the out-of-town customer as he renders to nearby 
customers. It is this same factor which permits women, executors and corpora- 
tions readily to sell securities registered in their names and receive the proceeds 
promptly. 
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It is fair to say that the segregation of credit balances would revolutionize 
modern brokerags practices and greatly increase the cost of rendering service 
to the customer. The increased cost would have to be passed on to the customer 
by the imposition of service charges or by increasing commission rates. Wholly 
apart from the increased cost of the bank loans which would be required if 
broker were to segregate his customers’ free credit balances, the operating costs 
of the broker would be greatly increased and he would have to enlarge his office 
staff to take care of the additional clerical work occasioned by the segregation. 

Mr. Hetier. Mr. Chairman, how does the exchange check on the 
free credit balances of dealers? 

Mr. Mann. We have a staff of auditors who make regular checks 
and spot checks throughout the year. 

Mr. Hetier. How often? 

Mr. Mann. Of firms in New York City, that is, the metropolitan 
area, three times a year and twice a year throughout the country. 

Mr. Heuer. Is it done in cases where members are also members 
of the stock exchange? 

Mr. Mann. No; where the stock exchange conducts their investiga- 
tions, we do not overlap, because of the additional work of the mem- 
bers, because there are a great many of the stock exchange members 
who are also members of the curb exchange and it would be a mere 
duplication of work. 

Mr. Hetier. You have discussed floor traders. As we understand 
it, exchange members are petmitted to buy or sell for their own ac- 
count while physically on the exchange floor; is that correct? 

Mr. Mann. That is correct. 

Mr. Hetier. That is, floor trading; is that correct? 

Mr. Mann. That is correct. 

Mr. Hetier. So that the floor trader is used to describe a small 
group of members who make such transactions for their own primary 
business; is that substantially correct ? 

Mr. Mann. That is right. A floor trader is not like the specialist. 
The specialist is stationed at one particular spot on the trading floor 
and trades exclusively in the stocks that have been assigned to him as 
a specialist. The floor trader moves about the floor and makes his 
trades in various stocks as the case may arise or demand. He is 
expected to step in and support the market, the same as the specialist 
is, or supply stocks in a rising market. He has no connection with the 
_public and he comes under a strict set of rules which have been worked 
out in conjunction with the Commission. 

Mr. Hetier. He extends no credit? 

Mr. Mann. No; he does not. 

Mr. He ter. So actually he does not maintain an independent 
office. 

Mr. Mann. That is right. He is primarily in business for himself 
and any transaction he makes is for his own account. 

Mr. Hetter. Is it correct to say that he is a speculator for quick 
profits ? 

Mr. Mann. In his type of business he is in and out of the market 
faster than the outsiders may be; but this does not have an adverse 
affect on the market at all times, because when a floor trader purchases 
stock, the floor committee will see to it that that stock is put back into 
the market so as to cushion any fast uprising in the stock that, that is, 
upward swing, whereas, when the stock purchased for the public that 
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stock may never come back into the market and has a tendency to 
create a gap in the offerings. 

Mr. Hetxer. In other words, he liquidates his position swiftly, in 
showing a profit or a loss; is that right ¢ 

Mr. Mann. That is correct. He moves more quickly than the 
public. 

Mr. Hetier. When he does that, you say that cushions the market? 

Mr. Mann. He does when he buys on a downward swing, or when 
he sells when there is an upward swing. 

Mr. Hetier. I asked you whether or not he is a speculator and } 
would like to refer you back to that question and get an answer on 
that. 

Mr. Mann. He is a speculator to the extent that when he purchases 
stock, he hopes to make a profit eventually. 

Mr. Hetier. In January 1945, the Commission’s Division of Trad- 
ing and Exchange made a report proposing the adoption of a specifi 
rule in connection with floor trading, and I would like to quote the 
following recommendation from page 44 thereof. 

We recommend the prohibition of floor trading stocks on the New York ex- 
changes as the only practicable means of ridding of the marketplace of the 
inequities and dangerous consequences of floor trading. 

In the light of your experience, would you say whether or not it is a 
desirable thing to prohibit floor trading especially in view of the 
answer that you gave that they are speculators ¢ 

Mr. Mann. Well, I do not think they should be banned because they 
do serve a useful purpose and if they are properly policed—and J 
know they are on our exchange—the public is not injured in any way. 
The good they do outweighs any evil that they may do, in our opinion. 

Mr. Hewtier. They, nevertheless, require constant surveillance, do 
they not ? > 

Mr. Mann. That is correct. And they have to report every trans- 
action they make to the exchange and the committee on floor trans- 
actions which is the committee that polices the floor. If they find that 
there is a A MEENA of trading in any one spot—that is, where 
there may be three or four floor traders active in one stock, it is their 
function to prohibit them from trading further in that stock. 

Mr. Heiter. Would you say that the curb has been able to curb or 
abolish the bad practices resulting from floor trading? 

Mr. Mann. I think that we have done a good job, and it has been 
done through constant surveillance and changing our rules here and 
there to take into consideration the things that may have been over- 
looked; but I think at the present time our rules are adequate and 
that the public gets real protection from them. 

Mr. Hetier. You are aware, are you not, of the evils that existed 
prior to the enactment of the statutes ¢ 

Mr. Mann. That is right. 

Mr. Hewuer. Have those evils been eliminated ? 

Mr. Mann. Yes. 

Mr. Heuier. You say that a floor trader has certain unfair advan- 
tages over the general public. 

Mr. Mann. The floor trader has the advantage of being physically 
present on the floor. Now, if that is construed as a big advantage, I 
would be inclined to agree. It is an advantage to a certain extent. 
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Mr. Heuer. Are they not in position to get up-to-the-minute infor- 
mation on market developments, and acquire information and dispose 
of stock much quicker than the public can? 

Mr. Mann. No. Their source of information would be, of course. 
the Dow-Jones ticker. Now, there is no Dow-Jones ticker on the floor. 
on the trading floor, so that a man would have to be in what is known 
as our library, where we do have a Dow-Jones ticker, and he reads 
whatever news may happen to be on the ticker at the instant, and he 
gets back to the post and trades. He would not receive that news any 
sooner than any man sitting in any broker’s office throughout the 
country where there is a Dow-Jones ticker. 

Mr. Hetxer. You do have rules governing the floor traders? 

Mr. Mann. Yes; we have very stringent rules. 

Mr. Hetier. What are they? 

Mr. Mann. They are not permitted to buy all of the stock at any 
particular price. In certain instances they are limited to 50 percent 
of the amount offered. When that is accomplished the stock is frozen 
for 15 minutes, which prohibits the floor trader from purchasing any 
more stock in that particular period of time, so that the public has 
every opportunity to come in and trade in the market. 

Mr. Hetuer. Has that rule been repealed ? 

Mr. Mann. No; that rule is in effect today. 

Mr. Heiter. Would you discuss for us also the position of the spe- 
cialist odd-lot dealer, giving the committee the benefit of your think- 
ing as to whether or not the public interest would best be served if the 
specialist odd-lot dealer handling public orders was not permitted to 
buy or sell for his own account ? 

Mr. Mann. Well, as I said previously, the specialist is required to 


maintain continuity of bid and offer. 

Mr. Hetter. I understand that. Do you think that a specialist 
should be permitted to buy or sell for his own account ? 

Mr. Mann. Definitely. 

Mr. Hetier. Why? 

Mr. Mann. Because if he could not peta 90 for his own account, 


he would not be permitted to make a bid on the floor of the exchange. 
The specialist makes a bid, he offers to buy stocks at that price. Now, 
if he were not permitted to purchase stocks, he would have to quote 
whatever the best public bid might be and it could be two or three 
points or more below the last transaction that took place. 

Mr. Hewtier. You have the rules governing the specialist odd-lot 
dealer? 

Mr. Mann. Yes; the odd-lot dealers are required to make reports 
and the committee on floor transactions investigates every specialist 
activity, if in their opinion the specialist is not performing his job the 
way it should be performed they will take the stock away from him 
und assign it to another specialist. 

Mr. Hetter. Article 6, section 2, covers commission charges to 
members and associate members. 

Does your constitution or your rules cover commissions charged cus- 
tomers by odd-lot traders? 

Mr. Mann. We have a minimum commission rate. That is for 
brokers, nonbrokers, and so on. There is nothing in our rules par- 
ticularly stating what the so-called odd-lot differential is. It has been 
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adopted as a policy that an eighth of a point should generally be the 
odd-lot. differential. 

Mr. Heuier. Do you think that that policy should be made a rule é 

Mr. Mann. We have looked into that with a view to making it a 
part of our constitution rather than a matter of policy. ; 

Mr. Hetter. Do you expect it to be incorporated in your consti- 
tution ? 

Mr. Mann. I would say, “Yes, it would be.” 

Mr. Heiter. Would you be good enough to give us an estimate as 
to how much of your total volume is done by floor traders ? 

Mr. Mann. I would say somewhere in the neighborhood of 4 or 5 
percent. 

Mr. Hewier. Four or five percent ¢ 

Mr. Mann. That is right. The latest figures I saw were for the 
week of February 13 and that covered the entire membership. I did 
not see the breakdown. That figure was 20.53 percent. It included 
all the floor orders; specialists trading as broker-dealers and also odd- 
lot dealers; orders originating off of the floor, and floor trading. The 
floor traders on our exchange are not very active. We do not have 
very many that are really active. There are not more than 74, and 
less than 12 of them are really day-in and day-out traders to any 
great extent. So that would account for that low percentage. 

Mr. Hetuer. | do not know whether you would have these figures 
available or not. If you do not, Mr. Mann, you can supply us with 
the answer. 

This committee is anxious to know the relative proportion in trading 
in unlisted as against listed securities, both as to number of issues and 
dollar values of the transaction. If you do not have that information 
vou can give it to us later. 

Mr. Mann. We will produce that information, not today; but we 
will forward it to you. 

Mr. Hetier. Would you also give us the number of listed and un- 
listed securities ? 

(The information follows :) 


Yearly number of stock issues, listed and unlisted, together with the yearly 
volume of trading in each category and the total thereof since 1936 


. 


Listed Unlisted } 

Total | 
i number, Tofal 
Num- Num- of | volume 

ber of Volume | ber of Volume | issues 
| issues | issues | | | 
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405 | 50, 219, 304 | 3 | 83, 691, 128 | 133, 910, 432 
500 48, 438, 216 B31 | 55, 740, 588 | 

510 | 24, 122, 174 25, 518, 064 | 
507 | 21, 881, 018 584 | 23, 848, 870 | 
504 | 23,020,814 19, 907, 563 | 
476 | 18, 098, 385 | 16, 557, 969 

460 | 11, 428, 145 10, 887, 545 | 
444 | 36, 629, 895 | 34, 744, 388 | 
427 | 37, 971, 828 

433 | 72,376, 565 

444 | 68, 896, 073 
449 | 38, 125, 993 
440 | 42, 246, 651 
440 | 35, 158, 782 
428 | 61, 262, 801 | 46, 529, 539 
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Mr. Mann. The number of unlisted stocks at one time was greater 
than the listed; but the tendency for some time has been the other 
way. I think we have reached the point where our unlisted stocks 
represent around 40 percent of our volume as against 60 percent for 
the listed stocks. The tendency has also been for the unlisted stocks 
to diminish either,through stocks being called in or by listing on the 
stock exchange and being removed from the curb; the unlisted prob- 
lem is one which eventually will disappear, because the number of 
such stocks has to go down. It cannot go up. 

Mr. Hatt. May I break in there, Mr. Chairman / 

Mr. Hetxrer. Mr. Hall. 

Mr. Haut. Why would that be so if you have them now? 

Mr. Mann. All new companies coming in have to be fully listed. 

Mr. Haru. All new companies coming in have to be fully listed ? 

Mr. Mann. The only time new securities come on the curb on an 
unlisted basis is when a security already admitted to unlisted trading 
is changed into or is exchanged for another security, by reason of a 
corporate reorganization or otherwise. In such cases, if the new 
security is substantially equivalent to the old one, the Commission will 
allow us to trade it unlisted. Completely new securities not pre- 
viously admitted to trading cannot be placed on the exchange except 
by actual listing. 

Mr. Hau. In other words, if it is 40 or 45 percent now, that per- 
centage must go down ? 

Mr. Mann. It must go down. 

Mr. Haut. That is all. 

Mr. Hetzer. In other words, the trend is for decreasing the num- 
ber of issues of unlisted securities. 

Mr. Mann. It cannot be any other way, because of the prohibition 
to admit to trading. 

Mr. Hat. May I ask another question ? 

Mr. Heuer. Mr. Hall. 

Mr. Hatz. Assuming a company has an issue listed under the 1934 
act and has a new issue, secondary issue. It is required that it be 
listed; is that correct ? 

Mr. Mann. That is correct. In that instance they will notify the 
listing committee and request what we call an additional listing and 
in there it States the purpose of the issuance of the stock and also the 
number of shares. 

Mr. Haury, Let us take a Canadian company. Its issue is registered. 

Mr. Mann. That is right. 

Mr. Hau. Let us assume it issues warrants and distributes those 
to the Canadian holders. Those warrants are issued to the Canadian 
holders. 

Mr. Mann. That is right. 

Mr. Hay. Does the United States holder of the Canadian warrant 
have an opportunity to purchase, and does he have the same rights as 
the Canadian holder, if that right is to purchase stocks in the 
Canadian company ? 

Mr. Mann. I understand that he cannot subscribe to stocks, if they 
are not registered under the 1933 act but he does have the opportunity 
of selling his warrants or his rights. ' 

Mr. Hau. Does that give an advantage to the Canadian owner of 
the stocks over the American holder of that stock ? 
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Mr. Many. It does if he wishes to subscribe to the stock. 

Mr. Haz. Ordinarily that is some advantage; is it not? 

Mr. Mann. Well, it depends on the circumstances. With some of 
our finest companies in the United States, when they issue rights, there 
are a great many who do not subscribe, but merely sell their rights 
out. Of course, these are bought, some of them, by people who may 
eventually subscribe, but a great many people sell their rights and 
take whatever cash value they can get from them. 

Mr. Hawi. Let’s assume that I want to buy an unlisted stock and 
some broker calls me and says, “I can get a certain stock” at such and 
such a price. What protection have I with regard to whether or not 
he is giving me the right price or a fair price ¢ 

Mr. Mann. I think you have to trust his integrity. 

Mr. Hau. In other words, if I am dealing with a broker in unlisted 
securities, I would not have the opportunity to check him ¢ 

Mr. Mann. That is right. I guess eventually the transaction could 
be traced back through the broker, but it is not readily ascertainable 
the way it is on the exchange, where a permanent record is made at the 
time of the transaction and there is no question about it. You can 
have a copy of the execution order of the broker verified by checking 
with the exchange, and you can have a confirmation of the time of the 
transaction and the name of the purchaser and seller. 

Mr. Hawi. Let us assume that the broker, this hypothetical broker, 
is charging, or stating, at least, that he is buying at a higher price 
than he is bidding for the stock. If that is found out, what is the 
penalty ¢ 

Mr. Mann. Well, I think that the NASD has a set of rules, and 
they would fine a man, or bar him from their association. They try 
to police that. 

Mr. Hatz. But there are no restrictions so far as the securities laws 
are concerned ¢ 

Mr. Mann. Well, I think the Securities and Exchange Commission 
would get after the man if there were any complaints along those lines. 

Mr. Haw. That is all. 

Thank you. 

Mr. Hevier. Mr. McGuire. 

Mr. McGuire. I think somebody asked about membership in the 
curb exchange. You told how they apply and how they arranged 
everything. I think what we ought to get into the record is that you 
people have some way of testing that the applicant has a good knowl- 
edge of the business. Is that not true? 

Mr. Mann. Yes; particularly if a man is going to become a spe- 
cialist. If he is to become a specialist after purchasing his member- 
ship, he has to have the approval of the floor transactions committee, 
who question him about his qualifications, his finances, and his knowl- 
elge of the business. 

In most instances, when a member who is not familiar with it buys 
a seat and comes in as a new member, he is sort of taken under the 
wing of an older man and is shown around before he steps out on his 
own and makes any transactions. The fact that he is a new member 
does not excuse him from any violations of the rules. 

Mr. McGuire. If he is a person who does not know anything about 
the business, he would not get approval, would he ? 
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Mr. Mann. Well, when a man appears before the committee, the 
committee would question him and ascertain his qualifications. The, 
would ask him if he was familiar with the and regulations. 
One question that is asked is whether he has read the constitution. 
and whether he is familiar with the rules and regulations. Now. 
if he has answered, “Yes,” of course the committee may question him 
on the various things. If they do not feel that he is sufficiently fa- 
miliar with the rules and regulations they do not post his name as a 
proper transfer. 

Mr. McGuire. What is the difference in listing requirements be 
tween Canadian and foreign issues? 

Mr. Mann. They are very similar as to their requirements. 

Mr. McGuire. Do you have an understanding that the issuer must 
solicit proxies ? 

Mr. Mann. I do not believe we do. 

Mr. McGuire. How do you think that that would work; do you 
not think that that would be a good understanding to have? 

Mr. Mann. Well, I think that goes back to the question Mr. Mc- 
Cormick answered this morning, does it not’ I feel the way he does 
about it—if it could be worked out. 

Mr. McGuire. How important, relative to the total securities trade 
on the exchange in the United States, is the curb exchange? 

Mr. Mann. Well by that question do you mean the transactions 
on the exchanges, and those that take place over-the-counter ? 

Mr. McGuire. Well, yes. 

Mr. Mann. I would not have any first-hand knowledge of what 
the volume of business is that is so transacted, over-the-counter, but 
I can state what our volume of business is as compared to the stock 
exchange. I believe last year we ran 25 percent of their volume and 
I think our total far exceeds the combined totals of all of the other 
exchanges in the country. 

Mr. McGume. That is all the questions I have. 

I want to thank you very much for showing us around. You cer 
tainly showed us that you have a good knowledge of the business. 

Mr. Mann. I am very happy to have been able to have done so. My 
appearance here was made much easier, because of the way you gen 
tlemen grasped the fundamental mechanisms of our exchange. 

Mr. McGorre. Thank you very much. 

Mr. Hetzer. Mr. Mann, I am anxious to get some information on 
why the exchange permits trading in unlisted securities. 

Mr. Mann. You are referring now to the unlisted securities that 
were in existence when the act came into being / 

Mr. Heuuer. No, I am referring to the unlisted securities that 
are permitted to be traded in since the enactment of the statutes. 

Mr. Mann. The ones which were previously on the exchange? 

Mr. Heuwer. Yes. : 

Mr. Mann. Most of those stocks have a wide public distribution. 
They are stocks of good seasoned companies which have been before 
the public eye for 14 years at least. The people throughout the coun- 
try have come to know that a market exists for these stocks on the 
curb exchange where they can see the published prices and published 
quotations, and I think that the public would be greatly injured if 
those stocks were to be removed and just thrown on the over-the 
counter market. 
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Mr. Hetier. And the quotations of these unlisted stocks which are 
traded, appear in the daily press; is that correct ¢ 

Mr. Mann. Trades in unlisted stocks are reported together with 
the listed stocks in the daily press. 

Mr. Hewier. There is a daily rey, -rt of the total / 

Mr. Mann. There is a daily report of the total for all trades but the 
ticker type and newspapers indicate by symbol whether a security is 
listed or unlisted. 

Mr. Hetier. When that appears in the newspapers, that is some 
-ort of an indication then? 

Mr. Mann. Yes. Our fully listed stocks carry a symbol L indicat- 
ing that they are fully listed. The newspapers usually carry an 
asterisk to designate those that are listed. 

Mr. Hetier. When does the curb delist a security; under what con- 
ditions would it delist ¢ 

Mr. Mann. When there is not enough stock in the hands of the 
public so that a proper market can be maintained or if the stock 
proves to be worthless. There are a number of reasons. The ex- 
change has a right at any time to either suspend or remove stock 
from dealing. 

Mr. Hewuer. Inactivity is one of the reasons? 

Mr. Mann. Inactivity is one of the reasons, although that would 
not be the sole determining factor. The absence of bids and offers 
would be more of a determining factor. If a stock does not sell 
actively, that does not necessarily mean it is not of public interest to a 
purchaser, although that might be so. 

Mr. Heiter. Would you be good enough to explain to this com- 


mittee what is meant by secondary distributions? Tell us whether or 
not there is any need for them, in your opinion. 

Mr. Mann. Yes, secondary distributions are handled in this way. 
When there is a block of stock to be sold, in many instances to re the 


stock on the open market would demoralize the market and cause 
it to sell at a price which does not represent the true value of that 
stock. 

So, through the medium of secondary distribution, the stock is put 
out at a given price, a commission is paid and in that way the offering 
does not demoralize the market. 

Mr. Hewier. We talked about the Cuppia case this morning. 
Would you care to give us some information on that case, if you are 
familiar with it? 

Mr. Mann. Well, as you gentlemen know, I was not a member of 
the board when the Cuppia case came up. However, in my capacity as 
chairman, I have looked into it as I have looked into many other 
cases that have come before the exchanee 

I think that the problem there was that the exchange permitted the 
man to sell his seat before they heard charges against him for re- 
bating commissions. 

As I understand it, there was by a split vote of the business conduct 
committee as to whe.ner they We ud. cept . us ww. lo. Mul. 

My own opinion at this time is I do not think we would permit a 
situation like that to recur. As a matter of fact, if any charges are 
brought against a man he is not permitted to sell his seat. 

Mr. Hetier. At any rate, the charges against Cuppia were not 
charges in which the public was primarily involved. 
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Mr. Mann. The public was not involved. It was merely an in- 
ternal matter affecting the brokers themselves. : 

Mr. Hetier Splitting of commissions? 

Mr. Mann. That is right, and Cuppia gave business to certain 
individuals who in turn paid for part of it, or paid part of it back to 
him. The public suffered in no way. Asa matter of fact, our policy 
today is full disclosure on all matters wherein the public is concerne d, 
and full publicity is given. 

Mr. Heiter. You heard Mr. McCormick tell us what his position 
would be if the same set of circumstances were to arise today. You 
heard him explain that this morning / 

Mr. Mann. Yes. 

Mr. Hetirr. Do you substantially feel the same as he does in con 
nection with that matter, so far as the doling out of punishment is 
concerned ? 

Mr. Mann. That is right. I think you will find that the commit- 
tees and the board of governors of the exchange today take a very 
serious view of their responsibility to the public and are really trying 
to do a job that is required. 

Mr. Hetirer. Does the SEC get a little credit for that? 

Mr. Mann. It certainly does; but I mean the men that are working 
from the exchange end of it are trying to do their part. 

Now, there is no question in my mind but that the SEC has done 
its part. 

Mr Hetzer In other words, you think it good to be permitted to 
police and to be policed, and that is good for the public at large? 

Mr. Mann. That is correct. I think so, yes. 

Mr. Heuter. Mr. Mann, would you express your opinion with re- 
spect to the stabilization processes, and tell us whether in your opinion 
you think that is manipulation or not? 

Mr. Mann. I think that the stabilization process is necessary in 
effecting secondary offerings. Before a stabilization bid is made, the 
public is so informed, and the firm making the stabilization bid an- 
nounces its intentions to do so. 

Mr. Heiter. We have gone through the procedure. I did not want 
to interrupt you, Mr. Mann, but we have had all of that procedure 
from Mr. Lund, and several of the Commissioners, and some mem- 
hers of the staff. 

We would like your opinion as to whether or not, in the practical 
application, you have found it to be beneficial to the public. 

Mr. Mann. I think it is. 

Mr. Hetier. And it has been effective? 

Mr. Mann. And it has been effective, too. 

Mr. Hetirr. I believe you also limited your answer on your stabil- 
ization problem to secondary issues. Is it limited, in your opinion, 
to secondary issues alone ? 

Mr. Mann. No, I would say not. 

Mr. Hewter. In general, would you say whether the Securities Acts 
have restricted the volume of business on the exchanges? 

Mr. Mann. No, I do not think they have cut down the volume of 
trading to any appreciable extent. I think these acts have restored a 
vreat deal of confidence i in the exchanges, particularly in view of what 
had happened in the late 1920's, and the investing public feels that 
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they can come in and trade on the exchanges and be reasonably assured 
that they will get fair quotations and proper treatment. 

Mr. Heiter. Would you say that these acts have been beneficial ¢ 

Mr. Mann. I would say by all means that they are. 

Mr. Heuier. Of course that was not the attitude of the exchanges 
back in the 1920s. 

Mr. Mann. Well, of course, just before the SEC came into being 
there were certain elements in the industry who naturally did not want 
to be policed and I think the far-seeing element of the industry thought 
it was a good thing for the industry, and later events have proven that 
the latter group of people were correct. 

The investing public and the industry itself have gained immeasur- 
ably through the enactment of these laws. 

Mr. Haut. May I ask a question ? 

Mr. Hewtier. Mr. Hall. 

Mr. Hau. Looking at your table here designated “Reported 
volume—number of shares”, you show for instance in 1946 a total of 
68,896,073 shares traded in listed stocks. 

Mr. Mann. Yes, sir. 

Mr. Hauu. In 1947 the number was 38,125,993; in 1937 it was 
48,438.216; in 1942 it was 11,428,145; and in 1949 it was 35,158,782; 
and then in 1950 it went up to 61,262,801. 

Does that indicate that the appropriations we are making in Wash- 
ington have any bearing on the trading on the stock exchanges ? 

Mr. Mann. Well, I think that when the volume increases on the 
exchanges it indicates that the public has probably more money to 
invest. 

Mr. Hatz. Would you say when you reached 61 million, as you have. 
that that is not normal in the sense that normal trading would be 3s 
million or 45 million ¢ 

Mr. Mann. No. That is too low a figure. 

Mr. Hatt. Is it not striking, however, that in that period after 
World War IT it dropped down to that low figure and then when we 
got into production and spending for the Korean war it jumped 
immediately ¢ 

Mr. Mann. Well, the general trend of the market has been that way 
since the Korean war started and earnings reports of companies have 
been improving steadily each year. 

Mr. Hatxi. Do you know whether or not the Big Board shows the 
same picture ¢ 

Mr. Mann. Their volume moves pretty much percentagewise as 
our does, up and down, because the stock exchange really sets the 
trend of prices for the entire industry. 

Mr. Haz. That is all. 

Mr. Hetier. Mr. Mann, the curb runs its own clearinghouse; does 

not ? 

Mr. Mann. That is correct. 

Mr. Hevuxr. Could there be any advantage to the curb and to the 
stock exchange in running a joint clearinghouse ? 

Mr. Mann. Well, there would not be any particular advantage to 
the public. It would probably be some advantage to both exchanges, 
in combining the functions, but so far as the public is concerned it 
would not make any difference one way or the other. 
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Mr. Heuuer. I have two further questions. I do not know whether 
they rightfully should be asked of you or of Mr. McCormick. If you 
feel Mr. McCormick should answer them, he is in the room and | 
am sure that he will be happy to cooperate. 

Do you feel that section 16, relating to the insider trading in 
securities, has been effective in correcting the evils for which it was 
designed? Do you care to answer that question or would you rather 
have Mr. McCormick answer it ? 

Mr. Mann. I would prefer to have Mr. McCormick make that 
answer. 


STATEMENT OF EDWARD T. McCORMICK—Resumed 


Mr. McCormick. With respect to limitations on insiders profits, 
provided for in section 16 (b), I do not believe that we should do 
anything to weaken that prohibition. 

_ I do not believe that insiders should have the privilege of trading 
to their advantage at the disadvantage of the outside investors. 

Some discussion has taken place as to ways and means of accom- 
plishing that same prohibition in some manner other than the arbi- 
trary 6-month limitation in the statute. To my knowledge, no sat- 
isfactory substitute has been perenes to this time. Consequently. 
until a satisfactory amendment can be written which would prohibit 
unfair insider trading developing, I would suggest that it be left 
alone. 

Mr. Hetier. Do you think that the Commission should have the 
power to initiate an action to recover if the issuers or the security hold- 
ers do not ¢ 

Mr. McCormick. Do I gather from the question that you would 
want to place the responsibility—in other words, the requirement—on 
the SEC that they institute such actions? 

Mr. Hetter. Yes; that they be permitted to initiate them. 

Mr. McCormick. Mr. Chairman—— 

Mr. Hetter. I just want your opinion. 

Mr. McCormick. I see no harm in permitting the SEC to institute 
such action. The only question I had was whether you were making 
it mandatory that they 3 so, in which event I am sure you recognize 
that the staff of the Commission would have to be increased tre- 
mendously to do so. 

Mr. Hetier. May we have a 5-minute recess here ? 

(A short recess was taken.) 

Mr. Hetier. We will proceed. 


STATEMENT OF JOHN J. MANN—Resumed 


Mr. Hetier. Mr. Mann, in your opinion, are any pools being oper- 
ated in the exchange ? 

Mr. Mann. I think not. In fact, the floor committee, of which I 
am an ex officio member, has made intensive investigations whenever 
we have noted any unusual activity in a stock and we have sought out 
the buyers and sellers and checked into it closely. I might biog add 
for the record, that the president is a paid employee of the exchange 
and also a member of all of our committees except the admissions 
committee. 
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Mr. Hewier. Are there any further questions, gentlemen ¢ 

If not, we will conclude this afternoon’s hearings. 

I want to thank you very much, Mr. Mann, for being here with us 
and giving us the benefit of your very fine technical knowledge. We 
certainly Save appreciated hearing from you. We have enjoyed very 
much being shown through the curb exchange and getting the ex- 
planations from you of all of the technical matters which were puz- 
zling until we had this opportunity of going through the exchange 
with you. 

Mr. Mann. I want to thank the members of the committee through 
you, Mr. Chairman, for the opportunity of being heard here and ex- 
pressing my views 

Mr. Heuier. Thank you for your cooperation. 

(Thereupon, at 3:30 p. m., the subcommittee adjourned.) 
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TUESDAY, MARCH 18, 1952 


Hovuse or REPRESENTATIVES, 
SUBCOMMITTEE OF THE COMMITTEE 
ON INTERSTATE AND FOREIGN COMMERCE, 
Washington, D.C. 
The subcommittee met in room 1334, New House Office Building, at 
p. m., Hon. Louis B. Heller (chairman of the subcommittee) 
rable: 

Mr. Heuer. The subcommittee will please be in order. 


TESTIMONY OF DONALD C. COOK, CHAIRMAN, SECURITIES AND 
EXCHANGE COMMISSION, WASHINGTON, D. C.—Resumed 


_ Mr. Hetxer. Mr. Cook, on August 29, 1950, you made an address 
before the Mutual Fund Sales Conference in New York, the subject 
being “SEC Policy Regarding Supplemental Literature of Investment 
Companies.” 

I would like to read from page 1, paragraph 3 of your address: 

And right here I want to make two points clear to you: One, that had the in- 
dustry, through the NASD, not intervened in this situation and worked with the 
Commission on a cooperaive basis to find a reasonable and workable solution, 
the sanctions the Commission was considering invoking would have had a far 
more drastic, far more restrictive effect than the new standards for the future 
that have been set up. There should be no doubt about this. Unquestionably, 
the NASD, on behalf of the industry, by working with us and volunteering to 
undertake curative action as a measure of self-regulation, has rendered you a 
real service. It could have been worse, gentlemen ; ; of that I assure you. 

First, would you for the record explain what you meant when you 
talked about “hi ad the industry, through the NASD, not intervened in 
this situation” ? 

Commissioner Coox. You mean just that phrase alone? 

Mr. Heuer. Just tell us what you meant by that phrase, so we can 
go on and discuss the rest of the report. 

Commissioner Coox. Well, let me say by way of background, Mr. 
Chairman, that the sales of shares of the Mutual bonds are subject, of 
course, to the prospectus requirements of the Securities Act of 1933. 
Just so that the record will be clear, we are not now discussing the 
prospectus covering shares of such companies. We are discussing the 
so-called supplementary literature which is literature separate and 
apart from the prospectus itself. 

The first talk I gave on this subject is not this one. It was one given 
several months before at a forum which was held at the Univ ersity of 
Michigan-Business School, at Ann Arbor, and at which I appeared as 
the guest speaker. 
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At that time I pointed out what was becoming more and more a 
very serious if not critical problem in connection with the distribution 
of these shares of mutual funds. That problem was the use of supple- 
mental literature which in many respects was misleading and in some 
cases I believe was commencing to border on fraudulent practices. 
For example, we had samples of supplemental literature which used 
the same type face as was used by the Federal Government in its lit- 
erature with regard to the sale of series E bonds. 

We were satisfied that that was not by accident. On the contrary 
we were satisfied that that was by design; that it was designed, if 
possible, through the process of association to get into the minds of 
the readers of this supplemental literature the thought that somehow 
or other those shares might be akin in their characteristics with the 
characteristics of the other securities covered by this other literature. 

That is just one example. 

It was felt that it was necessary to take serious and far-reaching 
steps in order to clean this situation up, and the Commission was pre- 
pared to go ahead under its own steam and take the first case that 
came to its attention that looked as if it ought to be dealt with, and 
to commence whatever procedures were necessary and desirable to be 
commenced and to carry them through to a conclusion. That conclu- 
sion, depending upon what the case might be, could have been an in- 
junction in banning that particular piece of literature’ and the dis- 
tribution of it or similar literature. If it were a serious case in which 
there was fraud, the institution of an action by the Commission 
would have assisted the purchasers of the securities who relied upon 
those representations in enforcing their rights of restitution. 

Mr. cae These are the sanctions which the Commission was 
considering; is that correct? 

Commissioner Cook. Those are the sanctions—— 

Mr. Hetter. That they had considered ? 

Commissioner Coox. Which the Commission had considered and 
were possible sanctions in any independent procedings involving any 
one of these companies which the Commission might have commenced. 

Now, it was in that situation that discussions were held with people 
in the industry. They were told plainly that this situation had gotten 
out of hand; that the supplemental literature had to be cleaned up. 
Representatives of the industry indicated that they wanted an oppor- 
tunity to police the thing and that they could do a job on it. We car- 
ried on discussions with them over quite a substantial period of time 
and as a result of those discussions came up with the code of practice 
which you will find appended to that speech. 

Now, if proceedings of the kind I have indicated had been instituted 
and if they had resulted, as I have indicated, under some circum- 
stances, it was possible that they would have resulted, I think it might 
very well have given the mutual fund business a black eye. I per- 
sonally strongly believe in the value of investment companies, prop- 
erly run, for small investors, and I think it would have been unfor- 
tunate if after this debacle from 1929 to 1932 in connection with these 
investment trusts and all of the scandal which resulted from the hear- 
ings which followed—I think it would have been most unfortunate, if 
after the companies were just getting out from under and approach- 
ing a kind of renaissance, if they had been hit by the kind of proceed- 
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ings that Ihave indicated. I should add, Mr. Chairman, that I believe 
the results as you see them in the code which was finally evolved, the 
statement of policy which was finally evolved, amply justify the course 
which was followed. 

Now, if I may say off the record ) 

(After informal discussion off the record, the following proceedings 
were had :) 

Commissioner Cook. There are other types of sanctions also, Mr. 
Chairman, which are available for the Commission to use. 

These shares are distributed for the most part through broker- 
dealers and to the extent that they use supplemental sales literature 
which is misleading, it would be possible for the Commission either 
to bring injunction proceedings against them to prevent the use of 
that literature or those types of selling tactics, or the Commission 
could commence bivelene- heater revocation proceedings and if their 
registrations were revoked they no longer could sell securities. 

Now, those are very serious sanctions, but it is quite important to 
differentiate between sanctions on the one hand which are penalties 
for violations and rules and regulations which would be prospective 
in operation. 

r. Heiter. Did you have the cooperation of the NASD? 

Commissioner Coox. In this venture? 

Mr. Heuer. Yes. 

Commissioner Coox. Yes. Of course it is like everything else; 
these things are difficult and there are different points of view, and 
ihe points are argued vigorously. There is a lot of difference between 
cooperation in the sense that you are going to attempt to work out a 
problem and cooperation in the sense that somebody just rolls over 
and plays dead. Now, nobody rolled over and played dead in con- 
nection with this. It was a tough negotiation all the way. 

Mr. Hewtier. At any rate, the standards which were adopted were 
less stringent and more lenient than what the Commission had con- 
templated; is that correct ? 

Commissioner Cook. No; I would not say that, Mr. Chairman. 
What I have stated is that if we had enforced the sanctions, those sanc- 
tions would have been much more stringent and harsher than this 
statement of policy which was adopted and by that all I mean to say 
is that it is a whole lot tougher to be a respondent in a broker-dealer 
revocation proceeding for the use of literature in the past than it is 
toconform yourself to this statement of policy and use literature which 
is not misleading for the future. 

Mr. Hever. Has this statement of policy been adequate to cope 
with the abuses which the Commission attempted to correct ? 

Le semen Coox. I think that the answer to that is substantially 
“Yes, 

I believe that upon the promulgation of this statement of policy, con- 
ditions in the industry changed considerably for the better. Prior 
to the formulation of this statement of policy, you had a kind 
of Gresham’s law operating; just as cheap money will drive out the 
dear, so too in this field the folks who were willing to stay the closest 
to the line, the folks who were willing to use the most flamboyant 
sales literature, were the fellows who were likely to build up their sales 
faster. That produced a competition of laxity and finally some of the 
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most respectable companies in the business were forced by these unfair 
competitive methods to depreciate the quality of their supplementa!| 
literature; but once there was a statement of policy which had bee), 
formulated and was binding upon all, then this competition in Jaxity 
ceased and you had an entirely new set of conditions operative in the 
industry. 

Mr. Hetter. For how long a period of time did these abuses exist 
before the SEC decided to act ? 

Commissioner Cook. Well that I do not know, because there was a 
substantial period during which I was away from the Commission, as 
you know, from 1945 until 1949. 

I do know that shortly after I returned to the Commission, we com- 
menced checking all of the samples of supplemental literature which 
we could find and making a study of it to see what, if anything, was 
wrong with it, and what ought to be done. So that during my period 
there it came under active consideration almost immediately, and 
indeed, I believe it was under active consideration before I came back. 

Mr. Hetier. On page 3 of your speech, may I read this paragraph : 

The Commission and the association (NASD) are now working out procedures 
whereby the association will assist the Commission in carrying out the statement 
of policy as a measure of self-regulation. 

Mr. Chairman, would you be good enough to explain what is meant 
by “self-regulation” by the industry? How does it function? Can 
you tell us what part the NASD and the SEC play in the adminis- 
tration of these standards? 

Commissioner Coox. Yes, Mr. Chairman. The association, as a 
measure of self-regulation, agreed to review all advertising and sales 
literature to determine whether such material complies with the state- 
ment of policy. All members of the association are required to file 
copies of such material within 3 days after its use. Provision is also 
made for examination of material prior to its actual use. If the mate- 
rial does not comply with the statement of policy, the person who sub- 
mitted it is so notified and suggestions for amendments are made. 
Copies of such comments are forwarded to the Division of Corporation 
Finance of the Commission. 

Mr. Hetier. You are not reading from the statement of policy 
itself, are you? 

Commissioner Coox. No, sir; Iam not. Iam reading from a memo- 
randum which has been prepared in the Corporation Finance Division 
with regard to the procedure for handling this investment company 
supplementary sales literature. 

Supplemental sales literature prepared for use by the issuer or the 
underwriter is required to be filed by the Commission under the 
Investment Company Act of 1940 within 10 days after its use. It 
should be noted that the association is not so limited and does in fact 
review the material of all of its dealer members, whether or not such 
dealers may act as underwriters for the issuer. 

If the Commission has any question with respect to the material 
filed with it by a member of the association, the matter is sometimes 
taken up with the association’s representative prior to communicating 
directly with the issuer or its ugderwriter ; the Commission also proc- 
esses the material filed with it under the act by persons who are not 
subject to the jurisdictoin of the ‘association. 
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Mr. Hetier. Mr. Commissioner, from your vast experience in the 
Commission, would you be in a position at the present time to tell us 
whether you know of any other problems involving investment com- 
panies that require the attention of the Commission at this time / 

Commissioner Coox. There is one further type of literature used 
by investment companies and that is the so-called institutional litera- 
ture or general advertising of the investment company as a medium 
for investment, as distinguished from advertising the securities of 
one or more particular companies. 

This institutional literature, I would suppose, is designed to impress 
upon the public mind those characteristics of an investment company 
deemed by the managers and sponsors to be desirable characteristics. 
The purpose is to promote the concept that the use of the investment 
company is a desirable thing. Just as it was possible for misleading 
information to creep into the supplemental sales literature of a par- 
ticular issuer, so it 1s possible for misleading information to be con- 
tained in the more veneral, institutional-type piece of literature. 

We have come to ne definite conclusion on this matter as yet, but 
the Commission does have it under active and serious study. 

In addition to this problem there are other matters which have 
received the attention of the Commission. For some time we have 
been concerned about the enormous growth of mutual fund investment 
companies in recent vears—growth of from approximately $400,000,- 
000 in 1942 to $3,600,000,000 in 1952—and the Commission has been 
considering the desirability of conducting a section 14 (b) study to 
ascertain the effects of the size of these companies upon their own 
operations and upon the country’s economy generally. Such studies 
were authorized by Congress in the Investment Company Act and of 
course one difficulty in our making such a study is a serious lack of 
staff and funds. ‘There are also other problems which we intend to 
examine into further. One is the possibility that investors are being 
excessively “switched” from one mutual fund to another simply in 
order to generate commissions for the dealers. Also, there is the pos- 
sibility that mutual fund companies are turning over or “churning” 
their portfolio of investment securities more often than prudent 
investment considerations would dictate, again in order to be able to 
give additional brokerage commissions to the dealers who sell their 
shares. These are all matters of great importance which the Com- 
mission hopes to deal with as promptly as funds and manpower permit. 

Mr. Heiter. Without naming the company, could you give us an 
example of this type of institutional literature that you speak of 
which is condemned in the eyes of the Commission / 

Commissioner Cook. Well, let us suppose that some author is, let us 
say, encouraged to write an article for publication in one of the mass 
circulation magazines in which he will indicate what an extraor- 
dinarily wonderful medium the shares of mutual investment com- 
panies are and then let us suppose that the companies in the business 
get reprints by the hundreds of thousands, broadcast them all over 
the country, put them into the hands of prospective investors to con- 
dition them, if you will, so that when a salesman comes along to sell 
them shares of a particular fund, he is conditioned in advance. 

Mr. Hetzer. That is pretty common practice of late, is it not / 





£48 STUDY OF SECURITIES AND EXCHANGE COMMISSION 


Commissioner Coox. I do not believe I could say it is the common 
practice. I think I can say that it is a practice which there is ever, 
reason to believe has been engaged in in the past. 

Mr. He.xier. That practice is not limited to investment companies. 
is it? ; 

Commissioner Cook. I would suppose that that is something which 
might very well occur to people in other lines of business; but I do 
not know out of my own knowledge of any contemporary case of that 
kind other than in this field. 

Mr. Heuer. I have noticed from reading the recent speeches of 
Mr. Funston, president of the New York Stock Exchange, that the 
gist of these speeches is to condition the people—using your term— 
toward wanting to buy stock and appealing to a mass purchasing of 
securities. Have you noticed that from the tenor of his speeches / 

Commissioner Coox. I have not read his speeches, Mr. Chairman. 

Mr. Hetxer. If those speeches have that effect, would they come 
under the same category of literature which we look upon with dis- 
favor? 

Commissioner Cook. I do not think so, Mr. Chairman. I think 
that there is a difference between taking the position that it is a good 
idea to own a stake in American enterprise and have a stake in Ameri- 
can business—there is a good deal of difference between that on the 


one hand and on the other using literature on a widespread basis 
designed to convince people that securities of a particular class of 
issuers are desirable, and to excite their interest, and whet their appe- 
tites, against the day when a salesman for a particular security of 
that well-defined class comes along to make the sale. 

Now, the problem is considerably more complicated and technical 


than I have indicated here. I have tried to deal with it broadly so 
that the high lights of it will be apparent and so the record will be 
useful not only for those who make it, but for those who may use it 
in the future. 

It is, of course, tied in with the problem of the sale of these securi 
ties under the 1933 act, including the problem of the use of a prospec- 
tus or the failure to use the prospectus, and it may well be that if this 
institutional literature is used in an attempt to sell mutual fund 
shares, without the prospectus, that you have got on your hands a prob- 
lem of a violation of the Securities Act of 1933. 

Now, that, of course, is a problem which you would not have, in my 
judgment, arising out of a general statement, or general statements 
contained in a speech of a stock exchange official, indicating generally 
that it is good to have a stake in American business. 

Mr. Heuer. Mr. Chairman, according to the SEC, between Janu- 
ary 1, 1934, and July 1, 1951, there was a total of $381, billion of cor- 
porate debt and equity issues registered for public offering. In the 
same period, there were approximately $21 billion of corporate debt 
and equity issues sold without registration. Unregistered debt issues 
(including bonds, notes, and debentures) accounted for 97.6 percent 
of the $21 billion total. Now, it appears that an increasing amount of 
securities offerings is being privately placed. Is that true in the 
instance of debt’ and equity securities of public utilities? 

Commissioner Coox. I would believe that, generally speaking, 1 
would not be true to such an extent in the case of public utility securi 
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ties as it has been in the case of the industrial securities, and I would, 
of course, very sharply differentiate between debt securities on the one 
hand and equity securities on the other. 

Most of the private placements of securities are made with large 
financial institutions, particularly insurance companies, which either, 
as a matter of law, or as a matter of policy, do not purchase equity 
securities. 

Therefore you would expect to find very little common stock sold 
privately. You would expect to find very little preferred stock sold 
privately, although there I would believe it would exceed that of com- 
mon stock, because many of the fire insurance companies, for example, 
can and do purchase preferred stocks ; but the great bulk of the private 
placements are bonds, debentures, and notes. 

Mr. Heuter. I understand that in statistics of securities publicly 
offered, the SEC includes issues sold by competitive bidding to ulti- 
mate investors; is that a correct statement ? 

Commissioner Coox. Yes, sir. 

Mr. Heuer. Now, would it be fair to say that institutional inves- 
tors, such as insurance companies, become, increasingly, the purchas- 
ers‘of public-utility securities ? 

Commissioner Coox. I do not think there is any doubt about that, 
Mr. Chairman, and I am going to be entirely candid and frank with 
you. I would be greatly surprised if any underwriter or any under- 
writing group of any substantial issue of public-utility debt securities 
did not contact the institutional buyers very carefully and very 
thoroughly before they entered a bid for the issue, so that they would 
pretty well know in advance what the ideas of the financial institu- 
tion happened to be before they bid for the securities, and I would 
add that, although in our statistics the sales of public utility debt 
securities at competitive bidding are included among the securities sold 
publicly, that there can be no question but that a large proportion of 
those securities have been resold by the underwriters to financial insti- 
tutions, again including particularly the insurance companies. 

Mr. Heuer. Is that also true of railroad securities ¢ 

Commissioner Coox. I do not know, sir. I am familiar with the 
public-utility field; that is, the electric and gas field, but not with the 
railroads, although I might add, insurance companies traditionally 
have been very large holders of railroad bonds. 

Mr. Heiter. From your knowledge of the situation they have left 
that field in recent years, have they not ¢ 

Commissioner Cook. Yes. I would believe that, generally speak- 
ing, with the exception of equipment trust certificates and with the 
exception of the first mortgage bonds of a handful of earriers that 
you could count almost on one hand, the insurance companies and 
other financial institutions believe the railroad industry is just not a 
good industry in which to make extensive financial commitments. 

Mr. Hewuer. In other words, it is not lucrative any more, is it / 

Commissioner Coox. It is very hazardous, Mr. Chairman. I am 
sure in the past they have suffered large losses in their portfolios. 

Mr. Hetier. Mr. Chairman, considering the increasing volume of 
private placements and the tendency of securities purhased under the 
competitive bidding rule to be channeled into the hands of a few large 
investors, would it be fair to conclude that the ownership of securities 
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of public utilities is being concentrated in the hands of a limited 
number of institutional investors ? 

Commissioner Coox. I think there are two tendencies, opposite in 
nature, going on at one and the same time: I believe that holdings of 
debt securities of public utilities are becoming more and more con- 
centrated in financial institutions. However, with the integration and 
simplification of holding company systems, there has been a severance 
of hundreds of operating companies from holding company systems, 
and the common stocks of those operating companies are becoming 
widely dispersed in the hands of thousands of American investors, so 
that while on the one hand, the debt securities are becoming more and 
more concentrated in the financial institutions, the equity securities 
are becoming to be more and more widely spread throughout the 
country. 

Mr. Heturr. As to the public-utility field, would you give us the 
benefit of your knowledge and information as to how these private 
placements are negotiated ¢ 

Commissioner Cook. Well, I should say first, Mr. Chairman, that 
there are literally no private placements of public-utility securities 
issued by companies subject to the jurisdiction of the Commission, be- 
cause we have promulgated a rule, the number of which is rule U-50, 
a competitive bidding rule, which makes it necessary for an issuer to 
solicit competitive bids for its securities, or to get an exemption from 
the Commission from the provisions of rule U-50 where the proceeds 
of the issue will exceed $1,000,000. 

It is extremely difficult to make any kind of a case for an exemption 
from the provisions of rule U-50 with regard to the sale of debt 
securities, and as I have previously testified, it is the debt securities 
which are the subject, for the most part of the private placements. 

Shortly after rule U-50 was promulgated, we had a case in which 
an insurance company entered a bid and was successful in purchasing 
an entire issue. ‘That is the only case of which I have any knowledge 
which has occurred in the entire history of the Commission since the 
promulgation of rule U-50. In every other case the winning bidder 
has been an underwriter. 

Mr. Hetier. Is rule U-50 the competitive bidding rule ? 

Commissioner Cook. Yes, that is true, sir. Consequently, for the 
most part the bids which are submitted, consist of bids received from 
underwriting syndicates and not from financial institutions, although 
the winning syndicate unquestionably disposes of substantial quanti- 
ties of securities to the institutions; and I may add, incidentally, that 
I believe that is one of the reasons for the narrowing of spreads in 
recent years on debt securities. 

Mr. Hetter. Has the number of exemptions from the competitive 
bidding rule granted by the SEC increased in recent years? 

Commissioner Cook. Well, I do not have those figures clearly in 
mind, Mr. Chairman. I think that over the years since the rule has 
been promulgated, with the exception of a very small number of cases 
of debt securities consisting principally of cases in which there was a 
modification of an existing issue theretofore privately held, there have 
not been many cases of exemption from the rule. Those cases ordi- 
narily are cases involving the sale of substantial amounts of common 
stocks. 





STUDY OF SECURITIES AND EXCHANGE COMMISSION S51 


Mr. Heiter. And has that been the reason for the development of 
the exemptions which have followed ¢ 

Commissioner Cook. When the rule was promulgated, provisions 
were made for exemption under certain circumstances, and as it cle- 
veloped the showing which could be made by a prospective issuer for 
an exemption from the rule was one which could be made for the most 
part only in the case of equity securities. 

Mr. Heuier. Do you think that any additional legislation is needed 
to deal with companies divested from holding company systems? 

Commissioner Cook. I have none in mind. I should add that many 
of the companies which are divested from holding company systems 
and hence are no longer subject to the jurisdiction of the SEC under 
the Holding Company Act, become subject to the jurisdiction of the 
Federal Power Commission by virtue of the fact that they sell, trans- 
mit, buy, or receive electric energy in interstate commerce, and, there- 
fore, are subject to the regulatory provisions of the statutes admin- 
istered by that Commission. 

That would leave only a relatively small group of public utilities 
in the United States operating exclusively in intrastate commerce 
which are not subject to the regulation of either the Securities and 
Exchange Commission or the Federal Power Commission, and as to 
that group, I would assume, with the exception of a very small por- 
tion, there would be regulation of some kind or other by the States 
in which they operate. 

Mr. Heiter. Mr. Cook, would you have any idea as to approxi- 
mately how many companies are still subject to the 1935 act? 

Commissioner Cook. I am afraid I will have to supply those figures 
for the record, Mr. Chairman. 

Mr. Hewier. All right. 

Commissioner Cook. There have been hundreds of companies 
divested, of course. 

(The information requested is as follows :) 


NUMBER OF COMPANIES STILL SUBJECT TO THE 1935 Act 

At one time or another from June 15, 1938, to June 30, 1951, a total of 2,179 
companies have been subject to the active regulatory jurisdiction of the Commis- 
sion as components of registered holding-company systems. Of this number, 211 
were holding companies, 925 were electric or gas utility companies, and 1,039 
were utilities other than electric or gas, and a wide variety of other enterprises. 
The latter included brickworks, ice plants, movie theaters, laundries, and even a 
baseball club. By June 30, 1951, there were 444 companies subject to regulation, 
including 64 holding companies, 195 electric and gas utilities, and 185 nonutility 
companies. 

Mr. Hetier. And would you also supply us with this information: 
How many of these divested companies will remain subject to the 
act as part of integrated holding companies which have satisfied sec- 
tions 11 (b) standards? 

Commissioner Cook. Well, for the most part, Mr. Chairman, if they 
are to remain subject to the standards of the act, as parts of integrated 
systems, and as permitted by section 11 (b) (1) of the act, they would 
not have been divested. In other words, those are the companies which 
are the retainable companies. 

Now, it happens, just to explain what I meant by most part—— 
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Mr. Hetxer. In other words, the holding companies will remain 
part of the corporate structure of the public-utility field; is that « 
correct way to put it? 

Commissioner Cook. No; I think that the way to put it is this: Sup 
pose the holding-company system when it was first registered had 5\) 
subsidiaries scattered all over the country and of those 50 subsidiaries 
5 of them owned properties which were so related one to the other that 
they constituted an integrated system, retainable under the statute. 

Forty-five of the companies would be divested. The five which com- 
prised the integrated system would be retained and they would remain 
subject to the jurisdiction of the Commission under the Holding Com 
pany Act. 

So that the companies which remain subject are the companies which 
are not divested and the companies which do not remain subject are 
the companies which must be divested, because they do not comprise 
any part of an integrated system or such additional systems and inci- 
dental businesses as are permitted to be retained under clauses A, 
B, and C of section 11 (b) (1). 

(Mr. Cook later submitted the following information :) 


NUMBER OF COMPANIES WHICH WILL REMAIN SUBJECT TO THE HOLDING CoMPANY 
ActT Upon COMPLETION OF SECTION 11 PROGRAM 


It is not yet possible to calculate the final results of all section 11 problems 
which remain to be solved, but it is estimated that approximately 20 holding 
companies will emerge as streamlined, regional systems with some 250 com- 
panies. These companies will remain subject to the regulatory jurisdiction of 
the SEC under the Public Utility Holding Company Act. 


Mr. Hetter. Would you also supply us with the number of great 


grandfather holding companies registered under the act ? 

Commissioner Coox. At the present time? 

Mr. Hetter. Yes. I do not think you have the information avail- 
able at this moment, but would you supply it for the record ? 

Commissioner Cook. I will be glad to do that. I doubt that there 
will be many, if any, Mr. Chairman, because the Holding Company 
Act specifically prohibits the continuation of the great grandfather 
relationship. And, if there are any, before we are through there will 
not be any. 

(The information requested follows :) 


"oe 


REMAINING HoLDING COMPANY SYSTEMS HAVING “GREAT-GRANDFATHER” SITUATIONS 
CONTRARY TO SECTION 11 (B) (2) OF THE Act 


1, CENTRAL PUBLIC UTILITY CORP. 


There is pending before the Commission a plan for the elimination of various 
corporate entities in this system. Upon approval and consummation of the 
plan, the great-grandfather situation will be removed. 


2. STANDARD POWER & LIGHT CORP. 


The Commission has ordered the liquidation of Standard Gas & Electric Co. 
and of the Philadelphia Co., intermediate holding companies of the Standard 
Power & Light Corp. system. Proceedings are now in process looking toward that 
end and, upon their completion, the great-grandfather situation will be eliminated. 

Mr. Hetier. Mr. Chairman, in view of the fact that you have just 
become the Chairman of this Commission—and a fine appointment 
it has been—and you have made some statements in connection with 
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this question, would you give us your views as to whether or not the 
alumni of the SEC should be prohibited in any w ay or for any period 
of time from representing companies in transactions subject to the 
SEC jurisdiction ? 

Commissioner Cook. Yes; I shall be very glad to comment on that. 

Mr. Hetzer. Would you state your own views on that matter? 

Commissioner Cook. Yes, sir. I will divide my views into two 
parts. First, my views on the merits and, secondly, my views on 
whether anything should be done apart from the merits. 

First, let me say that I believe the problem is one that is greatly 
exaggerated. I believe that if you were to talk to former employees 
of any agency, who left that agency and thereafter practiced before it, 
vou W jould discover that they honestly and sincerely believe that they 
have a tougher row to hoe in connection with any matter which they 
handle than a man who has not been employed by that agency. 1 
think the reason is that the people in the agency with whom they 
have to deal are conscious of the fact that they have to be able to 
justify their actions at any time, perhaps in a public forum, and 
perhaps in an atmosphere which is not one conducive to placing the 
event in an impartial light, so that they lean over backward in their 
dealings with that former employee to make sure that whatever he 
gets in the way of favorable treatment, favorable results from that 
agency, is something that will unquestionably stand up. And, I would 
say to you in all seriousness and frankness, that if I were not in the 
(jovernment and I had problems before a Government agency, I would 
choose a lawyer skilled in the particular business, if he could be found, 
who had not theretofore had any connection with the particular 
agency. 

You do not know what enemies, for example, a former employee 
might have made. You do not know what all of the circumstances 
are that are operative and I would rather have a good technician who 
had not been with the agency handle my problem and not have to 
worry about all kinds of extraneous things that might be operative. 

Now, therefore, so far as the merits are concerned I believe that the 
popular idea that former employees of an agency receive favored 
treatment is wholly erroneous. 

I believe that there are some cases which under any circumstances 
a former employee should have no connection with and should not be 
permitted to participate in. Those cases are in situations where oe 
fermer employee received special knowledge of the facts of the ¢ 
which would render his participation on either side of the question 
inimicable to the interest of his former client, the United States Gov- 
ernment. In those cases I believe it is not just a question of a 1-year 
bar ora 2-year bar. I believe it is a question of a perpetual bar. 

Now, you asked for brief comments, so I am not going to elaborate 
on this, although I have considered it a great deal and could elaborate 
on it extensively. 

Having said what I have, I nonetheless believe that from the point 
of view of an institution, and that I think it is fair to say is what the 
Securities and Exchange Commission is—and what these other agen- 
cies are—I think from the point of view of an institution, it is almost 
as bad to have people believe that there is something wrong or that 
there is likely to be something wrong in the appearance of a former 
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employee before his old agency as if there were actually something 
wrong. By that I mean to say that such a belief is damaging to the 
public position of an agency as that position is fixed in the minds of 
people who listen to the radio; who read the newspapers; who read the 
magazines; and who read the Congressional Record. 

That public position is of great importance to that agency and to 
the people who work for it; and if in any way that public position i, 
disparaged as a result of a practice which is criticized extensively, 
whether that practice is deserving of that criticism or not, I feel that 
something should be done to eliminate the cause of that criticism, eve 
though in the process you may work injustices upon the employees 
of that agency. 

I think that, if I may put it this way, as trustees for the institution 
we owe more to the institution than we owe to the individuals who, 
at any particular time, happen to be employed by it. 

Therefore, I personally believe that the question of the merits of 
this so-called alumni problem is entirely beside the point at this 
juncture. 

I believe that the criticism which has been directed at this Com 
mission, whether fairly or unfairly, is something that we must all 
1eckon with and something that those of us who have the power to 
do so ought to put an end to, if at all possible. 

Now, with that in mind, back in October of 1951, immediately upon 
the issuance of the Senate report on ethical standards in Govern- 
ment by a subcommittee of the Committee on Labor and Public Wel- 
fare, 1 obtained a copy of that report and forwarded it to our Gen- 
eral Counsel’s office and asked the General Counsel to study the recom- 
mendations of that committee and to advise me as to which of those 
recommendations in the judgment of that office, the Commission 
might adopt. 

You will see from that date that that occurred prior to the time 
when I was Chairman of the Commission; that it occurred prior to 
the time that the name of our former Chairman was submitted to 
the Senate for confirmation in the position of Administrator of the 
Reconstruction Finance Corporation. 

I had a report back from the General Counsel’s office, as T recollect, 
some time late in January. 

Mr. Hetxer. That is 1952, then, is it? 

Commissioner Cook, 1952. Thereafter, I asked the General Counse! 
to prepare a draft regulation dealing with the matters we have been 
discussing this afternoon, which draft regulation would then, as | 
contemplated, be circulated widely among the key employees of the 
Commission, as well as the Commissioners themselves, for the pur 
pose of getting their comments. And when that had been done, and 
those comments had been received, we would evaluate the materia! 
and present to the Commission the question of whether our present 
regulations should be amended, and if so, in which fashion. 

{ have tried to keep my discussion of it fairly brief, Mr. Chairman, 
but I have been very candid with you. And if you feel that I have been 
too brief, I will be glad to elaborate on any part of it that you wish. 

Mr. Hetier. You did get a report from the General Counsel, did 
you not? 

Commissioner Cook. I did. 





STUDY OF SECURITIES AND EXCHANGE COMMISSION 855 


Mr. Heuer. Is that report in writing ? 

Commissioner Coox. It is. 

Mr. Hever. Have you received the comments from the Commis- 
sioners, to whom, I suppose, the General Counsel’s reports were 
submitted ? 

Commissioner Cook. As I indicated in my earlier testimony, I con- 
iemplate that it will be circulated among key employees of the staff. 

Mr. Hetier. You are referring tothe SEC staff only ¢ 

Commissioner Cook. Yes. 

Mr. Heuier. It has not yet been circulated ? 

Commissioner Coox. It has not been so circulated yet. 

Mr. Hewter. All right. 

Commissioner Cook. Within the next week it will be. 

Mr. Hevier. Mr. Chairman, again this subcommittee wants to 
thank you for your very excellent cooperation and for the candid 
and scholarly testimony which you gave this afternoon to this com- 
mittee and which you have always furnished us in the past. 

Commissioner Coox. Thank you, Mr. Chairman. 

(Whereupon, at 3:35 p. m., Tuesday, March 18, 1952, the hearing 
was recessed, subject to the call of the Chair.) 
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WEDNESDAY, MARCH 19, 1952 


House or REPRESENTATIVES, 
SUBCOMMITTEE OF THE COMMITTEE ON 
INTERSTATE AND ForEIGN COMMERCE, 
Washington, D.C. 
The subcommittee met in room 1334, New House Office Building, 
at 2 p. m., Hon. Louis B. Heller (chairman of the subcommittee) pre- 
siding. 
Mr. Hewier. The subcommittee will please be in order. 


STATEMENT OF FREDERIC SOLOMON, ASSISTANT GENERAL COUN- 
SEL OF BOARD OF GOVERNORS OF THE FEDERAL RESERVE 
SYSTEM, WASHINGTON, D. C. 


Mr. Hetier. Mr. Solomon, will you give the reporter your full 
name and your home address ¢ 

Mr. Sotomon. Frederic Solomon, Washington, D. C. 

Mr. Chairman, I appreciate this opportunity to appear before your 
group and outline the operation of section 7 of the Securities Exchange 
Act of 1934. That is the section under which the Board of Governors 
of the Federal Reserve System issues its so-called margin regulations, 
regulation T being the one that applies to brokers and regulation U 
the one that applies to banks. 

In addition to this written statement, I will, of course, be glad to try 
(o answer any questions on the subject. 

In a highly developed economy such as ours, securities exchanges 
play an important role in facilitating the flow of funds between various 
sectors of the economy. The reasonable use of credit is a natural and 
normal aid in carrying out that function. 

Prices of stocks fundamentally reflect. investment experience and 
prospects. The process of capitalizing incomes and expectations, 
which these prices represent, is a continuous activity in the market, 
and stock-price fluctuations are closely associated with changing atti- 
tudes and expectations with respect to stock yields. Stock-market 
credit is a related factor affecting market activity and price fluctua- 
tions, and changes in its volume are both an effect and a cause of 
current credit and monetary developments. It must always be recog- 
nized, however, that stock-market credit is only one aspect of stock- 
market movements. 

Before the establishment of the Federal Reserve System, the rela- 
tionship between stock-market credit and banking in general was an 
unusually close and often critical one, because a large portion of the 
reserve balances of banks throughout the country were held on deposit 
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with New York and other large city banks and, together with other 
liquid funds, were placed in the call-money market (the principal! 
market for stock-market credit). The supply of these funds was 
subject to wide variations. When surplus funds of banks went. into 
stock-market loans, they stimulated trading and affected economic ac- 
tivity. The withdrawal of funds, on the other hand, frequently led 
to severe declines in the stock market, to credit liquidation, and to 
money panics. The cause-and-effect relationship also worked in the 
other direction, changes in stock-market activity having pronounced 
effects on general credit conditions. ‘Thus, there was an extreme], 
close relationship between the stock market, the money market, and 
credit developments. - 

One of the aims of the establishment of the Federal Reserve System 
was to divorce the reserves of the banking system from the stock mar 
ket and to diminish the influence of stock-market speculation upon 
bank credit. This objective was not fully accomplished, however, 
because the call-money market continued to attract large amounts of 
liquid funds from banks and others. In the 1920's stock-market loans 
made by banks and by nonbank lenders rose to new high levels. The 
volume of such loans outstanding reached a total of more than $8.5 
billion in 1929 before the crash. This credit and the speculative activ- 
ity it financed gave a strond stimulus to economic activity that in many 
instances was of a fleeting and unsound character. 

When Congress passed the Securities Exchange Act of 1934, one of 
its important purposes, in addition to providing general regulation of 
stock exchanges, was to cope with the dangers of excessive use of stock- 
market credit. The act authorized the Federal Reserve Board to pre- 
scribe margin requirements for both brokers and banks, and for others 
if found necessary. These credit provisions of the act, chiefly in sec- 
tion 7, repeatedly emphasize that the goal is to “prevent the excessive 
use” of stock-market credit. 

Accordingly, in administering those provisions, the Federal Re- 
serve, through its regulation T that applies to brokers and its regula- 
tion U that applies to banks, has attempted to prevent excesses rather 
than waiting to deal with them after they have arisen. Therefore, if 
sock-market credit today appears to be less closely related to stock- 
market fluctuations than formerly, it does not alter the significance of 
the tendencies that are discussed below and that reflected themselves 
in more volatile form before the legislation. 

Both regulation T and regulation U are essentially simple in prin- 
ciple. They merely specify the amount of credit that brokers (in the 
case of regulation T) and banks (in the case of regulation U may lend 
on securities for the purpose of purchasing securities. The act and the 
regulations describe the amount that may be loaned as the loan value. 
For example, the loan value of stocks is now 25 percent of the market 
value. In other words, the broker can lend a customer 25 percent of 
the cost of a stock and must obtain from the customer the remaining 
75 percent. This percentage—now 75 percent—that must be obtained 
by the broker is sometimes referred to as the margin requirement. It 
will be seen that it is the difference between the loan-value percentage 
and the 100 percent that represents the cost of the security. 
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SELECTIVITY OF STOCK-MARKET CREDIT REGULATION 


A special characteristic of stock-market credit regulation is its effec- 
tiveness in restricting the use of credit in the stock market even when 
the objectives of over-all credit policy require that the supply and cest 
of credit remain easy for the economy generally. The use of stock- 
market credit may be tightly restricted by the regulatory terms even 
when credit availability generally is relatively easy. An important 
reason for the selective regulation of stock-market credit is that high 
interest rates are a relatively minor factor in discouraging speculative 
stock-market borrowing at times, as in the late twenties, when large 
wrofits are expected from the pyramiding of stock purchases on credit. 
Bamuse of these features, the selective regulation of* stock-market 
credit makes it easier for the general credit instruments to be used in 
carrying out the objectives of credit policy independently of the need 
for restrictive or expansionary action in the stock-market credit sector. 


INITIAL EFFECTS OF STOCK-MARKET CREDIT 


The most basic immediate fact about stock-market credit is that, like 
other credit, when it expands it tends to increase by the use of the 
credit the demand for the thing purchased. In other words, when 
stock-market credit is expanding it tends to increase the demand for 
stocks, or more specifically, for stocks that are publicly offered or 
traded. Hence, expansion in stock-market credit tends to raise the 
price of stocks, although such effect may be partly offset by new 
flotations that increase the supply. 

A second major fact about stock-market credit is that in our type of 
financial organization changes in this credit are financed largely 
through the banking system, either through loans to brokers or 
through loans directly to customers for the purchase and carrying 
of listed securities. As these loans go up, the deposits of commercial 
hanks also rise, thus increasing the money supply. An increase in 
the money supply from this source is fundamentally unstable for it 
tends to be dependent on stock prices and stock-market expectations 
which are highly volatile. 

When there is a decrease in stock-market credit, the results tend to be 
the reverse of those outlined for an increase. 


CERTAIN FURTHER EFFECTS OF STOCK-MARKET CREDIT 


It can be stated as a general proposition that the initial impact of 
an increase in stock-market credit 1s to increase the national product 
(total national production expressed in current prices) by increasing 
investment and the money supply. If manpower, facilities, and ma- 
terials are available, these increases can find outlet in the form of 
increased physical volume of production. If they are not available, 
the increases in the dollar figures for investment, money supply, and 
national product tend to represent increases in prices rather than in 
physical production. That is one way of describing inflation. 

However, the effect does not stop at the initial stage. The initial 
impact of a change in stock-market credit—whether operating pos- 
itively on the upside or negatively on the downside—tends to be re- 
flected in amplified form throughout the economy. These repercus- 
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sions are not peculiar to stock-market credit. They occur in the case 
of any increase in credit or in spending. This is because any given 
increase in consumer or investment expenditure in any field has an 
effect in other fields. There tends to be a multiple addition to the 
national product as the increase in total demand moves from one 
person to another throughout the economy over a period of time, and 
as it leads to more investment by business men to meet the increased 
demand. The magnitudes of these results will necessarily vary under 
different circumstances. They can often be of even greater impor- 
tance than the initial impact. In general, the results usually are de 
sirable to the extent that they increase production and employment 
and undesirable to the extent that they merely increase commodity 
prices. 

It might also be mentioned that—unless manpower, facilities and 
tngtortilg are available to increase physical production—an increase 
in stock-market credit tends to divert the flow of funds toward pub- 
licly traded stocks and away from otlier investments such as bonds, 
mortgages, short-term loans, and Government securities. 

As indicated before, decreases in stock-market credit tend to have 
effects that are the opposite of those associated with increases. 

It will be seen that regulation of stock-market credit can be a 
significant means of combating inflation and thereby also removing a 
cause of deflation. It may also be to some extent an aid in cushioning 
deflation. The credit provisions of the Securities Exchange Act rec- 
ognizes the tendency of increasing stock-market credit to increase ac- 
tivity for better or for worse throughout the economy. Section 7 (b) 
of the act, in authorizing the Reserve Board to reduce margin re- 
quirements from those outlined as a guide in the act, states that the 
Board may prescribe such lower requirements “as it deems necessary 
or appropriate for the accommodation of commerce and industry, 
having due regard to the general credit situation of the country.” 
This is a close paraphrase, almost a quotation, of the standard speci- 
fied in section 12A (c) of the Federal Reserve Act for governing open- 
market operations of the Federal Reserve banks. 

Mr. Hetier. You are assistant general counsel to the Board of Gov- 
ernors, Federal Reserve System ? 

Mr. Sotomon. That is right, sir. 

Mr. Heuer. For how long a period of time have you acted in that 
capacity ¢ 

Mr. Sotomon. I have been in that capacity since 1948. I have been 
with the Board since 1934. 

Mr. Heuxer. And previously, would you tell us in what capacity 
you served from 1934 to 1948 ¢ 

Mr. Sotomon. From 1935 to 1948 I served as an attorney and as- 
sistant counsel except during the period from 1942 to 1946 when I 
was on active duty with the United States Marine Corps. 

Mr. Heuer. Are you an attorney ! 

Mr. Sotomon. Yes, sir. I received both my academic and law de- 
grees from the University of Georgia. Georgia is my home State and 
my legal residence. 

Mr. Hetzer. Also a statistician ? 

Mr. Sotomon. No, sir; I am not a statistician. 
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Mr. Hetzer. Are you familiar with the problems of the margin 
requirements before the passage of the Securities Exchange Act of 
1934? 

Mr. Soromon. Yes, sir; not at first hand from actual participation, 
but from studying the situation that led up to the enactment of the 
act. 

Mr. Heuer. In the twenties most securities were bought on margin ; 
is that correct ? 

Mr. Soromon. A great many were. There was heavy margin trad- 
ing. The figures are not very positive or certain, but it is clear that 
there was heavy trading on margin. 

Mr. Hetxer. In 1929 broker loans aggregated $81 billion. Is that 
an accurate figure ? 

Mr. Soromon. That is an approximately correct figure of brokers’ 
loans reached in 1929. That is the peak figure. 

Mr. Hetxier. And often speculators in securities paid in cash as 
little as 10 percent of the market value of the security purchased and 
borrowed from brokers 90 percent of the market value; is that correct ? 

Mr. Sotomon. That is correct. 

Mr. Hewter. So that in declinng markets banks would call on the 
brokers, and the brokers in turn would call upon the customers for 
more collateral to protect their loans; is that correct ? 

Mr. Sotomon. That is correct. 

Mr. Hetter. To meet these margin calls, customers and brokers 
would have to liquidate their portfolios; is that correct ? 

Mr. Soromon. That is correct, sir. 

Mr. Hetter. In a declining market the practice would be for brokers 
to call on their customers; is that right? 

Mr. Sotomon. That is right, sir. 

Mr. Hetier. And the banks in turn would call on the brokers for 
more collateral or cash to protect their loans? 

Mr. Sotomon. That is correct. 

Mr. Hetrier. That seemed to be the general scheme of things. 

Mr. Soromon. That could tend to snowball as the customer was 
forced to sell in order to meet his margin calls, The sales would push 
the market down, and that would make it necessary to call more and 
more loans to restore these reduced margins. The thing could develop 
into quite a serious snowball situation. 

Mr. Hetter. So that in turn, the liquidation of the portfolios would 
demoralize the securities market. 

Mr. Soromon. It could happen at times. 

Mr. Hetter. It did happen / 

Mr. Sotomon. Yes, sir. 

Mr. Hetzer. Section 7 of the Securities Exchange Act of 1934 
delegated power to the Board of Governors of the Federal Reserve 
System to control customers’ credit ; is that correct 

Mr. Soromon. That is right, sir. 

Mr. Hetzer. And brokers’ borrowings? 

Mr. Soromon. Yes, sir. Brokers’ borrowings is covered in section 
8 (a). Their lending is covered in section 7, the more important 
provision. 

Mr. Hetzer. And that power was delegated in order to prevent 
the excessive use of stock-market credit; is that right 

Mr. Soromon. Yes, sir. 
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Mr. Hetrer. Has that been accomplished through regulation T? 

Mr. Soromon. That is correct, through regulation T for brokers 
and in regulation U, for banks. 

Mr. Hetrer. Does regulation T control the extent of credit to 
customers ? 

Mr. Sotomon. Yes, sir; by brokers. 

Mr. Hetrer. Regulation T applies only in connection with the 
purchase of securities registered on the national exhanges? 

Mr. Sotomon. Yes, sir. T applies only to the purchase of securities 
registered on national securities exchanges. 

Mr. Hetier. Under the 1934 act? 

Mr. Sotomon. Under the 1934 act. 

I might add, sir, that there is an absolute prohibition in the law 
against brokers who are subject to regulation T extending any credit 
on unregistered securities. 

Mr. Hetrer. It also affects, as you say, the brokers and dealers; is 
that right ? 

Mr. Soromon. Yes, sir. I used brokers just as a shorthand phrase. 
It is really brokers and dealers and members of the national se- 
curities exchanges. 

Mr. Hetter. Would this regulation apply to unlisted securities on 
the New York Curb Exchange, for porn 

Mr. Soromon. Yes, sir; they are defined in the act specifically as 
registered securities, because they have unlisted trading privileges, 
and the act applies to registered securities; not merely to those that 
technically are listed. 

Mr. Hetier. What does regulation U that you talk about apply 
to? 
Mr. Soromon. Regulation U applies to banks. It applies to loans 
made by banks for the purpose of purchasing registered stocks and by 
registered stocks I mean stocks registered on national securities ex- 
changes under the 1934 act. 

Mr. Heiter. Does it apply to bonds? 

Mr. Soromon. No, sir; it does not apply to bonds. There is an 
exception in the law for loans on bonds as to regulation U; not as to 
regulation T. 

Mr. Hetier. Are the margin requirements under regulation T and 
regulation U the same ? 

Mr. Sotomon. They are the same. The details are somewhat differ- 
ent, due to different operations of the two kinds of lending institu- 
tions, but the figures are the same. 

Mr. Hewier. Are you in a position to tell us relatively what pro- 
portion of customers who buy securities make their purchases on mar- 
gins as compared to the proportion of customers who pay the total 
price of the securities purchased without borrowing anything? 

Mr. Soromon. That is a tough question to be absolutely positive 
about; but I can give you what information is available on that sub- 


ect. 
I can say right off, approximately the best estimates are that in 
ordinary times approximately 45 percent of the total trading is in 
margin accounts. That is the best estimate that can be given. That 
is not a very precise figure, and there might be imperfections in the 
figures and, of course, it varies from time to time. Trading will be 
more on margins at one time than it is at another, but as a general pro- 
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position the figures seem to suggest about 45 percent in normal times 
would be in margin accounts. 

Mr. HEtter. Have you any data with you now that you would like 
to put into the record; and if the data you have is not sufficient, you 
may supply us with the remaining data or information. Have you 
anything to present now ? 

Mr. Soromon. I do not now have anything in shape to present it, 
but I will prepare some and submit it. 

Mr. Heuzer. Will you also advise us what precentage of the market 
value of securities is purchased on margin ¢ 

Mr. Sotomon. It will have to be shares. I do not think the informa- 
tion is available as to market value. It is available only as to number 
of shares traded. 


Mr. Hetier. That is good enough. When you supply the committee 
with the information, we will incorporate it in the record at this 
point. 


(The information appears on pp. 864-865. ) 

Mr. Hetier. What has been the trend in the past 10 or 15 years in 
connection with margins? 

Mr. Soromon. The best estimates are that there has been less margin 
buying than before and that is reasonable to believe from the way the 
total volume of credit has acted and also the other activities of the 
market. 

Mr. Hever. You keep statistics on that, do you not ? 

Mr. Sotomon. We do; we have very complete statistics on the credit, 
and I might say that it might be useful to refer to two charts that I 
have here. 

Mr. Heiter. Yes. 

Mr. Sotomon. I might mention what these charts are. The longer 
chart shows the course of stock prices and stock market credits, from 
1918 down to 1950. 

Mr. Hetter. You are talking about this chart [indicating] ¢ 

Mr. Sotomon. Yes, sir. I might say the reason they are not in very 
good shape is these are taken from a large book, which the board 
publishes on a lot of different things—industrial production and other 
things which I did not think would be of interest in this hearing, and 
I dug these out and had these prepared. 

Mr. He.xier. So that the resi will be clear on this matter, let us 
mark these charts in evidence as an exhibit, which will include the 
charts relating to the “Stock Market,” the “Brokers’ Loans by Groups 
of Lenders,” and “Bond Yields.” 

Mr. Sotomon. I did not really intend to use that chart. It is per- 
fectly all right if you would like to use it. 

Mr. Heuer. Then, let us just mark the chart which is captioned 
“Stock Market.” Is that correct? 

Mr. Sotomon. Yes. 

Mr. Hetier. And which includes charts of the “Stock Prices,” and 
“Brokers’ Loans”; is that correct ¢ 

Mr. Soromon. That is right. 

Mr. Heuer. And also includes a chart of the “Customers Debit 
Balances.” 

Mr. Soromon. That is right. 

Mr. Heuer. Now, will you just leave that chart with us and explain 
it ¢ 

(The charts referred to appear on pp. 866-867. ) 
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Mr. Soromon. Yes, sir. This chart shows stock prices continuously 
from 1918 down to 1950. The other chart brings this information 
down past 1950. 

The figures shown here for the stock prices are the Standard & Poors 
index of 416 common stocks. That isa very broad and inclusive repre- 
sentative index and you can follow there the trends upward and down- 
ward of the market. Plotted on this same chart you will see the figures 
on stock market credit. Those figures take two different forms. The 
first form from 1918 through 1934 is brokers’ loans. That is the 
amount of money that brokers were borrowing from banks. 

Now, beginning in 1931 and continuing down to the present time, 
you will see a different figure for stock market credit and that is the 
customers’ debit balances. 

The general course of those two figures is quite similar. The differ- 
ence between them is that one—customers debt balances—is what 
brokers are lending to their customers and the other—brokers’ loans— 
is what brokers are borrowing from banks. The difference is largely 
technical and the customers’ debit balances represent the picture more 
clearly and have been substituted for brokers’ loans. 

You will find that the stock market credit, however, you mention 
measured by each of those two standards follows the stock market 
prices very, very closely in the period from 1918 right on up at least 
to 1932. 

If you look at the two curves, you will find each little movement in 
one is pretty well reflected in the other, showing the very close rela- 
tionship between stock market credit and stock market prices; partly 
due to the fact which you mentioned earlier about loans being called, 
forcing stocks to be sold ; forcing down prices, which reduces the credit, 
and so forth. 

Now, one of the purposes, of course, of the Securities Exchange Act 
of 1934 was to prevent the excessive use of credit which had produced 
some of these undue gyrations in the market. 

You will find that after 1934, and more particularly in the postwar 
period, that the curve for stock prices, is not followed as closely by 
the curve for stock market credit, and that has been due certainly in 
part to the effort to smooth out those curves under this authority of 


Congress. 

Mr. Hetter. I note that this chart also shows the volume of trading 
on the New York Stock Exchange, 1918 to 1950. 

Mr. Soromon. Yes, sir. 

Mr. Hetier. Would you care to comment on that ? 

Mr. Soromon. In determining the proper level for margin require- 
ments, you have to take into account a number of different factors and, 
of course, the activity in the market is one of them. It is not by any 
means the controlling one, but it is one of them. Stock prices, the’ 
amount of credit outstanding, and the activity are among the things 
that you take into account in deciding the proper level of margin 
requirements, because you can see that if the market is extremely 
active and is rising rapidly, it is more likely to draw in more credit 
and that would mean that there would be need for higher margin 
requirements, other things being equal, than a different situation where 
the market is very dull, and there is very little interest in it. 
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Mr. Heuier. From this chart I observe that the volume of trading 
in the market, from the period beginning in 1934, has been relatively 
smaller than the volume from 1918 to 1934. Looking at it that way it 
looks like a more orderly market. 

Is that correct? 

Mr. Sotromon. Yes, sir; I think it is particularly lower than in the 
period from 1927 to 1929. It is not so much lower, by comparison, 
over the whole period 1917 to 1934, but it is lower than from about 
1927 to about 1929, because there was a good deal more activity in the 
market at that time. 

Mr. Heuer. Is there anything else you care to say about this chart ? 

Mr. Sotomon. No, sir; I think that is about all that I might mention 
on that chart. 

We might look at the other chart now, which carries the same story, 
goes further on down to date. 

Mr. Heuter. That is the chart marked “Margin Requirements and 
the Stock Market” ? 

Mr. Soromon. That is correct; yes, sir. 

Mr. Hewier. And, we will consider this chart in evidence at this 
point. 

Mr. Soromon. All right, sir. 

(The chart above referred to appears on p. 870.) 
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Mr. Hewier. Do you care to discuss that chart ‘ 

Mr. Soromon. Yes, sir; that takes the same information which we 
have had on the previous chart and just brings it down to date. It 
also adds one other thing which is the level of margin reqwrements, 
which is just the rather straight-looking stair-step line you see there 
at the top of the chart. 

That takes up as I say what the other chart has, and brings it down 
to date and also puts under the microscope a little bit more informa- 
tion; this is, more for the current period. You will see there that in 
1946, when the stock market was still going up, stock market credit 
began to go down, and that was one instance where stock market 
credit not only did not follow the market, but actually went contrary 
to the market, actually tending to stabilize the market rather definitely 
at that point. 

You will notice that again was true in 1951, that the stock market 
was going up, but stock market credit was comparatively level, because 
of the margin requirements, which is reflected by looking above. You 
will notice in 1946 the margin requirements were raised up to 100 
percent. They dropped back down to 75 percent in 1947 and then 
to 50 percent in 1949. In 1951 they were raised back up to 75 percent 
again; and when they were raised back up again in 1951, the stock 
market credit leveled off and remained comparatively level with slight 
variations since then even though the stock market has been going up. 

Mr. Heiter. Then, the loan value as set by the brokers was 75 per- 
cent; is that correct ? 

Mr. Sotomon. Yes: that was the loan value. You mean back in 1934, 
sir? 

Mr. Heuer. Yes. 

Mr. Sotomon. That was the loan value. It is rather confusing and 
perhaps it might be worth a moment to explain the difference between 
the loan value and the margin requirements, because it tends to be 
confusing. 

The margin requirement is the amount that a person has to put up 
to buy stock. The loan value is what the bank lends. The two added 
together, of course, make 100 percent. 

Mr. Hetter. But the margin requirement is 75 percent / 

Mr. Sotomon. 75 percent today; yes, sir. 

Mr. Hetzer. Would you tell us how far the Federal Reserve Board 
exercises an independent judgment in these matters in the changing 
of the margin requirements? Could you explain that to us? 

Mr. Sotomon. Yes, sir. I would say that the Board exercises the 
most careful judgment it possibly can bring to bear on this. It gath- 
ers information from every source it can. The stock market itself is 
an important source of information; the level of prices; the level of 
trading; the level of credit in the stock market—and also the trend 
of each one of those. That is one group of factors. If any one of 
them is increasing rapidly or decreasing rapidly, that makes it more 
significant, of course, than if it is standing still. 

In addition to that, the System of course collects all kinds of eco- 
nomic information from all branches of the economy—production, 
prices, sales, credit—and it brings all those to bear on the decision of 
what to do about stock market margin requirements. 
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Mr. Hetuer. Are the policies of the Treasury taken into considera- 
tion ? 

Mr. Sotomon. They are to some extent. 

Mr. Hextier. Would you explain to this committee under what cir- 
cumstances the Board directs a change in margin requirements? 

Mr. Soromon. That is a question that is rather hard to generalize 
on, sir. 

If the situation is extremely active in the economy generally, that 
is, you have a great deal of inflationary pressure, prices tend to be 
rising, that is taken into account in looking at the stock market picture 
itself, and if the stock market picture itself also shows signs of infla- 
tionary indication, indicates that it might reflect inflationary trends, 
that would be a strong reason for considering tightening requirements. 

On the other hand, if the economy generally is not moving at a very 
fast pace ; you find that prices are slack ; you find a good deal of unem- 
ployment; you find that inflationary pressure is not great and also 
that the stock market is not very active—perhaps prices are low—and 
you do not find a great deal of credit in the stock market, that would 
be the sort of thing taken into account for reducing margin require- 
ments. 

I think one example of a reduction might be found in 1949, when 
things were in about that condition. You remember at that time 
that there was a lot of talk that there might be a recession impending, 
or something of the sort. When that situation began to appear, 
margin requirements were reduced from the level of 75 to 50 percent, 
and that probably contributed something to the improvement in gen- 
eral business conditions that followed. How ick, it is impossible 
to say with any certainty. 

Mr. Hetzer. I note on this last chart that there is an increase to 100 
percent. In fact, I see three increases, looking at the top of the chart, 
and I am referring to 1945-46. 

Mr. Sotomon. Yes. 

Mr. Hetier. To 1945, as I make it. 

Mr. Sotomon. Yes. 

Mr. Hetxier. 1945 to 1946. 

Mr. Soromon. Yes, those happened in 1945 and early 1946, sir. 

Mr. Hetier. Can you explain that? 

Mr. Sotomon. Yes, sir. Those changes were the result of the fact 
that the inflationary pressures which had been pretty strong in the 
economy generally during the war, but which had been held under 
pretty good restraint by all of the wartime controls and had not shown 
up very much in the stock market. You will note that stock prices, 
while they had been going up had not been extremely strong up until 
that time, and margin requirements, therefore, had not been raised 
from 1937 down to this point. You will notice that this line showin 
margin requirements is just a straight line going on back to the end o 
1940, the earliest year ihovwn on the chart. Beginning in 1945, there 


appeared to be more occasion to believe that inflationary pressures that 
were in the economy generally were showing up in the stock market. 
Trading began to increase; prices began to increase; credit began to 
increase. So a series of steps was taken to forestall any excessive 
use of credit in the market, and the first one started out with an in- 
crease from 40 percent up to 50 percent—rather mild. That was 
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February 4, 1945, and then on July 5, 1945, a little my measure 
was applied, and requirements were raised from 50 up to 75 and then 
on January 2, 1946, when as you will remember inflationary pressure 
was a very, very serious problem, one of the most serious that we had 
faced in the country up to that point, the margin requirements were 
raised right up to the limit of 100 percent. 

Mr. Hetier. To what extent did the raise in the margin require- 
ments reduce the stock prices, would you say ? 

Mr. Sotomon. That is a very difficult thing to answer directly, sir, 
and I do not think it was really the purpose of the increase in margin 
requirements to reduce the stock prices as such. 

Mr. Heuer. We understand that ; but what actually did happen / 

Mr. Sotomon. Well; what did happen—and this is not due entirely 
to the stock market credit, of course—what did happen was that the 
stock market index went from about 155 at the peak in 1946 down to 
about 120, toward the end of 1946. 

Mr. Heuer. Do you believe, Mr. Solomon, that a reduction in mar- 
gin requirements from 75 to 50 percent—an increase in loan value from 
25 to 50 percent—would greatly stimulate speculation in securities? 

Mr. Sotomon. A reduction of the marginal requirements from 75 
to 50 percent ? 

Mr. Hetuer. Yes. 

Mr. So.tomon. I take it that you mean at the present time the margin 
requirements, as of the present day, if they were changed. 

Mr. Heuer. Yes. 

Mr. Sotomon. That would depend upon circumstances and the way 
that the changes were made. 

There are some times in which you could change margin require- 
ments quite a bit in one direction or another and it would make very 
little difference, because there is just no interest in the stock market 
and people are just not interested in buying stocks. It might make a 
great deal of difference if there was a lot more activity. 

For example, in 1949, you had a situation approximately like that. 
The 75 percent margin requirements—25 percent loan value—were 
reduced down to 50 percent, which, of course, is 50 percent loan value, 
and you will notice that stock-market credits began to go up in 1949, 
and prices went up some too. 

Now, how much of that was due to credit and how much to the 
general pickup in business conditions, you cannot unscramble. 

Mr. GranaHaNn. Mr. Chairman—Mr. Solomon, does the Board feel 
that the inflationary pressure is as great today as it was in 1946? 

Mr. Soromon. That is a very difficult question to answer, sir, because 
the inflationary pressure takes many different forms. I do not think 
that the inflationary pressure in the stock market is as great; no, sir; I 
do not believe it is; but that is just my opinion and you might find 
others who would hold a different opinion. Inflationary pressures in 
other segments of the economy undoubtedly are as great and perhaps 
greater. 

Mr. Hetzer. Do you know whether brokers investigate the credit 
standing of customers before opening a margin account at the present 
time ¢ 

Mr. Sotomon. I could not speak for all brokers, because the pra:- 
tice probably varies from one to another; but I think most brokers 
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make some investigation of the credit standing of their customers. 
However, they certainly are not anywhere as much interested in th: 
credit standing as a bank would be, because they are more interestec 
in the collateral for the loan and in the commissions which they can 
get by handling the business for the customer than they are in the 
credit aspect of the transaction. A bank is interested mostly in the 
credit aspect, because banks are in the banking business. 

Mr. Hettrr. Is there a minimum deposit requirement for opening 
a margin account ¢ 

Mr. Soromon. I believe that is right: and I believe at present 
it is $500. I believe that is a stock-exhange rule.. That is not in 
regulation T. 

Mr. Hever. You have no supervision over that at all? 

Mr. Sotomon. No, sir; that is a stock-exchange rule, their own rule, 

Mr. Hetier. On page 2, Mr. Solomon, of your statement you make 
the statement : 

Before the establishment of the Federal Reserve System, the relationship 
between stock-market credit and banking in general was an unusually close and 
often critical one. 

Would you be able to demonstrate that statement statistically ? 

Mr. Sotomon. I doubt that I could produce statistics to demon- 
strate that, sir. I do not think that there are statistics on that par- 
ticular point. It was mostly a matter, I think, of the understanding 
of the bankers and the people in the stock market at that time. 

Mr. Hetter. In other words, an economic fiction; is that what you 
mean ¢ . 

Mr. Sotomon. Yes, sir; to some extent; and I think also that it was 
a fact that the bankers’ reserves which are now kept on deposit with 
the Federal Reserve banks as to most banks were actually kept in the 
form of call loans at that time. 

Now, statistically, I do not know how that could be demonstrated, 
but it was the practice at that time. 

Mr. Hetrer. On page 3 you make the following statement : 

In the 1920's stock-market loans made by banks and by nonbank lenders rose 
to new high levels. 

That is demonstrated by your chart; is that correct ? 

Mr. Sotomon. Yes, sir; that is the point where it reached about 
$81, billion. 

Mr. Heiter. What year was that? 

Mr. Sotomon. 1929. 

Mr. Heuer. 1929? 

Mr. Soromon. Yes, sir; about $814 billion. 

Mr. Heuer. Can you refer again to your chart and demonstrate 
this mounting volume of stock-market loans for a period of years! 

Mr. Sotomon. Yes, sir. That comes in very sharply there [indi- 
cating]. The rise was very substantial in both 1928 and 1929. The 
rise actually got under way about 1924, and in 1925 it went up con- 
siderably. In 1926 it was comparatively level. In 1927 it started 
back up again and then went up persistently until the peak, just before 
the crash in 1929, when it came up to $8, billion. 

That rise from 1924 was a rise from about a billion and a half dollars 
in 1924 up to about $814 billion in 1929. 

Mr. Hetier. That was practically discontinued after 1934: is that 
correct ¢ 








STUDY OF SECURITIES AND EXCHANGE COMMISSION S75 


Mr. Sotomon. That is correct, sir. 

Mr. Heuer. In your opinion, the Federal Reserve System certainly 
occupies a substantial position in this problem of requirement of 
credits; is that correct ? 

Mr. Sotomon. I suppose that my views would be a little prejudiced 
on that. I do not want to overemphasize it. It is only one aspect 
of the market, but it is a significant aspect. 

Mr. Hetter. Is there anything else you care to tell the committee / 

Mr. Soromon. No, sir; I believe that is about all I have to say, 
sir, unless you have some further questions. 

Mr. Heiier. Would you be good enough to explain the relation- 
ship between the Board and the Securities and Exchange Commis- 
sion? How you cooperate and integrate your work ¢ 

Mr. Sotomon. The relationship between the Securities and Ex- 
change Commission and the Federal Reserve Board are very close and 
very cordial. They are extremely informal. They have been found 
to work best that way. We are in constant touch with each other by 
telephone and get together frequently, if we have specific questions 
that come up. If we are considering an amendment to regulation T 
regarding the stockbrokers, we would almost always get in touch with 
the SEC people, informally discuss it with them and if they have 
any suggestions on it, take those suggestions into account. They get 
in touch with us from time to time about propositions that they have, 
and they keep us posted on current statistical information which they 
have. We keep them posted on statistical information which we have, 
and from time to time we will make special studies for them or they 
will make special studies for us. There is a very close working re- 
lationship between the two agencies. 

Mr. Hetier. Do you keep in close touch, in the same manner, with 
the National Advisory Council / 

Mr. Sotomon. The Board keeps in touch with a number of groups, 
including the Federal Advisory Council established by the Federal 
Reserve Act, and the National Advisory Council on international and 
financial problems established by the Bretton Woods Agreements Act. 

There is a very close relationship with the NAC in some ways, I 
might say, perhaps closer than even with the SEC because the chair 
man of our board is a member of the NAC, the National Advisory 
Council, and that is a continuing formal organization and they have 
a great many continuing problems that come before them. The work 
there is more voluminous, there is more of it, and more occasion for 
contact even than with the Securities and Exchange Commission. 

Mr. Hetzer. I think that that is all. The committee certainly is 
grateful to you for the very fine presentation you have made and 
for giving us the benefit of your technical knowledge on this very 
complicated and very difficult subject. We appreciate your being 
with us. 

Mr. Sotomon. Thank you, sir. It has been a privilege to appear 
before you. 

Mr. Hevier. Thank you very much. 

The subcommittee will stand adjourned to meet at the call of the 
Chair. 

(Thereupon, at 3 p. m., the subcommittee adjourned to meet at the 
call of the Chair.) 
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MONDAY, MARCH 24, 1952 


House or REPRESENTATIVES, 
SUBCOMMITTEE OF THE COMMITTEE ON 
INTERSTATE AND ForeigN CoMMERCE, 
New York, N. Y. 

The subcommittee met at 10 a. m., pursuant to call, at 70 Columbus 
Avenue, New York, N. Y., Hon. Louis B. Heller (chairman of the 
subcommittee) presiding. 

Mr. Heuxer. The subcommittee will please be in order. 

This being the second open session of the subcommittee, I should 
like to make a short statement. 

I would like to point out that pursuant to rule XI of the House, 
entitled “Powers and Duties of Committees,” the Committee on 
Interstate and Foreign Commerce, among its diversified powers 
and duties, has jurisdiction over “Securities and Exchanges,” and 
that in conformity with the intent of section 136 of the Legis- 
lative Reorganization Act of 1946, it is the duty of the Interstate 
and Foreign Commerce Committee to exercise “continuous watchful- 
ness of the execution by the administrative agencies concerned of any 
laws, the subject matter of which is within the jurisdiction of such 
committee; and, for that purpose, shall study all pertinent reports and 
data submitted to the Congress by the agencies in the executive branch 
of the Government,” 

In reviewing the Commission’s activities of the past 16 or 17 years, 
we aim to do so in a constructive and dignified manner; to give due 
credit and recognition to the Commission’s achievements, and to point 
out any deficiencies and weak spots wherever these may occur, so that 
proper steps may be taken to correct them. In these examinations, 
we have striven to eliminate anything which would be presented 
merely for headline purposes. Slander and character assassination 
have been ruled out of order. We will not smear, but we will not 
whitewash. At all times it shall be the aim of the subcommittee, as 
it has been, to extend to those involved and those who wanted to be 
heard, the privilege and the opportunity to present their views. We 
have tried to avoid the cluttering up of the record with irrelevant 
testimony and baseless defamatory remarks. We have striven to keep 
the evidence within reasonable bounds of relevancy. 

I think I might also be permitted at this time to point out that since 
the organization of this subcommittee on August 24, 1951, it has met 
37 times in executive session and has held one public hearing for a 
total of a 5 lip mons 84 hours; has called approximately 27 wit- 
nesses, a 1as taken some 2,000 pages of testimony. 
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Thus far, we have heard from all of the Commissioners of the Secu 
rities and Exchange Commission, all of the Commission’s division 
heads, the administrators of two SEC regional offices, and the presi- 
dent of the New York Curb Exchange. We have had a pretty thor- 
ough discussion with and testimony from these gentlemen with respect 
to the powers, duties, and functions of the Commission under the 

several statutes which it administers. We have been appraised of 
some problems which the Commission faces, both by the Commission 
members themselves and by the public. 

The subcommittee has also begun an inquiry into the handling of 
specific cases under these acts. ‘We also wish to state that we con 
template a number of additional hearings with respect to problems 
such as have been or may be presented in connection with the following 
subjects: (1) National Association of Securities Dealers, Inc.; (2 
private placements: (3) competitive bidding; (4) sale of fraudulent 
Canadian securities in the United States. 

We hope also to have hearings to obtain suggestions from banking 
institutions, just as we expect today to get some suggestions from the 
stock exchange. We had the curb exchange last week, and we want to 
hear the insurance companies or any other persons who have genuine 
suggestions to offer for amending the statutes administered by the 
SEC. 

For today’s hearings, we are pleased to have as witnesses Mr. G. 
Keith Funston, president of the New York Stock Exchange; Mr. 
Richard M. Crooks, chairman of the board of governors of the ex- 
change; Mr. John A. Coleman, a governor of the exchange and chair 
man from 1943 to 1947; and Mr. Edward C. Gray, executive vice presi- 
dent of the exchange. 

Less than a year ago, Mr. Funston quit as president of Trinity Col 
lege, and as a financial writer put it at that time, he left the college 
cloister for the Wall Street canyon. Prior to that time he had 
proven that he was not an impractical visionary, since under his 7-year 
rule, I am told, the resources of the college rose from $8,000,000 to 
$13,000,000, and enrollments were up 80 percent. 

I understand he was also director of seven or eight leading corpo- 

rations, and I am sure that he will have some impressive information 
to give this subcommittee. 

As I stated, we also expect to hear from Mr. Richard M. Crooks. 
chairman of the board of governors; Mr. John A. Coleman, a governor 
of the exchange and chairman from 1948 to 1947, and Mr. Edward C. 
Gray, who is executive vice president of the exchange. 

I am sure that these gentlemen have acquired over the years a vast 
knowledge and understanding of the workings of the stock exchange 
and are, of course, familiar with the administrative duties and powers 
of the SEC. 

I see that all of you gentlemen are gathered around the table and 

rather than call you eac h individually, it may be a good idea for you 
to remain where you are and we will direct questions to all of you 
gentlemen. We are seeking information which will be of use to this 
committee when it finally sits down and writes its report. We want 
to get the best information from those who have the knowledge. This 
knowledge, I am confident, you have gathered through many years of 
experience. 
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Mr. Funston, since you have a prepared statement, I think it might 
be well at this point that you read your statement to the committee. 
I believe that you have furnished the press with copies. 


STATEMENTS OF G. KEITH FUNSTON, PRESIDENT; RICHARD M. 
CROOKS, CHAIRMAN OF THE BOARD OF GOVERNORS; JOHN A. 
COLEMAN, GOVERNOR; AND EDWARD C. GRAY, EXECUTIVE VICE 
PRESIDENT, NEW YORK STOCK EXCHANGE, NEW YORK, N. Y. 


Mr. Funsron. Mr. Chairman, gentlemen of the committee, my 
name is G. Keith Funston. I live in Greenwich, Conn. I am presi- 
dent of the New York Stock Exchange. The operations of the ex- 
change are of immediate interest to many millions of people, and the 
opportunity for me to discuss with you the effect of Federal legislation 
on the operations of the exchange is a stimulating and welcome occa- 
sion. I hope that I can contribute something of significance. 

May I introduce to you my associates. Mr. Richard M. Crooks, 
chairman of the board of governors of the exchange, Mr. John A. 
Coleman, a governor of the exchange and chairman from 1943 to 1947, 
and Mr. Edward C. Gray, executive vice president. Each of these 
gentlemen has devoted all his business career to the securities business. 
Their combined experience in the business adds up to more than 93 
years. I think I should point out—somewhat hastily—that individu- 
ally they’re still young men. 

There is no doubt in my mind—and I trust there is none in yours— 
that the New York Stock Exchange is indispensable to the national 
economy. Anything we can do to improve the climate in which the 
exchange functions is important to the entire Nation. 

Listed on the New York Stock Exchange are approximately 2,500 
issues of stocks and bonds, representing the ownership and debt of 
almost all the leading corporations in this country. The market value 
placed upon these securities by the investing public amounts to nearly 
$208 billion. There is hardly a family in the United States which does 
not have an interest, directly or indirectly, in the securities for which 
the New York Stock Exchange provides a free and open market. 

One of the prime requirements for an investment security is mar- 
ketability. The need for marketability for securities was the reason 
why the exchange was founded 160 years ago. It was organized to 
provide a market place where investors of that day could freely buy 
and sell stock issued by the Government to refund the cost of the 
Revolutionary War. 

The need for marketability for securities is-just as great today. It 
is axiomatic that the willingness to risk has a direct relationshp to 
the ablity to limit loss, on the one hand, and to realize profit, on the 
other. The marketability provided by a securities market such as 
ours is essential to facilitate the flow of capital into business enter- 
prises. 

Our capital markets have a highly important part to_perform in 
our free and enterprising business system. The New York Stock 
Exchange can best perform its part in two ways: First, as an efficiently 
operated market tad second, constantly to improve the investment 
mechanism which it provides. 
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Under its own rules and regulations and those of the Federal Gov- 
ernment, I think it is fair to say that the New York Stock Exchange 
today provides a more efficiently operated market place than ever 
before in its history. This does not, of course, imply that the present 
machinery cannot be perfected further. I feel strongly that it can 
be improved. The responsibility for achieving this » ective is one 
common to the exchange itself, the Congress, and the Securities and 
Exchange Commission. 

For our part, we must continue to provide a market in which in- 
vestors have confidence and where they can buy or sell securities most 
advantageously—not only in good times, but in times of stress. 

The SEC, for its part, must see to it that the law which it admin- 
isters is applied capably and with the least possible interference with 
the free functioning of the law of supply and demand. 

The SEC must continue to realize that an industry which is alert 
to its responsibilities and aware of its obligations to the general wel- 
fare is by far the strongest ally which the Commission can have in 
meeting its own responsibilities. 

And may I express the hope that appropriate committees of Con- 
gress will reexamine periodically in the future, as objectively and 
carefully as this subcommittee of the Committee on Interstate and 
Foreign Commerce is doing, the effect of Federal legislation on the 
securities markets. 

Does the New York Stock Exchange operate in the public interest ? 
Does it adequately safeguard and protect the interests of those who 
depend on its proper sate thecoct Those are questions in which 
I know you are intensely interested. 

There is probably no business in the world which is regulated more 
strictly than the New York Stock Exchange. This regulation, by 
itself and by the SEC, extends to the very roots of the exchange. 
It applies with equal stringency to members and member firms of the 
exchange, to all partners and to employees of member firms. 

Far from resenting the strict rules which guide it, the exchange 
prefers to operate in a goldfish bowl. This ie has its advantages. 
We know that the more people see and understand the practices and 
standards of the stock exchange, the more they will realize that it is 
a vital part of their everyday lives and merits their confidence ac- 
pei 

As you know, the exchange itself neither buys nor sells shares, nor 
does it in any way establish prices. The exchange is a nonprofit 
organization, an association of brokers who have qualified for mem- 
bership. The income which it must have to operate does not increase 
when share prices rise, nor decline when prices decline. The interest 
of the exchange in prices of securities bought and sold on this market 
place is to do everything within its power to see that prices are arrived 
at fairly, openly, and honestly through the medium of a free, two-way 
auction procedure, and to publish those prices promptly for all to see. 
The public could demand no greater protection; the exchange would 
countenance nothing less. 

To safeguard the interests of the investing public—and I would be 
less than candid if I did not mention also our own interest—the New 
York Stock Exchange prescribes rigid capital minima which its 
member firms must meet to carry public accounts. In addition, such 
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firms must answer at least three searching financial questionnaires 
every year, one based on a surprise audit by independent public ac- 
countants. Exchange examiners visit member firms and spot-check 
their books and records for observance of exchange, Federal and State 
regulations. Weekly reports must be made of the commitments and 
positions of member firms resulting from underwritings. Borrowings 
or loans by firms or their individual partners must be disclosed. 

These are only a few of the financial standards established by the 
stock exchange. The rewards of this self-supervision are evidenced 
by the fact that exchange member firms have a solvency record which 
er even that of the Nation’s banks. In the past half century, this 
solvency record has averaged 99.77 percent, as against a figure of 98.49 
percent for all State and National banks. For the past 14 years, the 
exchange member firms’ solvency record has been a perfect 100 percent. 

The 33-man board of governors of the New York Stock Exchange, 
of which I am one, exercises complete control over the admission of 
members to the exchange and of partners to member firms. The board 
- fine, suspend or expel a member or a general partner of a member 

rm. 

I would be the last to deny that 20 years or more ago there were 
tbuses in the securities markets. Fortunately for everyone those days 
have gone, and no thinking person would have them return. Any- 
one trying today to turn the clock back would not last long. 

Although the New York Stock Exchange is not in itself a source 
of new equity capital—of risk funds essential to developing new 
industries and enlarging productivity—the flow of new capital soon 
would halt without it. If there were no stock exchange—no na- 
tional market place where people could turn their investments into 
cash at will—investors would soon find financing any new ventures, 
no matter how promising, increasingly difficult. 

Even though the investment banking industry has built up an 
efficient mechanism for the sale of securities, that mechanism alone 
is insufficient to carry out the task of distribution completely. 

As a general rule, when the primary distribution of a new issue 
of securities has been completed, the number of investors in that 
company is comparatively small. These are the investors who are 
willing to put their savings into new enterprises which have not yet 
developed a widespread public appeal. As new securities become 
seasoned, however, they may quality for listing on the New York 
Stock Exchange. That step makes the securities more attractive 
to more people and enables the holders of those securities, if they wish 
to do so, to liquidate their investment in a national market place and 
to put the proceeds into another new enterprise. 

istory and common sense teach us that an active market—one 
in which the average daily turn-over has some reasoneble relation- 
ship to the number of shares listed and to the general business trend— 
is a healthy market. The more bids there are to buy and the more 
offers there are to sell in this Nation’s market place, the more certain 
it is that all buyers and all sellers will be assured of its maximum 
benefits; the more certain it is that the prices recorded on the stock 
tickers and in the newspapers will reflect the best possible composite 
opinions of investors all over the country. 

Yet the volume of trading on the New York Stock Exchange has 
not seemed to reflect the public participation that is desirable. Thus 
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far in 1952 the average daily trading volume has run around 1,400,000 
shares. This small turn-over is all the more startling when related to 
the fact that there are now more than 2.600,000,000 shares available 
for trading in 1,076 companies as contrasted with half that number 
of shares in 825 companies 15 years ago. 

I know that I need not stress here the great growth in population, 
income, and distribution of wealth that has occurred in that period. 

I think it fair to say—and I am sure you will all agree with me— 
that no artificial barriers to an essential business activity—and the 
stock market is a legitimate, necessary, and vital business—are justi- 
fiable, either by Federal law or any governmental agency. 

At the beginning of the current year, collateral borrowings by 
member firms of the New York Stock Exchange amounted to only 
three-quarters of 1 percent of the market value then of listed shares. 
This type of borrowing represents loans to finance the purchase of 
securities on margin. 

On February 1, 1926, when compilation of these data was begun, 
total collateral borrowings amounted then to 10 percent of the market 
value of listed shares. 

There were some 500,000,000 shares listed on the stock exchange on 
February 1, 1926; today there are more than 2,600,000,000 shares 
listed. I think these figures establish beyond doubt that business on 
the stock exchange today is largely on a cash basis. 

Perhaps high margin requirements constitute one reason why more 
investors are not using the facilities of the New York Stock Exchange. 
The Federal Reserve Board controls the amount of credit which may 
be used for purchase of securities, and its current ruling requires a 
payment of 75 percent of the price of a security listed on a national 
securities exchange. This requirement is discriminatingly severe 
when compared with the credit terms imposed by the Board on the 
purchase of other forms of property. 

I cannot review the impact of Federal legislation on the exchange 
market without emphasizing vigorously the necessity of shortening 
the holding period for capital gains which the Government now pre- 
scribes. The present holding period—6 months—cannot be ignored 
in any constructive discussion of the vital importance of liquidity to a 
securities market. The law presently penalizes the exercises of normal 
judgment, and makes time—rather than value—the main basis for 
making investment decisions. A 3 months’ holding period would 
permit capital more freedom, a freedom which capital must have in a 
free-enterprise system if it is to achieve maximum productivity. 

It is reassuring to the securities industry to know that this subeom- 
mittee and other Members of Congress share its concern over the pro- 
posal by a Government agency which is not in accordance with one of 
the fundamental principles of our constitutional form of government, 
that the Congress—and the Congress alone—has the power to tax. 

My reference is, of course, to the proposal by the Securities and 
Exchange Commission to levy a compulsory registration fee on brok- 
ers and dealers in securities. As you know, the Securities Exchange 
Act of 1934 requires brokers and dealers to register “in the national 
public interest”—not in their own interest. The obvious effect of the 
SEC proposal would be to compel brokers and dealers to pay a fee— 
and a substantial one—which is not measured by a benefit received. 
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With your indulgence, I would now like to tell you briefly why the 
New York Stock Exchange, in cooperation with industry generally, is 
presently engaged in a long-range educational program to encourage 
more and more Americans who are equipped to do so to share in the 
ownership of our leading business enterprises. 

We are convinced that a nation of small share owners is the surest 
way to strengthen and perpetuate our capitalistic business system, the 
strongest antidote to the doctrines of communism and socialism. 
When people have a direct stake in our industry they will fight to pre- 
serve the system that makes such ownership possible. And we are 
convinced that, as knowledge of the benefits of capitalism spreads 
among all the people, that knowledge will have a salutary effect on 
Government decisions affecting our business system. 

The New York Stock Exchange can best serve the best interests of 
the Nation and its citizens if it is permitted to offer investors the 
broadest possible market, unhampered by needlessly restrictive regula- 
tions. 

I believe in America. I believe in her business enterprises. I 
believe that sound investment in sound common stocks in the hope 
of income and eventual appreciation as the best-managed enterprises 
grow with the country should be fostered and encouraged. 

Before discussing the changes in the Securities Acts which relate 
directly to exchange markets, there are two other matters I wish to 
mention briefly. ile our primary interest is the market on the 
New York Stock Exchange, we have a real interest in both of the 
Securities Acts administered by the Securities and Exchange Com- 
mission insofar as they affect financing of American and foreign in- 
dustry because both acts, directly or indirectly, affect our exchange 
markets. 

First, to meet the demands of our expanding economy and to 
provide jobs, American industry must have access to new and more 
capital. Based on the average of the past few years, it has been 
estimated that the available labor force will increase between 500,000 
and 700,000 persons annually and, for each person employed, an 
average capital investment of $11,000—for plant, equipment, tools 
and machinery—is required. Everything that can be done should 
be done to facilitate the flow to industry of this essential capital. 
We believe amendment of the Securities Act of 1933 to permit 
the making of written offers of a security by means of a simple 
summary prospectus would be definitely helpful. The use of this 
prospectus should be permitted in the offering of securities both 
before and after the registration statement becomes effective, although 
no sale as distinguished from an offer, should be permitted until the 
registration statement is effective. 

Ve have met frequently with representatives of the Investment 
Bankers Association of America and the National Association of 
Securities Dealers, Inc., the two organizations which are concerned 
principally with the underwriting and primary distribution of 
securities. Together with their representatives we have had several 
discussions with the staff of the Securities and Exchange Commission, 
and have joined with the IBA and the NASD in recommending to the 
Commission amendments to section 5 of the 1933 act. We understand 
that when representatives of the IBA and the NASD appear before 
you they will discuss these matters at length. 
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Second, an important policy of the United States is to encourage 
private investment in overseas areas by citizens of the United States. 
The point 4 program and the guaranty provisions of the Economic 
Corporation Act are examples of the importance which Congress 
and the administration attach to this policy. Discouragingly, however, 
very little in the way of action or serious research has been started 
to implement the policy. 

The present, in our best judgment, is an appropriate time for the 
Congress, in conjunction with the Securities and Exchange 
Commission and the securities industry, to make a thorough and 
objective search into the factors which would encourage foreign 
concerns to obtain funds in the American capital markets. Such 
study might well disclose methods to facilitate private overseas 
investment through the medium of the capital markets, without 
abandoning the safeguards of essential disclosure in the interests 
of the investor. 

One possible solution might be to enter into “securities treaties” 
with selected friendly countries to exempt securities of their industries 
from our Securities Act, provided such securities are registered under 
the securities laws of their own country and that those laws reasonably 
conform to ours. 

Let us now turn to our specific proposals for amendments to the 
Securities Acts. These fall into these general categories : 

I. Those affecting the registration of securities and the prospectus 
requirements of the 1933 act. 

II. Those directly affecting the operation of our exchange and mem- 
ber firms. 


III. Technical amendments. 


I. PROPOSED AMENDMENTS AFFECTING THE REGISTRATION OF SECURITIES 
AND THE PROSPECTUS REQUIREMENTS OF THE 1933 ACT 


1. The Securities Act of 1933 should be amended to exempt from 
registration under the Securities Act of 1933 all securities which have 
been registered under the Securities Exchange Act of 1934 and ad- 
mitted to dealings for more than 3 years on a registered national securi- 
ties exchange and exempt additional issues of such securities. 

This proposal would exempt from the registration requirements of 
the Securities Act of 1933, securities registered under the Securities 
Exchange Act of 1934, and admitted to dealings on a registered na- 
tional securities exchange for more than 3 years, and would permit 
the issuer to offer additional amounts of such securities without regis- 
tration under the Securities Act of 1933. 

One of the stated purposes of the 1933 act is to provide full and fair 
disclosure of the character of the securities sold through interstate 
commerce and through the mails. When this act was passed there was 
no Federal law compelling the disclosure of essential facts concerning 
securities traded on our national securities exchanges. The question 
of disclosure was left to the several exchanges. While the New York 
Stock Exchange had for many years prior to the passage of the Securi- 
ties Act of 1933, been a leader in requiring companies whose securities 
were listed on the exchange to make public more and more information 
about the companies and their operations, the requirements of some of 
the other exchanges were much less exacting. 
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Since the passage of the Securities Exchange Act of 1934, a security 
cannot be listed on a national securities exchange unless the security is 
registered with the Securities and Exchange Commission under the 
1934 act. Section 12 (b) (1') of the act requires the public filing of the 
following information by the issuer of the securities : 

(A) The organization, financial structure, and nature of the business; 

(B) The terms, position, rights, and privileges of the different classes of se- 
curities outstanding; 

(C) The terms on which their securities are to be, and during the preceding 3 
years have been, offered to the public or otherwise ; 

(D) The directors, officers, and underwriters, and each security holder of 
record holding more than 10 percent of any class of any equity security of the 
issuer (other than an exempted security), their remuneration and their inter- 
ests in the securities of, and their material contracts with, the issuer and any 
person directly or indirectly coutrolling or controlled by, or under direct or 
indirect common control with, the issuer ; 

(E) Remuneration to others than directors and officers exceeding $20,000 per 
annum ; 

(F) Bonus and profit-sharing arrangements ; 

(Gy Management and service contracts; 

(H) Options existing or to be created in respect of their securities ; 

(1) Balance sheets for not more than the three preceding fiscal years, certified 
if required by the rules and regulations of the Commission by independent public 
accountants ; 

(J) Profit and loss statements for not more than the three preceding fiscal 
years, certified if required by the rules and regulations of the Commission by 
independent public accountants; and 

(K) Any further financial statements which the Commission may deem neces- 
sary or appropriate for the protection of investors. 


Section 12 (b) (2) of the 1934 act requires the filing of— 


such copies of articles of incorporation, bylaws, trust indentures, or correspond- 
ing documents by whatever name known, underwriting arrangements, and other 
similar documents of, and voting trust agreements with respect to, the issuer 
and any person directly or indirectly controlling or controlled by, or under direct 
or indirect common control with, the issuer as the Commission may require as 
necessary Or appropriate for the proper protection of investors and to insure 
fair dealing in the security. 

Section 13 of the 1934 act, and the rules and regulations of the Com- 
mission issued thereunder, require companies having securities listed 
on the exchange to file annual and interim financial reports and other 
interim reports necessary to keep the information contained in the 
registration statement up to date. The purpose of the disclosure 
requirements of the 1933 act is to make available information from 
which a prospective investor can reach an intelligent decision as to 
whether or not to purchase the security at the price at which it is 
offered. Prices of securities traded on an exchange are widely pub- 
licized and reflect the opinion of buyers and sellers throughout the 
country. It seems to us that »rices so established in an auction market 
on the basis of information filed and kept current under the 1934 act 
are far more helpful to the public investor than is his own opinion of 
value based on his analysis of the information contained in a 1933 act 
prospectus. Full information concerning the additional issue will be 
filed with the Securities and Exchange Commission in the application 
for registration of these shares under the 1934 act and this information 
is available to the public. The present costly—both to the issuer and 
the Government—duplication of registration on additional issues of 
listed securities is unnecessary. The penalties of sections 12 (2) and 
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17 of the Securities Act will be applicable to any sales literature used 
in connection with the distribution of the additional shares. 

This proposed amendment would, we believe, greatly facilitate the 
raising of capital by established companies by reducing costly delays 
and duplication, and would not lessen essential protection to the 
public. : 

2. Amend section 4 (2) of the Securities Act of 1933 to make clear 
that the brokerage exemption is available to the broker executing an 
unsolicited order for the purchase or sale of securities, even though 
the securities involved in the transaction may be in the process of 
distribution. 

The Securities Act of 1933, in section 4 (2), exempts from the 
registration and prospectus requirements of that act “brokers’ trans- 
actions, executed upon customers’ orders on any exchange or in the 
open or counter market but not the solicitation of such ont.” From 
the time the act became effective in 1933, until August 21, 1946, the 
Commission had been consistent in its position that section 4 (2) ex- 
empted all transactions by brokers for controlling stockholders where 
the orders were unsolicited. On August 21, 1946, the Commission 
handed down its decision in the matter of Ira Haupt & Co. The 
Commission there stated that the exemption was not available to a 
broker if he were executing an unsolicited sell order for a person who 
was in a “control” relationship with the issuer if the seller was dis- 
posing of enough securities to constitute a “distribution.” The effect 
of this decision was to repeal a large and important portion of the 
brokers’ exemption. 

Under the 1933 act the controlling stockholder is free publicly to 
offer and sell unlimited amounts of the stock of the company he con- 
trols to an unlimited number of people. However, according to the 
Haupt decision if he offers these shares through a broker, the broker 
violates the law. 

Prior to the decision in the Haupt case, brokers knew what they 
could and what they could not do under the brokers’ exemption. That 
decision completely upset long established precedents and procedures. 
It has caused great confusion as to the availability of the brokers’ 
exemption. Not only are there ne tests for determining when a “con- 
trol” relationship with an issuer exists but there are no tests as to 
when a sale of securities constitutes a “distribution.” 

A broker who is paid but a small commission for executing a sell 
order should not be required to conduct an independent investigation 
and at his peril decide whether the seller for whom he is acting is in 
a “control” relationship with the issuer and whether the seller is en- 
gaging in a “distribution.” 

The report of the House Committee on Interstate and Foreign 
Commerce makes clear that the brokers’ exemption is available 
whether or not the securities were in the process of distribution by a 
person in a “control” relationship with the issuer. We believe that 
this section should be amended so that it clearly states what we believe 
Congress intended. 

3. Add a new subsection to section 4 (b) of the Securities Act of 
1933, which would exempt from the prospectus requirements of sec- 
tion 5 sales of securities registered under the 1934 act when the sale 
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is made on an agency basis and the agent’s compensation is disclosed 
to and paid by the buyer. 

The Securities Act of 1933 has been interpreted to mean that a broker 
“sells” a security to his customer if he solicits a buy order from the 
customer. If the solicitation is in writing, during the year after the 
offering, the writing must be accompanied by a prospectus, and if the 
customer buys the security on an oral solicitation, the broker is re- 
quired to send a prospectus to the customer along with the confirma- 
tion. It is a practical impossibility to have in every brokerage office 
copies of prospectuses of all issues registered under the 1933 act which 
have been offered within a year, and yet, under the present interpreta- 
tion of the 1933 act, a broker violates that act unless he sends a 
prospectus with the confirmation of each solicited order on any security 
registered under the 1933 act and publicly offered within the preceding 
12 months. This problem is particularly serious where a company 
issues additional dines of a security. A broker who solicits a buy 
order from a customer has no way of knowing whether he will receive 
from the seller one of the new shares which has been offered within the 
year, or whether he will get one of the old shares which has been 
outstanding for many years. Accordingly, in order to be safe he has 
to send a prospectus with the confirmation of every solicited order. 

Some time ago a study was made as to the number of shares listed 
on the exchange as to which prospectus requirements were in effect. 
On December 31, 1946, there were 171,528,000 shares and $1,381,000,000 
principal amount of bonds listed on the exchange which were subject 
to the prospectus requirements. j 

This proposal would apply to all brokerage transactions in securities 
registered under the 1934 act where the commission was disclosed to 
and paid by the buyer. 


11. PROPOSED AMENDMENTS DIRECTLY AFFECTING THE OPERATION OF OUR 
EXCHANGE AND MEMBER FIRMS 


4. Amend section 11 (d) of the Securities Exchange Act of 1934 so 
that the extension of credit by a broker-dealer to a customer on a new 
issue of securities is prohibited only if he sold the securities to the 
customer or purchased the securities for the customer on a solicited 
order. The prohibition would apply only while the broker-dealer 
was engaged in the distribution of the securities and for 4 days there- 
efter. 

Under the present provisions of section 11 (d) (1) a broker-dealer 
is prohibited from extending credit to a customer on a security which 
was a part of a new issue in the distribution of which the broker-dealer 
participated as a member of a selling syndicate or group within 6 
months prior to the transaction. 

Under the proposed amendment the prohibition would only apply to 
securities which the broker-dealer sold to the customer and 4 days after 
« broker-dealer has completed his portion of a distribution and ter- 
minated his participation in a selling syndicate or group or in a 
stabilizing account in connection with a distribution, he may extend 
credit on the securities which were subject to the prohibition. 

We believe that the proposal to reduce the 6-month prohibition 
against the extension of rredit on any particular issue to a prohibition 
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which runs only so long as the distribution is still in process, although 
removing certain unnecessary hardships, will, nevertheless, preserve 
the effectiveness of the statute. 

5. Amend section 12 (d) to reduce the waiting period on additional 
issues of listed securities from 30 to 10 days and to permit the registra- 
tion of unissued securities which are to be issued in connection with 
“rights,” offerings, reorganizations, mergers, and so forth, and re- 
fundings of listed securities or where the purpose is to provide an 
exchange market for securities to be issued or sold in connection with 
reorganization under the Public Utility Act or the Railroad Reorgan- 
ization Act. 

The law presently requires a 30-day waiting period between the 
receipt by the Commission of the certification of the exchange and the 
date the registration becomes effective. It is proposed to continue 
the 30-day period for new issues of securities, but to reduce the waiting 
period to 10 days for additional amounts of an already listed security. 
While the Commission has almost universally granted acceleration 
in the case of additional amounts, the issuers and the underwriters 
cannot be absolutely certain that acceleration will be granted and. 
accordingly, their time schedules on offerings of additional securities 
are troublesome. 

The proposed amendment would also permit when-issued trading 
of securities of listed companies on an exchange at the same time when- 
issued trading is permissible in the over-the-counter markets. If 
there is when-issued trading in securities of listed companies, the 

ublic is better protected by having that trading on an exchange 
sare the public has full information as to the price at which the 
securities are sold when issued. 

The proposed revision would also clarify the Commission’s rule- 
making power with respect to when-issued trading in securities au- 
thorized i a plan of reorganization, recapitalization, merger, or con- 


solidation, or where there is a proposed refunding operation, or where: 


a plan under the Public peasy olding Company Act or the Bank- 
ruptey Act had been approved by the SEC or the ICC. 


III. PROPOSED TECHNICAL AMENDMENTS 


6. Amend the definition of “sale” to exclude a bona fide loan of a 
security. 

The definition of “sale” in both acts is very broad. As a result, con- 
siderable reluctance has been found on the part of owners of securities 
to lend their securities for use in the exchange markets, due to a fear 
that the loan might be construed as a sale by the lender. This fear 
primarily rests on two bases: (1) That if the lender should be con- 
strued as being “in control” and the loan as being a sale made in con- 
nection with a distribution by him of his securities, registration would 
be required under the 1933 act, and (2) if the lender is an officer, di- 
rector, or 10 percent stockholder of the issuer and the loan should be 
construed as a sale, the lender, therefore, becomes subject to the pro- 
visions of section 16 of the 1934 act, requiring reports of his pur- 
chases and sales and also to the possibility of liability under paragraph 
(b) of that section for any profits which he might realize if he had 
held the security for less than 6 months at the time of making the loan. 

It is obvious that, in connection with listed securities, loans of secu- 
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rities are essential for the maintenance of an orderly market. 
The necessity for such loans arises in the great majority of cases 
in connection with sales by out-of-town customers whose secu- 
rities are not received by the time the selling broker is required to 
deliver, with sales by a trust or estate where time is required to have 
the security transferred so that it will be in good delivery form, and in 
a minority of cases in connection with short sales. Particularly where 
the floating supply of a given security may be somewhat limited, it is 
important that holders of securities will be willing to loan their 
holdings for such purposes without being restrained from so doing by 
the fears indicated above. 

While,in June 1940 the Commission informally ruled that loans of 
securities might properly be effected without registration of the 
security under the 1933 act and that such loans do not require reports 
by the lender under section 16 (a) of the 1934 act, it has been found 
that potential lenders still hesitate to rely on this informal ruling and 
indicate continued reluctance to make loans. It is, therefore, urged 
that the definition of a sale under both acts be changed, so as to make 
it clear that a loan of securities cannot be construed as a sale. 

7. Amend section 19 (b) to require the Commission to proceed by 
an “order” if the Commission changes an exchange rule. 

Under the present statute, the SEC could proceed either by an 
“order” or by “rules or regulations” to change exchange rules. Under 
section 25 (a) of the act any party to a proceeding aggrieved by an 
“order” of the Commission may appeal to the courts; it is not clear 
that an exchange could appeal from a “rule or regulation.” 

It is important that it be made clear that courts may review the 
action of the Commission in writing rules of the exchange with respect 
to the fundamental matters set forth in section 19 (b). 

Mr. Chairman, that concludes my statement. 

Mr. Heuer. Mr. Funston, before we begin addressing questions to 
you in connection with your statement, I should like to make the 
statement that I had hoped that Mr. Robert Crosser, of Ohio, the 
distinguished chairman of the House Committee on Interstate and 
Foreign Commerce, would be here with us this morning. I have just 
been informed that his official duties in Washington prevent his 
attendance, and I have a statement from him to the subcommittee that 
I would like to read at this time. He says: 

I had hoped to be able to accept the kind invitation of Mr. G. Keith Funston, 
president of the New York Stock Exchange, to visit the exchange and see the 
operation of floor trading, and I had hoped to attend the subecommittee’s meeting 
this morning. I regret that the great pressure of committee work in Washing- 
ton made it impossible for me to do so. I have observed the work of this sub- 
committee very carefully and am delighted to know that, in harmony with my 
own views on this matter, the subcommittee has been conducting a dignified 
inquiry to ascertain whether or not there have been manifested any weaknesses 
in the various statutes administered by the Securities and Exchange Commis- 
sion requiring legislative change. I want to compliment the members of the 
—eree for the fair and impartial manner in which they have done their 
ob. 

Mr. Funston, on page 5 of your statement you state that the ex- 
change prescribes rigid capital minima and that the member firms 
must answer three financial questionnaires every year. 

Would you be good enough to tell this subcommittee what these 
capital requirements are? 
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Mr. Funsron. Yes, sir. With respect to a member firm which is 
doing business with the public, they are required to have at least 
$50,000 capital and then they are required to maintain a relationship 
between their liabilities and their capital of 15 to 1; of,at least 15 to 1. 

With respect to member firms which service but do not carry ac- 
counts of customers, they are required to have a min num capital of 
$25,000. 

Mr. Hetirr. What is the nature of the audit? Ist ata spot check 
or a complete audit ? 

Mr. Founsron. Well, it is a complete audit; answer. to the financial 

uestionnaire are submitted three times a year; and in connection with 
the preparation of one answer there is a surprise aud t on the part of 
an independent accountant. The other two financi .1 questionnaire 
answers which are submitted to the exchange can be prepared by the 
firm’s own employees. 

Mr. Heuter. This independent accountant is an employee of the 
exchange ? 

Mr. Funston. Oh, no, sir. He is an independent accountant; an 
independent accounting firm. 

Mr. Hetrer. I mean, are different accountants employed at all 
times, or do they maintain the same independent accountants ? 

Mr. Funston. I would imagine that would depend upon the firm, 
the member firm, and for the most part, I suspect that they have 
the same accountants, independent accountants, year after year; but 
some of them I know change from one year to another. 

Mr. Hetxer. Do you rely on the independent accountant’s certificate 
or audit, or is a complete audit made by the exchange? 

Mr. Funston. Well, our examiners spot check the member firms also 
at least once a year. 

Mr. Hetxer. I see. 

Mr. Funsron. And we rely on the information which is provided 
from all three financial questionnaire answers, the public accountant’s 
audit and the exchange examiner’s spot check, as well as other rules 
that we have for aie reporting underwriting positions and so on. 

Mr. Hetzer. May I ask Mr. Crooks this question? Who checks the 
box, Mr. Crooks? You are probably more acquainted with that. 

Mr. Crooxs. Most member firms check their box once a week. That 
is done by an employee of the member firm. In the case of an inde- 
pendent audit, which takes place each year, immediately the auditor 
walks into the office, all securities are sealed by him. He does the 
counting of the securities. 

Mr. Hetier. What kind of a check does he make? Does he make a 
spot check ? 

Mr. Crooks. No; a full check of the stock position and every account 
in the office. 

Mr. Hetter. Incidentally, while we are on that subject, I would like 
to ask, do you make a check of customers’ credit balances ? 

Mr. Crooks. Yes; the independent public accountant would make a 
check of the customers’ credit balances. 

Mr. Hetter. How often is that made? 

Mr. Crooks. That would be made at the time of the gurprise audit. 
It would be a spot check made by an examiner of the exchange at 
least once a year and a complete check made by the independent public 
accountant. 
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Mr. Hetxier. Mr. Funston has talked about the capital requirements 
and I would like to ask you, Mr. Crooks, or anybody who wishes to 
answer this question, what you do with regard to capital requirements 
if they are not ‘aet ? 

Mr. Crooxs. As soon as it is ascertained that there is a violation of 
the capital req‘tirements, the firm would be immediately called upon 
to put its capite| up to the proper requirements. They would then be 
interrogated bithe staff and probably have to appear before the advi- 
sory committee to explain why the capital violation was permitted. 

Mr. Hetier. 7 see. You have a'follow-up system on that ! 

Mr. Crooks. We do. 

Mr. Hetuier. Mr. Funston, from page 8 of your statement I under- 
stand that you'take the position that investors are not using the 
facilities of the exchange because of the severe and high margin 
requirements. Is that substantially correct? 

Mr. Funston. Well, that is only one of the several factors which 
bear on that problem. 

Yes; we believe that that is one of the things influencing the present 
low level of stock trading. 

Mr. Hetier. You do agree, though, that these margin requirements 
generally follow the economy of the country? In other words, before 
the margin requirement is declared, we have a look into the production, 
sales, credit, and everything of that sort that makes up the economy 
of our system. 

Mr. Funston. Well, yes, undoubtedly that is taken into considera- 
tion; but our position is that the 75-percent margin requirement is in- 
ordinately and unreasonably high, especially when it is viewed in re- 
lationship with the credit requirements which are placed upon other 
segments of our economy, such as for automobiles, or appliances, or 
furniture, or homes, where the margin requirements are very, very 
much less. 

Mr. Heuer. Let us see if we cannot develop this question of margin 
requirements from an economic standpoint and if we can agree. 

Thus far you agree with us that we have to watch the economy of 
the country to see what the margin requirements should be. Do you 
agree with that proposition / 

Mr. Funston. Yes, I think 

Mr. Heuer. I mean, on a general basis? 

Mr. Funston. Yes. 

Mr. Heuer. If we have a great deal of inflationary pressure, I 
think you must agree that the prices will tend to rise; is that not so? 

Mr. Funston. Yes. 

Mr. Heuter. Prices of everything, whether stocks, commodities, 
automobiles, or whatever you may want to include. 

Mr. Funston. That is right. 

Mr. Hevier. And that the inflationary condition is taken into ac- 
count when the general investor goes out to buy stocks; is it not? 

Mr. Funston. Yes. Well, without doubt, a justification given for 
the present margin requirements is that they prevent an excess of 
speculation in the stock markets and thereby bar an inflation in the 
stock market; but all of these things go together. We do not see any 
justification for having on our segment of the economy a 75 percent 
margin and then on automobiles a 3314-percent margin and on ap- 
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pliances 15-percent margin, and on furniture 15-percent; on houses 
from 10 percent up to a maximum of 50 percent. When you look at 
the whole situation, it seems to me, you ought to look at all segments 
of the economy and treat them all in general in the same fashion. 

Mr. Hetter. I notice that you said that the Margin Requirements 
Act is a brake on speculation. If that is so, why should you now 
contend that you ought to reduce the margin requirements / 

Mr. Funston. Well, because we believe that the margin requirement 
at ‘present is so high that it is imperiling the liquidity of the market. 
That is one of the factors which is imperiling the liquidity of the 
market. 

Mr. Hetier. Do you recall that in 1945 the margin requirements 
were raised from 50 percent to 75 percent ¢ 

Mr. Funston. Yes, sir. 

Mr. Hewver. And later on to 100 percent ? 

Mr. Funston. Yes, sir. 

Mr. Hetier. In 1946, I think it was raised to 100 percent. 

Mr. Funston. Yes, sir. 

Mr. Hetzer. Now, in 1946 when the inflationary pressure was a 
pretty serious problem and the margin requirements were raised up 
to the limit of 100 percent, then it was reduced later, was it not, 
when the inflationary pressure declined; is that correct ¢ 

Mr. Funston. I believe so; yes, sir. 

Mr. Heuer. Well then, would you not agree that investors are not 
using the facilities of the market because of the uncertainty in the 
economy of the country and because of the inflationary trend rather 
than for any other reason ? 

Mr. Funston. No; we believe that the margin, as I said in my 
statement, we believe that the high margin requirements is one of 
the factors along with the others which are » bringing that result about. 

Mr. Heuier. W hat effect has that had on ‘the volume of sales? 

Mr. Funston. It is very difficult to isolate the effect of that alone 
on the volume of sales; but I understand that it is noticeably very 
clear to those who deal in the market and that the reduction of the 

rate when it was reduced from 100 percent in 1946 had a very stimulat- 
ing effect to the market generally. 

Mr. Heiter. On page 9 of = statement, Mr. Funston, you talk 
about capital gains and you take the position that there ought to be a 
reduction from 6 months to a 3 piso i period; is that correct? 

Mr. Funston. Yes, sir. 

Mr. Heter. Would you say that reducing or shortening this period 
of capital gains would increase the participation by investors in the 
market? Is that your position ? 

Mr. Funston. I think our position is that it would increase the 
participation in the market of those who are in a position to provide 
venture capital and there would be a number of investors who would 
be included in that group. 

Mr. Heiter. Would you not thereby be taking or permitting savings 
to get into risk capital ? 

Mr. Funston. I might explain this, if I may: We do not believe 
that a reduction in the capital-gains tax necessarily would encourage 
the thousands of new investors that we are trying to get into the mar- 
ket to come in. We believe, however, that it would enable many of 
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the investors who are in the market now to unlock or unfreeze their 
investments so that they would feel able to sell more, or be more able 
to sell, and that it would provide a better liquidity for the market. 

Mr. Hevter. Would not that have the effect of stimulating too much 
speculative trading? 

Mr. Funston. I do not believe that it would, sir. No, our past ex- 
perience has been that when this holding period was reduced from 18 
months to 6 months in 1942, that while it put more people in a position 
to buy and sell securities, it did not lead to any speculative excesses. 
I do not believe that it would now at all. 

Mr. Hetier. At any rate, I think you will concede, or if you do not, 
I would like to get your views on it, it would nevertheless be an exten- 
sion of special tax concessions to those who get into the market on 
these speculative gains? 

Mr. Funston. No. No,it would not atall,sir. It is not a favored 
few, by any means, that are interested in this. 

Our figures and statistics indicate that the average man is able to 
use the capital-gains provision very effectively. I do not believe that 
it would increase speculation in the market by a favored few. I think 
that if we want our economy to go ahead, it is essential that we do 
reduce the holding period. 

Indeed, in 1950, the Ways and Means Committee of the House made 
that recommendation and the House passed a bill recommending a 
reduction. 

Mr. Heuier. We have today, in my opinion, an investment atmos- 
phere in the market rather than a speculative; is that correct? 

Mr. Funston. Yes, sir; there is no doubt about that. 

Mr. Hever. And in your opinion you feel that we would not be 
reverting to the gay twenties, if we did that ? 

Mr. Funston. No; not at all. Our market today is primarily a: 
investment market. It isa good thing. 

One thing we must be careful about, however, is that our market doe- 
not lose its liquidity. That is the thing that we are fearing today. 
We believe that it is losing its liquidity. 

One of the factors that is bringing it about, we believe, is the capital- 
gains tax. 

Mr. Hetuer. ‘Mr. McGuire has a few questions. 

Mr. McGuire. Mr. Funston, the strongest point or argument for it 
is that it would bring additional revenue into the Treasury; is that 
not right ? 

Mr. Funston. I would not say it is the strongest point. It is a 
point, and I have the figures here before me which indicate that in 
1940 and 1941, when the holding period was 18 months, the Treasury 
had a net loss. The capital losses offset the capital gains. Then in 
1943 when the new shortened holding period became effective, the 
Treasury’s revenue increased greatly and it has reached sizable 
proportions. 

So that from a revenue standpoint this would be a good thing for 
the Government to do. 

Mr. McGuire. Would you want to comment on that change in fees 
that has been brought up before the SEC committee and how you fec} 
about it ? 

Mr. Funston. Yes, sir. We believe that the proposal would not be 
in the best interest of the public. We believe that one of the great 
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safeguards of our present democratic system is the fact that the Con- 
gress has centralized in it the power of taxation. We believe that this 
particular proposal of the Securities and Exchange Commission is 
putting a Government agency in the position of levying a tax. Wedo 
not think it is a good thing. We are sympathetic to the expressed 
desire of the Congress for the several agencies to put a charge on for 
services and benefits which are given to the segments of that industry 
in an effort to cover the cost or a part of the cost of providing the 
service or benefits. 

We take the position though that the brokers and the dealers are 
required, in the national public interest, to register and, therefore, 
they should not be taxed for that. 

Mr. McGuire. I am glad you brought that up about the Govern- 
ment agencies, because I do not know whether it is generally known 
what a fine job you did on war work during World War II in con- 
nection with the WPB, and while I am on the subject, we people of 
Connecticut are very proud of the fact that we had somebody in 
Connecticut who was qualified to come down and take this job here 
in New York as president of the New York Stock Exchange. I think 
that you still live in Greenwich, Conn. 

Mr. Funston. Thank you, Mr. Congressman. 

Mr. Hevier. Mr. Funston, coming back to this capital-gains situa- 
tion which you discussed, is it your claim that this tax, because of a 

rovision for the lower tax after the 6 months holding period, has 
imperiled the liquidity of the market. Is that what you said before? 

Mr. Funston. I do not believe I used the word “imperiled.” 

We believe that the capital-gains tax, not only the holding period, 
but also the rate of taxation, is discouraging the free flow of equity 
securities, and its effect can be noted and it has an unfortunate effect 
on liquidity. 

Mr. Hetxier. How about the volume? 

Mr. Funston. Yes; it has. That is the way that it manifests itself, 
through the volume. The effect of the tax is to lock in investors in 
their investments. The tax, both the holding period and the rate, dis- 
courages them from disposing of the securities when the appropriate 
time in their judgment comes to dispose of them. It substitutes time 
for judgment. 

Mr. Hetier. If that is your version—and frankly I am not an econ- 
omist. I cannot argue with you. I think it is a subject that should 
be within the province of the Ways and Means Committee. But, since 
you have brought it up, I would just like to pursue it for just one more 
moment. 

If that is your feeling in the matter, I am at a loss to understand 
how you can account for the fact that there is a greater public partici- 
pation in the securities market today than in all of the history of the 
exchange. 

Mr. Funston. Well, Mr. Chairman 





Mr. Hetier. And may I just make this statement, Mr. Funston. I 
have a book here, the New York Stock Exchange 1952 Year Book. 

Would you be good enough to open it at page 31? 

Mr. Funston. Yes, sir. 

Mr. Hetier. You were good enough to give the subcommittee cop- 
ies of this book when we inspected the exchange. 
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It seems to me that the contrast of the comparative share volume 
and dollar volume for the years 1946 and 1951 would show that the 
exchange has not been affected by margin requirements. 

Of course, I have been talking about the capital gains; but just for 
a moment, I want to get back to this question of margin requirements. 

Would you discuss that with us and explain why there has not 
been a change ? 

Mr. Funston. Well, yes. One cannot assign to any one factor, 
whether it is margin requirements or capital gains, the effect that 
those will have on the market and its volume. The market is itself-a 
bellwether and the activity in it a barometer of American business. 
There are many other factors that are affecting it; why the volume is 
not larger at any given time. It is difficult to say what specific factor 
is of greatest importance at any given time. 

General economic conditions ; the savings in the hands of the people; 
their estimation of what is going to happen in the future; the threat 
of war—all of those things affect the market so that it does not seem 
to me that you can isolate by looking at these figures here, the lack of 
effect of the margin requirements or the capital-gains tax on bringing 
about the results here reported. 

We are worried at the present time about the fact that our market 
is not as liquid as we would hope it to be. As to the percentage of 
participation, we have more people coming into the market, we have 
more investors, we hope, and we expect to find out this summer when 
our survey is completed; at the same time, the fact remains that the 
percentage of turn-over is not very large. 

Mr. Heuer. I have noticed during the past 6 or 8 months—I think 
that is the time you have been president of the exchange ¢ 

Mr. Funston. Yes, sir. 

Mr. Hetier. You have been making a great many speeches: to 
encourage, as I see it, Americans to share in the ownership of our 
leading enterprises. You make that comment in your statement 
where you talk of a long-range educational program to encourage 
more and more Americans who are equipped to do so to share in 
the ownership of our leading business enterprises. 

Mr. Funston. Yes, sir. 

Mr. Hetxer. And then you talk about such ownership being a 
strong antidote to the doctrines of communism and socialism. 

Besides getting the people to want to buy stocks, getting them 
interested in just the ownership of stocks, what would you say about 
giving them a little democracy in connection with their stocks? 

Mr. Funston. That, of course, is a very important problem today 
and one that the stock exchange has been working on for many years. 
We realize that one of the problems of ownership of a share of a 
corporation is to get the owner to feel that he really owns something 
tangible—a portion of a corporation—in the same way that he does 
when he owns an automobile or a house. 

We have been encouraging corporate managements to provide full 
information to the stockholders for years. We have been encouraging 
the participation of the stockholders in assuming their responsibilities 
and obligations, as an owner, by attending meetings and taking an 
interest in the corporation’s affairs. 

Mr. Heiter. Yet a great many listed corporations refrain from or 
refuse to solicit proxies; is that not correct? 
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Mr. Funston. I do not know whether those who have not have 
refused to do so; whether they have refused or not. I do know that 
of the corporations which are listed on the New York Stock Exchange. 
#2 percent of them do send out: proxies. We have investigated the 
remaining 8 percent and have found that by and large they represent 
the corporations which are rather, comparatively, closely held. We 
do not have a rule at the exchange, a listing rule, which requires 
“ corporation to send out proxies statements. We use all of the 
influence that we can bring to bear on corporations to get them to 
solicit proxies. : 

With us it is an educational program which we think it far more 
effective than a mandatory rule. 

Mr. Heuer. I am certainly very happy to hear you make that 
statement, Mr. President. 

May I ask you this: Would you—and I do not expect you to bind 
the exchange—personally from your vast experience in working with 
some of these corporations and being president of the exchange, sub- 
scribe to the proposition that the law require publicly owned corpora- 
dions send out proxies once a year? 

Mr. Funston. It would depend on whether that rule was made to 
upply to everybody, whether they were listed or unlisted. I would 
certainly not like to see the rule put into effect with respect to listed 
companies, because it would just present another barrier which in 
certain instances might be important, to getting concerns to list. 

We believe that the gain to the public by having a company listed 
with all the information which then becomes available, is more im- 
portant than a rule saying that they have to send out proxies. We 
would hate to see it mandatory on listed companies, unless it were 
mandatory with all other companies also. 

Mr. Heiter. Suppose the proxy requirements were made to apply 
io the unlisted companies by law; would that take away the 
impediment that you discuss about not being able to get the listed 
companies to go along’? That would be under the Frear bill. 

Mr. Funston. Would you rephrase that again, sir. If all com- 
panies? 

Mr. Hetter. If unlisted companies were required by law to solicit 
;roxies; would that remove the impediment ? 

Mr. Funston. That would take away a serious objection. 

Mr. Hexxier. And then you would be in favor of it 

Mr. Funsron. That is something I am not prepared to say right 
now, Mr. Congressman. I would have to think about that. 

Mr. Hetxer. In the meantime, you believe in the theory of trying 
to educate and persuade them, as you say, to bring about a condition 
where the stockholders will take more interest in the affairs of the 
corporations ¢ 

Mr. Funston. Yes, indeed; and that is an important area for all 
American business. We have to make the stockholder feel that he 
plays a real part in the corporation’s affairs; that he assumes his 
vesponsibility and his obligations along with the privilege he gets 
ond the exchange has been working towards that for years, and we 


plan to continue to do so, because it is only in that way, through our 
broadened basis of stock ownership, that we can work toward the 
same sort of democracy in our economic affairs that we have in our 
political affairs. 
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Mr. Hetzer. That is exactly the point. I think it is well taken. I 
believe these proxy rights have been increased, yet there is really a 
small number of the people interested in the market such as in the 
manner in which you have been expounding in all your speeches. 

Mr. Crooks, you are chairman of the board, are you not? 

Mr. Crooks. That is correct. 

Mr. Hetzer. May I ask you when you became chairman / 

Mr. Crooks. May of last year. 

Mr. Hertier. Will you tell us something about your background, 
Mr. Crooks ¢ 

Mr. Crooks. I came to work in Wall Street in August of 1928 and 
worked for an odd-lot firm, Jacquelin & Decoppet, for a period of a 
few months as a clerk and in November 1928 | went with my present 
firm as an order clerk and I have been there ever since, as an employee 
up until 1941, and a partner since then. 

Mr. Hetier. The exchange is governed by a constitution ¢ 

Mr. Crooks. That is correct. 

Mr. Heuer. When was this constitution adopted ? 

Mr. Crooks. The present constitution was amended in 1939. 

Mr. Heiter. When was it adopted ¢ 

Mr. Crooks. In 1865, I believe. No, Iam not quite sure about that. 
It wasin 1817. I am sorry. 

Mr. Heuer. Have there been complete revisions since that time, or 
has it just been amended from time to time? 

Mr. Crooks. There was a complete revision in 1939, Mr. Chairman. 

Mr. Hever. 1939? 

Mr. Crooks. 1938. 

Mr. Heiter. Would you, for the record, tell us how the governors 
are elected? Discuss the eligibility for election to membership of the 
board of governors. 

Mr. Crooks. The board has 33 governors, 29 of whom are elected by 
the membership. Three are public governors and are nominated by 
the president and elected by the board, and the president who is elected 
by the board. 

Mr. Heiter. Who are your present public members / 

Mr. Crooks. Mr. Gale Johnston, who is president of the Mercantile 
Commerce Bank & Trust Co. of St. Louis; Mr. Thomas Nichols, who 
is president of the Mathieson Chemical Corp., and Dr. Henry Wriston, 
who is chancelor of Brown University. 

Mr. Hetier. Will you proceed to tell us how they are elected ? 

Mr. Crooks. A nominating committee is elected by the membership. 
The nominating committee after consultation with various members 
of the exchange and having open meetings attended by members of 
the exchange draws up a slate of governors to fill the vacancies that 
may be in the board at that time. This slate is presented to the mem- 
bership in April. The membership votes on the second Monday of 
May for the election of governors. Those elected take office on the 
seventh day after the election. 

Mr. Heuier. And is it for a 1-year term? 

Mr. Crooks. Three years, except for the public governors, and the 
chairman of the board, who are elected for 1-year terms. 

Mr. Heiter. What are the duties of the governors ¢ 

Mr. Crooks. The board of governors has control of the property 
and finances of the exchange, adopts rules for regulation of trading, 
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business conduct of members, approves new security listings and is in 
sole control of the admission of members, and allied members, to the 
exchange, and has the power to fine, suspend, or expel for violations of 
the constitution or rules of the board. 

Mr. Hetier. How does one become eligible for membership on the 
New York Stock Exchange? What are the requirements? 

Mr. Crooxs. The initial act would be to file with the secretary of 
the exchange an application to become a member. A person then 
would enter into a contract to purchase a membership on the exchange. 
His name is then posted for a period of 2 weeks in the bulletin of the 
exchange and on bulletin boards around the exchange. He then is 
required to appear before the committee on admissions. The com- 
mittee on admissions interrogate him as to his background; his re- 
sponsibilities; and while that is taking place, the exchange starts in 
motion a very thorough investigation of the man’s background. And 
if he is satisfactory to the committee on admissions they at that time 
will recommend to the board his election as a member. 

Mr. Hetier. How do you satisfy yourselves as to his financial 
standing and background? 

Mr. Crooxs. He must notify the exchange of his net worth. Those 
facts are all investigated by the investigation that we start. 

Mr. Hetzer. Is the membership limited ? 

Mr. Crooks. To 1,375 members. 

Mr. Hetzer. I do not know which of you gentlemen can describe 
or explain to us the procedure by which a security becomes eligible 
for listing on the exchange. 

Mr. Crooks. I believe Mr. Gray may possibly have more back- 
ground on that, Mr. Chairman. 

Mr. Hewier. Mr. Gray or Mr. Funston. 

Mr. Funston. Yes, I think I can. 

The procedure is for a company which wishes to be listed on the 
exchange, to make an application. We have rules which are mini- 
mum rules that are generally quite well known throughout industry 
and if a company feels that it qualifies or might qualify under those 
rules it will apply. We get maybe 100 applications each year and 
qualify maybe 20. 

It must be an established seasoned concern. There are certain 
criteria that are in general. It should have assets of $7,000,000. 
It should have $1,000,000 a year in earnings. It should have 
300,000 shares outstanding, at least. In other words, it must be a 
concern in which the public would be interested and in which there 
is some national distribution or national interest. A company 
comes in and applies, then we have the department of stock list 
make an examination and if it meets the requirements which are set 
up so that we believe that it is a concern which can profit by listing 
on the exchange, the recommendation is then made to the board of 
governors. The board of governors have the authority to decide 
whether or not the concern shall be listed. 

Mr. Hetuer. Is there any requirement as to the number of stock- 
holders such corporation must have before it is listed ? 

Mr. Funston. Yes; 1,500 stockholders, after allowance has been 
made for odd-lot holders. 

Mr. Hetter. Well, is there any allocation put on the number of 
shares that must be outstanding or in the hands of stockholders? 
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Mr. Funston. Three hundred thousand is the minimum and those 
are in the hands of the public as contrasted from those that are held 
by a close group, not in the hands of the public. 

Mr. Heiter. When you mentioned outside stockholder, I assume 
these holdings must be at least 100 shares or above; is that correct? 

Mr. Funston. Well, we have a factor which we apply to odd-lot 
holdings in order to adjust them to round-lot holdings, and the figure 
is 1,500 after the allowance for the odd-lot holdings. So it does not 
necessarily have to be 1,500 round-lot holders. 

Mr. Hetxer. Of course the security must be registered with SEC. 

Mr. Funston. Yes, sir; it has to be registered and then it has to be 
filed with them for 30 days before the registration becomes effective. 

Mr. Hetter. As I understand, you actually study the business; the 
products ; earnings, and so forth; is that correct ? 

Mr. Funston. Yes, sir. 

Mr. Hetter. Its income statements? 

Mr. Funston. Yes, sir. 

Mr. Hetrer. And balance sheets? 

Mr. Funston. And we look at the entire picture in terms of all of 
these standards and make a decision on whether or not the listing of 
the company should be approved, whether it should be listed or not, 
based on the total picture and not on these individual items. We look 
at the whole thing. And the criteria is to see if we believe that if that 
concern is listed, it is a case where we can do something for the com- 
pany or for the public in making a “arene market for its securities. 

Mr. Hetter. [s that report then brought before the entire board of 
governors ¢ 

Mr. Funston. Yes, sir. 

Mr. Hetzer. And I assume that an analysis and a report is given 
to the board of governors? 

Mr. Funston. Yes, sir; a very detailed analysis. 

Mr. Hetier. And a vote is taken? 

Mr. Funston. Yes, sir; a specific vote on each company. 

Mr. Heiter. How many votes would bar the listing; or is that a 
matter of a confidential nature ? 

Mr. Funston. A majority of those present is required to approve; 
at least a majority of those present at the board meeting. 

Mr. Hetter. I believe, Mr. Crooks would be in a position to give 
us some information on the mechanics involved in the operation of 
the trading floor of the stock exchange, describing the posts, and how 
the orders to buy and to sell are executed, 

Mr. Crooks. I think I might best do that, Mr. Chairman, by tracing 
an order that I as a commission broker might execute on the floor of 
the exchange. 

Mr. Hetier. Before you do that, will you explain the various posts 
you have? 

Mr. Crooks. We have 18 trading posts on the floor of the exchange. 
There are some, oh, I should judge on the average about 75 stocks at 
each post. Each stock is allocated to a specific location on the floor. 
That stock may only be traded in at that specific location. The board 
of governors decides where the stock should be located. 

Now, in the execution of the order, assuming I receive an order, 
or my firm receives an order to buy or sell a specific stock, I would 
proceed to the spot on the floor where that stock is traded, inquire 
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as to what the market was in the stock and if I had an order to buy 
or sell at the market, I would execute it at the best possible price avail- 
able at that time. If the order were such that it could not be executed 
immediately, I would leave it with the specialist who would enter it 
on his specialist book. When the trade—assuming the trade has been 
made, the seller must report the sale to what we call the reporter, who 
is an exployee of the exchange, who stays in one specific spot and notes 
all sales of that particular stock. 

That notation is then sent to the fifth floor of the exchange where 
the master ticker is operated. The ticker tape is punched out and that 
sale is then placed upon the ticker which appears all over the country. 

Mr. Hetter. Is a record kept of all of these transactions? 

Mr. Crooks. We do not keep a record. 

Mr. Hetuer. In other words, if I were to ask you what a certain 
stock sold for, a certain quotation on a certain day of last month, you 
would not have a record of that ? 

Mr. Crooks. There are many—the odd-lot houses, for example, keep 
timing the tape all day long and keep a record. We have the Fitch 
sheet, which we call the official sheet, although it is not official, which 
records every transaction and the volume of that transaction on a sheet 
that is issued every morning, and you can have access to that infor- 
mation and find out what sales took place. 

a Hetier. From that sheet, could you identify who executed the 
sale ? 

Mr. Crooks. No. You would have to go to the member firm who had 
the order to get that information. The member firm is required to 
keep the order that customer enters. You could get the information 
from the firm. 

Mr. Hetter. I see. That system is quite dissimilar from the system 
that is used down at the curb exchange, is it not / 

Mr. Crooks. It is. A member firm is required under our rules to 
time an order and report. They must keep that information I believe 
it is 6 years, Mr. Gray. 

Mr. Gray. Yes. 

Mr. Crooks. That would be the source of information that you 
might want to find on the execution of an order. You would, or could 
find out from them also the broker who executed the order by check- 
ing the floor report, which is sent to the member firm. That also is 

ept. 

Mr. Hetxer. The member firms are required, under the rules, to hold 
orders for the period of 6 years, you say ? 

Mr. Crooks. That. is correct. 

Mr. Hetxer. Do you ever have occasion to call upon these records? 

Mr. Crooks. Quite frequently. 

Mr. Hever. Are they delivered without any difficulty? 

Mr. Crooks. Yes, sir. 

Mr. Hetixer. That is no problem at all? 

Mr. Crooks. No problem at all. 

Mr. Heuuer. I think you mentioned that you had 1,375 members? 

Mr. Crooks. Yes, sir. 

Mr. Heuer. Of this number, how many actually appear on the floor 
for trading purposes ¢ 

Mr. Crooks. Oh, between 500 and 550 would be the normal attend- 
ance. 
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Mr. Hetier. 500 to 550? 

Mr. Crooks. On the floor of the exchange ; yes, sir. 

Mr. Heuer. They are known as floor brokers / 

Mr. Crooks. They would be specialists, what we term $2 brokers, 
who are brokers’ brokers, and commission brokers, and floor traders: 
odd-lot dealers. 

Mr. Hewcer. An odd-lot dealer is not the same as a specialist, is he 

Mr. Crooks. No, not on our exchange. 

Mr. Hever. Except on the curb; is that correct ¢ 

Mr. Crooks. That is one difference between the curb and our ex- 
change. 

Mr. Heviter. How many commission brokers do you have? 

Mr. Crooks. Who would be present on the floor / 

Mr. Heuer. Yes, sir. 

Mr. Crooks. I would say 150 to 200. That is an approximation. 

Mr. Heiter. 150 to 200% 

Mr. Crooks. Yes, sir. 

Mr. Heiter. How many floor traders would you say you have? 

Mr. Crooks. Well, it would be difficult to define how many. 

Mr. Heer. That is exactly what I am trying to understand. 
Would s specialist and an odd-lot dealer be included in the floo: 
traders 

Mr. Cuisine I might answer that this way, Mr. Chairman: Any 
member of the exchange who makes a transaction on the floor of the 
exchange in a stock other than one in which he is a registered specialist 
isa floor trader. So any member of the exchange might at any given 
period be a floor trader, 

Mr. Heiter. How much of a lag is there between the time of the 
placing of an order and the time that it actually appears on the tickey 
tupe; do you know ¢ 

Mr. Crooxs. I would say that——from the placing of the order by 
the customer himself ¢ 

Mr. Hetuer. Yes. 

Mr. Crooks. I would say, generally speaking, about 3 minutes. 

Mr. Hever. Does not that lag give the floor trader an advantage on 
a particular stock ¢ 

Mr. Crooks. No; I would not think so, Mr. Chairman. 

Mr. Hever. You have heard that statement made before. Would 
you care to discuss it? 

Mr. Crooks. Yes, sir. The floor trader may at no time in initiating 
or increasing his position, compete with the public, under our rules 
of floor trading. If the public is bidding a certain price for a stock. 
the floor trader may not compete at that price. 

Mr. Hetrer. But he does have the instant information concerning 
the technical position of the market, does he not ¢ 

Mr. Crooks. I do not quite get the point. 

Mr. Heuer. I say that he does have the advantage of the instant 
information concerning the technical position of the market and. 
therefore, does he not have an advantage over the public? 

Mr. Crooks. No; I would not think he has any advantage over the. 
public, unless he were smart enough to know what every order that 
came into the floor was going to be; whether it was going to be a buy 
order or a sell. I do not know of anybody who could have that 
knowledge. 
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Mr. Hetier. In January 1945 the Commission’s Division of Trading 
and Exchanges made a report, proposing the adoption of a specific rule 
in connection with floor trading. I would just like to read the 
recommendation set forth on page 44 of the report: 

We recommend the prohibition of floor trading in stocks on the New York 
exchanges as the only practicable means of ridding the marketplace of the in- 
equities and dangerous consequences of floor trading. 

Mr. Crooks, in the light of your experience, would you say whether 
or not it is desirable to prohibit floor trading? 

‘Mr. Crooks. It would be very undesirable. I agree with the 
conclusions of the Commission. 

Mr. Hetaer. Would you tell us why you disagree? 

Mr. Crooks. The floor trader performs a very vital function in an 
auction market. He contributes to the liquidity of that market, which 
is very greatly needed. 

I would say, as a commission broker, in many, many instances, | 
have found where a floor trader would buy stocks from me at a higher 
price than anybody else or sell stocks to me at a lower price than any- 
body else, therefore, benefitting my customer. 

~ I think he performs a very vital function in the market. 

Mr. Hetier. You are acquainted with the evils and bad practices 
which were disclosed in connection with floor trading many years ago, 
are you not? 

Mr. Crooks. Yes, sir. 

Mr. Heiter. Would you say that the exchange has been able to 
abolish those practices? 

Mr. Crooks. Yes, sir. 

Mr. Hetter. That is no problem today, is it ¢ 

Mr. Crooxs. It is no problem; no, sir. 

Mr. Hetier. Are you acquainted with the rules of the exchange that 
govern floor traders? 

Mr. Crooks. I am. 

Mr. Heiter. Would you care to discuss those rules with the com- 


mittee ¢ 
Mr. Crooks. A floor trader, as I think I mentioned before, may not 
compete with the public in acquiring or increasing his position. He is 


limited as to the amount of stock he may buy on the offer. If it is a 
price that is higher than the preceding price, he may only buy 50 per- 
cent of the stocks offered but at no time can he ever buy stocks, an 
amount of stock that will change the quotation. In other words, if a 
stock is quoted at 241% buy, offered at 5g, and there are 200 shares 
offered, he could buy 100. If only 100 shares are offered he could 
not buy them. 
- Mr. Hetxrr. Is that strictly adhered to? 
Mr. Crooks. It is strictly adhered to. 
Mr. Hetter. And supervised ? 
~ Mr. Crooks. It is supervised. We have on the floor 22 floor gov- 
ernors and floor officials who constantly observe the trading on the 
floor all day long. 
Mr. Heuirr. Of the 30 members of the board of governors other 
than the three public members vou have discussed, how many are 
representatives of customers’ brokers? Do you have those figures 


dvailable ? 
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Mr. Crooxs. Of commission firms ? 

Mr. Hexer. Yes. 

Mr. Crooks. Twenty-five of the present board are commission 
brokers. 

Mr. Heiter. How about. specialists ? 

Mr. Crooxs. There are four specialists. 

Mr. Hetter. Floor traders? 

Mr. Crooks. There are none. 

Mr. Hetier. $2 brokers? 

Mr. Crooks. No; there no $2 brokers represented on the board at 
the present time. 

Mr. Hetier. Mr. Crooks, do you believe that a person should act 
in the dual capacity of broker and dealer ?¢ 

Mr. Crooks. You are referring to the specialist function, Mr. 
Chairman / 

Mr. Heuer. Yes. 

Mr. Crooks. I believe he should. I do not think your specialist 
system could function if specialists did not have the privilege of op- 
erating as a broker and a dealer. 

Mr. Heiter. Suppose we were to qualify that question and say that 
we referred to both off and on the exchange. Let us take off the ex- 
change ; would your answer be the same ¢ 

Mr. Crooks. My answer would be the same; yes, sir. 

Mr. Hever. Will you give us your reasons ¢ 

Mr. Crooks. Well, if I may first talk about the specialist function. 
The specialist is required by the stock exchange to make an orderly 
market in the stock in which he is registered. In many, many cases, 
it must be his bid or his offer which maintains the orderly process of 
the market. If he were prohibited from acting as a dealer, the fluctua- 
tions in listed stocks would be much greater than they are today. He 
imparts a great deal of liquidity to the market by his operations as a 
dealer. 

Mr. Hetier. I wonder whether you could explain whether or 
not the public interest would be served if a specialist handling 
public orders was not permitted to buy or sell for his own account ? 

Mr. Crooks. I think the public would be seriously damaged. 

Mr. Heuer. Is that because you feel that he acts as a cushion ? 

Mr. Crooks. He acts as a cushion and as a stabilizing influence of the 
market both up and down. 

Mr. Hetzer. The specialist acts as a principal in dealing with securi- 
ties for his own account ; is that correct ¢ 

Mr. Crooks. That is correct. 

Mr. Hewier. As I understand, the specialists are restricted by the 
rules of the exchange as to the kind of orders that they can execute; is 
that correct ¢ 

Mr. Crooks. That is correct. 

Mr. Hevier. We have been puzzled as to why they trade for their 
own account. Will you explain that ? 

Mr. Crooks. I may take the example of a specific stock. It might 
be quoted best public bid 50 and the baat ublic offer 54. The dealer; 
the idioevieaioe. is required by the exchange to close that market 
and assuming the last sale of the stock probably was 3, the exchange 
would require the specialist to make a better bid than 50 and a better 
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offer than 54 for his own account in order to close up the market. 
So that if the last sale being 52, quite likely his bid might be 511, 
offered at 5214, which would be both his bid and his offer. 

So, if a sell order came in he would buy at 5114 for his, own account 
or if an order came in to buy, he would sell at 5214 for his own 
account, thereby maintaining an orderly market in the stock. 

If you prohibited him from acting as a dealer, and an order came 
in to sell stock at the market, and the market was 50—54, and the last 
sale 52, the only available buyer would be at 50, and the only available 
seller would be at 54. So, I think the public would be seriously dam- 
aged if he were precluded from acting as a dealer. 

Mr. Hetier. Don’t they trade for their own account because of 
the profits that are derived Is not that the primary consideration of 
the specialist? That is, the commission and profits? 

Mr. Crooxs. Well, I think everybody is in business to make 
money, Mr. Chairman; yes. 

Mr. Heuer. Does the exchange maintain a record of the profits 
earned by the specialists ? 

Mr. Crooks. No; it does not, Mr. Chairman. It maintains a record 
of his dealings for his own account. 

Mr. Hetzer. It never examines into what profits he makes? 

Mr. Crooks. No, sir. 

Mr. Heiter. When a specialist gets an order, as was demonstrated 
on the exchange to this committee, we noted that it was recorded in 
the book; is that correct ¢ 

Mr. Crooks. That is correct; in the order of receipt. 

Mr. Heuer. Well, this book reflects to some degree the accuracy, 
«he condition, and the tendency of the market ; does it not ? 

Mr. Crooks. To a certain extent it does. 

Mr. Hetxer. That gives specialists some superior knowledge over 
the general public, does it not? 

Mr. Crooks. He has knowledge? 

Mr. Hewxer. As to the trend of the market. 

Mr. Crooxs. No; it would not have anything to do with the trend 
of the market, Mr. Chairman; no. That is available to anybody 
by looking at the tape. 

Mr. Hetxier. He knows that well in advance of it being on the 
tape, does he not? 

fr. Crooks. Knows what in advance? 

‘I do not quite understand the question. 

Mr. Hetier. He knows how the market is being accepted for the 
moment; let us say at the opening of the market. 

Mr. Crooks. Anyone can get that information on the floor of the 
a a aa as to whether there are buyers or sellers at the opening of the 
market. 

Mr. Hetzer. Let me put it this way: In what respect are his services 
important and necessary ¢ 

r. Crooxs. His services are very important and very necessary in 
maintaining the liquidity of the market. To exclude the specialist 
from trading on his own account would destroy, in my opinion, what 
liquidity is left of the market. 

I think the specialist today is more important in the market than 
he has ever been before in the history of the exchange. 
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Mr. Heiter. In your opinion, have manipulative activities which 
violate the principles of fair, free, and open trading been eliminated 
from the stock exchange ? 

Mr. Crooxs. In my opinion, they have. 

Mr. Heiter. How do you detect the manipulation ? 

Mr. Crooxs. Every specialist on the floor of the exchange is required 
to report immediately to any governor any unusual transactions which 
may take place in connection with this stock. 

Mr. Heuer. You say unusual transactions. You mean unusual 
activities ? 

Mr. Crooxs. Not necessarily ; but if a pattern was set up of one firm 
continually buying and selling from others, the same names appear- 
ing, he would immediately report that to a governor, and we would 
immediately start an investigation, requiring the firm doing this busi- 
ness to supply us with names of the customers, the amounts of stock 
bought or sold, and we would look over that record and see if there 
were any traces whatsoever of any manipulation. We would then 
turn that information over to the Securities Exchange Commission 
for them to proceed on, because we do not have the power of subpena. 
We cannot go out to the public and require them to disclose the infor- 
mation, but the Securities and Exchange Commission can. 

Mr. Hewier. How is this investigation done? Do you have a staff 
that does that ? 

Mr. Crooxs. We have a staff in the exchange and a number of the 
staff immediately go to the member and ask them for the informa- 
tion, and we would require it. 

Mr. Hetxer. Who first brings it to your attention ? 

Mr. Crooks. It might be a member of the staff; it might be a special- 
ist; it might be a commission broker or any member of the exchange 
might bring it to our attention. It might be uncovered by a spot check 
by an auditor of the exchange, if it were in existence. 

Mr. Heuer. Have you had many recent cases, of checking on man- 
ipulation ¢ 

Mr. Crooks. No; we have not had many, Mr. Chairman. 

To my knowledge, I think we have had two in the last 6 months. 
Would that be correct, Mr. Gray. I think we had two which we for- 
warded to the Securities and Exchange Commission. 

Mr. Heiter. How many would you say you have had over the past 
5 years ¢ 

Mr. Crooxs. I think Mr. Gray might be more qualified to answer 
that. I would not be too sure as to that, Mr. Chairman. 

Mr. Gray. During the last 3 years I would say that we had about 
five cases in each year where theré seemed to be occasions of possible 
manipulation which cases we turned over to the Securities and Ex- 
change Commission. 

Mr. Hetxier. Do you know the result of those cases? 

Mr. Gray. I do not, Mr. Chairman. 

Mr. Hetier. As the result of your turning these cases over to the 
SEC, were you requested or did you suspend or expell any of these 
members ? 

Mr. Gray. No; because the members who were handling the busi- 
ness had been doing so in what we believed to be a proper manner. 

Mr. Hetier. In what? 
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Mr. Gray. We believed to be in a proper manner. 

The only question was the motive on the part of the public customers 
in the way in which they had purchased securities and sold securities 
through various brokers. 

Mr. Hexier. Were these investigations initiated then because of 
customer complaints ? ' 

Mr. Gray. No; they were initiated because of the information that 
‘ame to us or from observation from floor governors, or floor officials, 
or members of the exchange. 

Mr. Heiter. I do not know who would be in a position to express 
an opinion on the next question I have in mind, but it can be answered 
by any of you gentlemen. 

We have heard it said that manipulation occurs off the exchange. 
Do any one of you gentlemen care to comment on that ¢ 

Mr. Crooks. Off the exchange in securities listed on the exchange, 
Mr. Chairman ? 

Mr. Hetter. That is right. 

Mr. Crooks. I do not know of any such case or any such cases. 

Mr. Hetter. Is there any way of detecting it? 

Mr. Crooks. I do not know how we could. 

Mr. Hetzer. Do you believe it occurs? 

Mr. Crooks. I have no knowledge of any occurrence, Mr. Chair- 
man. This is the first I have heard of it. If it were done by indi- 
viduals, we would have no way of knowing it. We only have policing 
authority over our own members, and member firms. If a spot check 
were to or our audit would show any evidence of such a thing, we 
would immediately investigate. If it were done by people other than 
members of the exchange, I do not see how we could find it out. 

Mr. Hetier. Since you have talked about these policing powers, 
will you discuss them with us, Mr. Crooks. Tell us how you carry 
on your policing powers / 

Mr. Crooks. On the floor of the exchange, as I mentioned before, 
we have 22 floor governors and floor officials who are in attendance 
on the floor of the exchange and constantly observing the market ; 
constantly policing actions that are going on all day long. 

The policing of member firms as such, comes under the province 
of the department of member firms, which investigates the operations 
of member firms. 

If either the floor governor or floor official or department of mem- 
ber firms, see anything which they think is contrary to the constitu- 
tion and rules of the exchange, they immediately begin an investiga- 
tion; call in the partners of the firm that they think may have vio- 
lated the rule, and interrogate them, and if the charge is serious 
enough to bring formal charges against the member, or allied mem- 
ber, the board will summon them and they will appear before the 
board, and they go on trial. 

If the infraction is minor, he would be called before the advisory 
committee of the board to be heard and the advisory committee may 
decide to either censor or fine him: The more serious charges, of 
course, are brought before the full board. 

Mr. Hewier. Could you tell us undér what conditions you sus- 
pend a member? 
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Mr. Crooxs. I believe we would suspend a member for a serious 
infraction of the rules of the exchange, or violation of the constitu- 
tion of the exchange. 

Mr. Hetier. What would be a serious violation? 

Mr. Crooks. Well, fraud, of course, would be expulsion—sus- 
pension for a capital violation; a willful breaking of a rule of the 
exchange, or of the Securities and Exchange Commission might re- 
sult in suspension. 

We have had one or two of those in the past 3 or 4 years. 

Mr. Hetter. Will you please discuss those cases which you have 
had in the past few years‘ 

Mr. Crooks. There is a suspension which occurred on March 4, 1948, 
for an allied member. The exchange suspended him for a period of 6 
months for not using due diligence to know the accounts which he was 
carrying on his books; negligence in the supervision of the accounts 
and extreme negligence in the control of his office. It was an out-of- 
town office of a member firm. 

That member was suspended for a 6 months’ period. 

Mr. Heuier. How did that situation come to your attention ¢ 

Mr. Crooks. Through the SEC. 

Mr. Heuer. You may proceed. 

Mr. Crooks. We had another one. 

Mr. Hetzer. Let us get some information about the member that 
you say was suspended for 6 months. 

Mr. Crooks. Yes, sir. 

Mr. Heuer. When did that take place, without telling us the name 
of this member—that is not a public record, is it ? 

Mr. Crooks. Oh, yes. It is public. That is the case of a suspension 
that occurred on March 4, 1948. 

Mr. Heuer. Have you followed up on this member since to see 
whether he has corrected the condition that brought about his suspen- 
sion ¢ 

Mr. Crooks. Oh, yes. 

Mr. Heuier. And has that situation been corrected ? 

Mr. Crooks. The situation has been corrected. 

There was another suspension for a 6-months’ period on the 29th 
of April 1948; that suspension was the result of a violation of the short- 
selling rule; improper supervision of accounts in the office of a member 
firm. 

Mr. Hetier. How did that come about ; was that uncovered by one 
of the spot checks ? 

Mr. Onsen That was uncovered by an examiner of the exchange. 

There was a suspension on June 23, 1949, where a member of the 
exchange and an allied member of another firm were suspended for 6 
months each. That was as a result of a mark-up of stock at the close 
of the market. That was detected by the then chairman of the board, 
Mr. Coleman, by noticing the action of the stock right near the close of 
the market. 

Mr. Heuxer. Will you tell us more about that? What do you mean 
by mark-up? 

Mr. Crooxs. I think Mr. Coleman can better answer that. 

Mr. Heuer. Mr. Coleman, do you care to discuss that ? 


23578—52—pt. 1——-58 
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Mr. Coteman. Mr. Chairman, in line with the discussion that the 
present chairman of the board gave, I will say that I was crossing the 
floor, you see, as a floor official or floor governor, as you saw on Satur- 
day. We have those transluxes all over the room, that you watch the 
market from, in your own interest, from your personal viewpoint, and 
in your supervisory capacity in which you function as a governor. 

I was walking across the floor preparatory to going to the sixth 
floor, to the office, and the market had been quite weak. All of a 
sudden this string of this certain stock came through. The stock 
moved up about a point and a quarter, as best I could fix it. Anyway, 
I saw the unusual action of the stock, contrary to the then trend of 
the market. I went over to the post and as I walked by I asked who 
bought, because it was a buying transaction. I was not concerned with 
the sellers at that time. 

I immediately went to the sixth floor and saw the then president, 
and Mr. Gray, who was in charge of the member firms. We did 
nothing that evening. At 10:30 next morning Mr. Gray sent for the 
head of the firm for whom the order was executed, and I went on the 
floor again to discuss it with the broker who executed the customer’s 
order. And, we brought them up to the office and had a conference 
with them as to the matter, in the eleventh floor of the stock ex- 
change, and the whole story was unfolded. 

As a result of that charges were preferred and the department of 
member firms did the investigating and the gentleman was tried and 
suspended for 6 months. That was just by an action of the eyes in 
supervising the floor. 

Mr. Hetter. That is a very interesting account of how you gentle- 
men police that market. 

Mr. Coteman. A specialist has the responsibility, Mr. Chairman, 
for a stock not selling a point apart under 20—from 10 to 20 and over 
20, 2 points, without the approval of the governor of the exchange. 

So, you do not have any unusual price movements on the floor of 
the exchange without complete supervision by a governor. The opera- 
tion cannot take place. You have to get the governor’s name signed 
to the sheet. So you see, you see the actions all day long. You are 
present and you see the action of the market. 

Mr. Hetzer. In the case you just related, Mr. Coleman, what did 

you do; prefer written charges? 
" Mr. Coreman. Yes, he was served with a written charge and must 
answer within 2 weeks. You see, the board accepts the charges and 
serves them on the member and he can reply either in writing or 
orally. 

But, you must appear in person. He can return his written defense, 
which is then submitted to the board but he then still has to sit there 
and be subjected to the questions of any member of the board who 
wants to ask any questions. 

Mr. Hetzer. Does the offender usually put in a defense? 

Mr. Coteman. The best that he can. 

Mr. Hetier. He did in this instance? 

Mr. Coteman. Yes. 

Mr. Hetzer. Is he permitted es mgrangm by an attorney? 

Mr. Coteman. I beg your pardon? ; 

Mr. Hetzer. Is he permitted representation by an attorney ? 


Mr. Coreman. No, sir. 
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Any other member of the exchange can come in and assist him, but 
any member of the exchange who sits there and answers for him, 
answers for the defense. 

Mr. Heuer. It is in the nature of a court martial ? 

Mr. Coteman. I will say, yes. 

Mr. Crooks. Similar procedure. 

Mr. Heiter. Mr. Coleman, do you have a list of similar instances, 
cases similar to the one that you have just described? I know that we 
cid not ask you to prepare such a list, but this has been very interesting. 

Mr. Coteman. I have one suspension in my administration. 

Mr. Hexrer. I am interested in hearing about expulsion cases. 

Mr. Coteman. Well, there was a young fellow who was expelled. 
I received a complaint from his partner that he did not think that he 
was acting properly. So, I began an investigation in conjunction with 
Mr. Gray, under the department of member firms. We started this 
investigation and it may have lasted for a period of 5 weeks. 

After the investigation by the department and inquiries by some of 
the governors assigned to it, charges were preferred against this young 
man, and the trial did not last 15 minutes. He came in and plead 
guilty, and he was expelled. 

Mr. Heiter. When did this take place? 

Mr. Coteman. In 1944 or 1945. It was just an unfortunate situa- 
tion. He was a young man about 28 or 29 years of age. It was the 
shortest trial on record. After the charges were read, he just stood 
up before the board and plead guilty. There was not anything else for 
the board to do but expel him. 

Mr. Hevier. What exactly was the charge? 

Mr. CoteMan. He was putting the best of trades in his own account : 
certain trades. 

Mr. Hetier. Are these cases which you have just described, Mr. 
Coleman, and Mr. Crooks, are they disciplinary actions as a result of 
your own checks, or does that come about after receiving complaints 
from the SEC? 

Mr. Coteman. Anything that happened in that connection, any 
action that I ever took was the result of my discovering conditions 
myself or through the initiative of the staff, of spot checks, or by this 
one complaint. 

Mr. Crooks. I do not recall, Mr. Chairman, any case where dis- 
ciplinary action has resulted in the case of any case given to us by the 
Securities and Exchange Commission; do you, Mr. Gray? 

Mr. Gray. Yes; I recall one case. 

Mr. Hetxier. Have there been any reports from the SEC? 

Mr. Coteman, We may have had some others. 

Mr. Gray may be more familiar with them. 

Mr. Heiter. Would you please discuss that phase, Mr. Gray. 

Mr. Gray. From time to time we do get communications from the 
Commission in which they point out that their examiners in going 
around, in a particular firm had picked up an apparent violation of 
our rules. 

They turn those over to the exchange to handle itself. The ex- 
change then makes its own investigation and interrogates the person 
involved and reports the matter to the advisory committee or the 
board, depending on the seriousness of the violation for whatever 
dlisciplinary action the committee or board wants to take. 
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Mr. Hetier. Approximately how many such charges and complaints 
do you get from the SEC during the year? 

Mr. Gray. Ten to twelve, I would say; that is a pure guess. 

Mr. Heuer. Of these complaints that you have received from the 
SEC, none of them ever resulted in any expulsions ¢ 

Mr. CoteMan. None have resulted in expulsions. 

Mr. Hewier. Just fines? 

Mr. Coteman. Fines, some of them. 

Mr. Hetter. They could not have been of a serious nature, could 
they? 

Mr. Coteman. I do not recall any of a very serious nature. 

Mr. Hetier. Mr. Crooks, coming back to you again, under what 
circumstances would a security be delisted from the exchange? Are 
you in a position to give that information ¢ 

Mr. Crooks. Speaking in a broad way, I would say that we would 
delist the security if we were convinced that the outstanding stock 
were so small that it would be impossible to maintain an orderly 
market in the security. 

We had one case a few years ago, I believe, when Mr. Coleman. was 
chairman, of the New York and Harlem Railroad, which of the out- 
standing stock I believe, practically 90 percent of it is owned by the 
New York Central Railroad. 

We were having some difficulty in maintaining a market in the 
New York and Harlem and we proceeded with delisting; applied to 
the Commission and proceeded with the delisting. But first we held 
a public hearing in the board of governors’ room of the exchange to let 
the public voice their opinion on whether it should be delisted or not. 
We fad, I believe, 20 or 25 people appear who were very outspoken 
in their criticism of our desire to delist and we did not proceed with 
the delisting. It is still traded on the New York Stock Exchange. 

Mr. He ier. Let us come back a moment to the statement made by 
Mr. Funston. In his statement he talks about the rules and regula- 
tions of the stock exchange, and then says: 

This does not, of course, imply that the present machinery cannot be perfected 
further. 

In your opinion, can you perfect that machinery with respect to the 
policing powers any better than what you have done? 

Mr. Crooks. No; I think our policing power today, the way it 
operates, operates as well as they can ever be expected to operate. I 
would think that what the President meant by that statement was 
that we continually revise our rules and adopt new rules as new 
circumstances appear. 

If some practice appears in the market that we think is detrimental 
to the best interest of the exchange, we will pass a rule. 

I might give you an instance of what happened recently where we 
did adopt a policy. Recently when companies would declare sizable 
dividend 2, 3,5 or 10 dollars a share, a practice arose where a corpo- 
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ration which under the tax laws could keep 85 percent of that divi- 
dend would buy the stock, the stock carrying the dividend, and imme- 
(liately resell it in order to get the dividend of which they could keep 
85 percent. 

The practice we objected to was that the seller of the stock did 
not own the stock. He would go short of it. In other words, creat- 
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ing a fictitious dividend. You would buy the stock from me. I sold 
it to you. I did not own it. You would immediately sell the stock 
back to me. So we would in effect create a fictitious dividend. We 
immediately stopped that, passed a rule prohibiting it. 

We have to be constantly aware of what is going on in the market 
and adopt rules to prevent conditions which we think are detrimental 
to the exchange. 

Mr. Hetter. On the whole, however, you feel that the policing 
situation is pretty well under control ? 

Mr. Crooks. It is very effective. 

Mr. Hetxier. Would you care to give us your opinion with respect 
to the stabilization process ¢ 

Mr. Crooks. Yes. The stabilization process is a procedure that has 
been developed in, in consultation with various segments of the in- 
dustry to aid and help in the primary offering of securities and the 
stabilizing of the for 4. while the offering is going on. 

Mr. Hetirr. Is that not a form of manipulation ¢ 

Mr. Crooks. I do not believe it is; no, sir. As a matter of fact, I 
would say, Mr. Chairman, that the greatest user of the stabilization 
process is the Federal Government. When the Federal Government 
sells new securities in the form of Government bonds, it stabilizes the 
market, and does it once or twice or three times a year, whenever it 
offers securities. 

Mr. Heuter. How, in your opinion, can that be done and be bene- 
ficial to the market ? 

Mr. Crooxs. The stabilization process stabilizes the prices. If I 
might put myself in the position of a stockholder of a corporation 
which decides to sell 200,000 or 300,000 or 400,000 shares of new stock, 
without this stabilization process I might see the value of my securit 
decline substantially while the distribution was going on and I think 
it aids me and helps me by maintaining the value of my security by 
this stabilization procedure. 

Mr. Hewter. In your opinion, has it been effective ¢ 

Mr. Crooks. It has been effective; yes, sir. 

Mr. Heuer. In your opinion, have the Securities Acts restricted 
the volume of the business on the exchange / 

Mr. Crooks. No, sir; I do not think they have. 

Mr. Heiter. In your opinion what has been the effect 

Mr. Crooks. I think the Securities Acts on the whole have been very 
beneficial to the industry. 

Mr. Heiter. Would you say that they are desirable / 

Mr. Crooks. I think they are desirable. 

Mr. Heutier. What is the solvency record of the members of the 
exchange’ I know that some mention was made by Mr. Funston of 
that. 

Mr. Crooxs. The solvency record of the members of the exchange 
for a period of 52 years, I believe, is 99.75 percent. For the past 14 
years it has been 100 percent. 

Mr. Hetzer. Mr. Crooks, as we understand, the exchange rules cover 
all activities of members; is that correct ¢ 

Mr. Crooxs. That is correct. 

Mr. Heuier. Do you have rules for the odd-lot dealers? 
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Mr. Crooks. No; we do not have rules for the odd-lot dealers in 
our constitution. 

Mr. Hetzer. Will you explain why you do not cover the odd-lot 
dealers ¢ 

Mr. Crooks. The odd-lot dealer would be bound by the rules of the 
exchange to the extent that any other member would be bound by the 
rules of the exchange, so far as carrying out the business in an orderly 
fashion is concerned. We do not have any rules pertaining to the 
odd-lot dealers differential. 

We believe that is a matter of the dealer’s profit and we believe 
that should rest with the odd-lot houses; we should not dictate to them, 
the dealer profits that they make on transactions, unless, of course, 
it were exorbitant in which case we would take action. 

Mr. Hetier. Is the differential on odd-lot sales the same on the 
stock exchange as it is on the curb? 

Mr. Crooks. I do not know, Mr. Chairman, whether it is or not. I 
do not quite know what the differentials are on the curb. The differ- 
ential on the exchange is one-eighth of a point away from the round-lot 
block up to a price of 40 and above 40 it is one-quarter. 

Mr. Heuier. There are rules regulating differentials on the curb; 
is that correct? They have rules regulating the odd-lof dealer ¢ 

Mr. Crooxs. I do not know whether the curb has that incorporated 
in their rules or not. Iam not sure, Mr. Chairman. 

Mr. Hetxer. Mr. Crooks, what is your opinion regarding the pe- 
riod of time required to report tradings by insiders ¢ 

Mr. Crooks. Now, as I understand it, under the act, any insider 
must report any transaction he makes 10 days after the Ist of the 
month following the month in which he made the transaction. 

I think that time should be shortened considerably so that the 
public would know sooner than that what action has been taken by 
the insider. I think that would be about the most beneficial thing 
that could happen in connection with section 16. 

Mr. Hetter. What would be your recommendation ? 

Mr. Crooks. I would say some period of time, I should think that 
it should be 6 or 7 days. At the present time a man might come 
under the law now and wait 40 days before he reports a transaction. 
I think the reporting should be much more prompt than that. 

Mr. Hetier. Have you ever made a recommendation to that effect to 
the House or the Senate / 

Mr. Crooks. No, we have made no official recommendation. 

I think at various times we have discussed that with the Commis- 
sion. 

Mr. Chairman, I now understand from Mr. Rosenbery, our counsel, 
that we did make such a similar recommendation or showing about 
insiders at a hearing before the Congress in 1941, in connection with 
a review of the Securities Exchange Act. 

Mr. McGurtre. Mr. Chairman. 

Mr. Hetzer. Mr. McGuire. 

Mr. McGuire. The only thing I have to say is I think that it has 
been an excellent idea to have you four gentlemen here at the table 
together to answer all these questions, and it amazes me to think that 
you have 93 years’ experience, for such young-looking gentlemen. 

Mr. Crooxs. Thank you, Congressman. 
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Mr. McGuire. Another thing, I do not know what this room is 
ordinarily used for, but in spite of the hammering and the banging, 
and all of the noise from the traffic on the outside, I think that you gen- 
tlemen have displayed excellent qualities of calmness, and if I were 
more literate I might say “sang-froid.” 

Mr. Crooks. Thank you, Congressman. 

Mr. Hettrr. I guess that about closes the questions we have and 
concludes our second public session. 

I want to take this opportunity to thank you, Mr. Funston, and the 
gentlemen who are associated with you for your very, very fine co- 
operation. 

This subcommittee certainly appreciate the suggestions and recom- 
mendations which you have presented to us for your organization. 
We may not wholly agree with them all, but they certainly will present 
very interesting channels for discussion when we write our report. 

We thank you. 

Mr. Funston. Thank you, Mr. Chairman. 

(Thereupon, at 12:45 p. m., the subcommittee adjourned to meet 
at the call of the chairman of the subcommittee. ) 
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STUDY OF THE SECURITIES AND EXCHANGE COMMISSION 


THURSDAY, MARCH 27, 1952 


House or REPRESENTATIVES, 
SUBCOMMITTEE OF THE COMMITTEE ON 
INTERSTATE AND ForEIGN COMMERCE, 
Washington, D. C. 

The subcommittee met at 2 p. m., pursuant to call, in room 1334, 
New House Office Building, Washington, D. C., Hon. Louis B. Heller 
(chairman of the subcommittee) presiding. 

Mr. Heiter. Commissioner, would you be good enough to raise 
your hand and be sworn? 

Do you solemnly swear that the testimony you will give will be 
the truth, the whole truth, and nothing but the truth, so help you, 
God ¢ 

Mr. Mitz0Nnz1. I do. 


TESTIMONY OF ROBERT I. MILLONZI, COMMISSIONER, SECURITIES 
AND EXCHANGE COMMISSION 


Mr. Hetier. Will you give the reporter your full name and your 
home address ¢ 

Mr. Mittonzi. My name is Robert I. Millonzi. In Washington, I 
reside at 3048 R Street NW., but my place of residence is in Buffalo, 
N. Y., at 28 Oakland Place. I am a duly licensed attorney at law, 
licensed to practice in all courts in the State of New York, the Tax 
Courts, all Federal courts, and the Supreme Court of the United 
States of America. I was admitted to the bar in 1935. I do not know 
how much more you want. 

Mr. Hexwer. That is all right, Commissioner. Will you give us a 
little bit of your background, legal and business experiences that you 
have had prior to becoming Commissioner of the SEC ¢ 

Mr. Mivvonzi. I practiced law following my admission to the bar 
with the firm of Coatsworth & Diebold, Buffalo, N. Y., now the firm 
is known as Diebold & Millonzi, and I am now a partner in that firm. 
I practiced law continuously off and on until I was sworn in as 
Commissioner of the Securities and Exchange Commission on June 21, 
1951. 

Between 1940 and 1943, I was a counsel for the New York State 
Department of Agriculture and Markets, and in that capacity handled 
legal work for that department. 

At the time of coming to Washington to serve as Commissioner, 
I was a director, a member of the executive committee, and counsel 
for the First National Bank of Buffalo. 
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I was also attorney for the Western Savings Bank of Buffalo, the 
latter being a mutual savings bank and the Saciaar being a national 
commercial bank. 

I have been director and officer of various business corporations 
since 1935, notably president and a director of Purity Manufactur- 
ing Co., Cattaraugus, N. Y., and still am a director of the Monroe 
Abstract & Title Cor p. of Rochester, N. Y. 

My law practice has consisted of general banking and _ corporate 
work with particular reference to the financing of corporations, labor 
relations, tax matters, as well as general corporate practice. 

I could go on, Mr. Chairman. 

Mr. Heiter. I think that is sufficient for the record. 

Commissioner, do you adopt the statement on the Trust Indenture 
Act of 1939 submitted by the SEC on October 29 as your statement ¢ 

Mr. Mittonzi. I have that statement before me and I have read it. 

Mr. Hetxer. Do you adopt it as your direct testimony ? 

Mr. Mit1onz1. I do. 

(The statement is as follows :) 


THE Trust INDENTURE ACT oF 1939 


The Trust Indenture Act of 1939, which grew out of the extensive investigations 
conducted by this Commission at the direction of Congress, requires that debt 
securities, exceeding $1,000,000 in principal amount, which are to be offered 
publicly, must be issued under the indenture which meets the requirements of 
the act and which has been qualified with the Commission. 

This statute was designed to correct certain defects which had existed in trust 
indentures employed in connection with the public sale of debt securities and 
to provide a means whereby the rights and interest of securities holders could 
be more effectively safeguarded. An indenture to be qualified under the act 
must conform to specific statutory standards. The Commission has no powers 
with respect to the enforcement of the provisions of the indenture. Its only 
functions under the act are to see that the trustee is eligible and qualified as 
provided in the act, and that the provisions of the indenture conform to the 
prescribed standards. The basic premise of the statute is that the terms of the 
trust indenture will provide adequate protection for investors. Congress, there- 
fore, considered it appropriate to leave enforcement of such terms to the bond- 
holders without the continuing supervision of a governmental agency. 

One of the principal objectives of the act is to insure the services of an 
effective and independent trustee. Standards are established relating to the 
eligibility and qualification of trustees. Thus, provisions must be made for a 
corporate trustee with a minimum capital and surplus of not less than $150,000 
and with certain specified powers and duties to insure the more adequate pro- 
tection of investors. The act requires that, if a trustee has or acquires a speci- 
fied interest which is in conflict with the interest of security holders, it must 
either eliminate the conflict of interest or give up the trusteeship. 

The areas of conflicting interest are defined in some detail in the act. In 
general, the trustee must not be affiliated either with the debtor corporation or 
with an underwriter of the indenture securities. It is apparent that, if a trustee 
has an equity interest in or is subservient to a debtor corporation or underwriter, 
in the event of a default or the threat of one, the trustee may not operate in 
the best interests of the bondholder. Experience has also proved that there 
is grave danger in permitting the trustee to be affiliated with an underwriter of 
the indenture securities, since, in default situations, underwriters have in the 
past, on occasion, considered it to their interest to conceal the default long enough 
to secure control of reorganization committees, The act is designed to eliminate 
the use of such friendly, inactive, or complacent trustees who fail to exercise 
their powers under the indenture and take no steps contrary to the wishes of the 
debtor corporation or the underwriter. In furtherance of this objective, the 
act requires the trustee in case of default to use the rights and powers vested in 
it by the indenture and to use the same degree of care and skill in the exercise 
of such powers as a prudent man would exercise or use under the circumstances 
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in the conduct of his own affairs. The effect of these provisions is to bring in- 
denture trustees up to the level of diligence and fidelity traditionally associated 


with trustees, 
The act also requires periodic reports by both the debtor corporation and the 


trustee with respect to compliance by the debtor corporation with the conditions 
and covenants contained in the indenture and as to the trustee’s continued 


eligibility. 

In the administration of this statute, the Commission has made its staff avail- 
able to discuss with applicants and their counsel, in advance of formal filing, 
any questions which might arise in connection with meeting the requirements 
of the act. It has also encouraged the practice of submitting copies of proposed 
indentures for informal preliminary examination. Rules and practices have 
been adopted with the view to making it possible for applicants to qualify in- 
dentures with a minimum of time and effort. Since an offering of securities 
under the Trust Indenture Act usually requires a simultaneous registration of 
such securities under the Securities Act, the processing of applications under the 
Trust Indenture Act has been integrated to the greatest extent possible with the 
registration procedures under the Securities Act. 

Since the effective date of the Trust Indenture Act of 1939, 1,141 indentures 
have been qualified under the statute by 610 issuers covering over $21,500,000,000 
principal amount of debt securities. 


Mr. Heiter. Commissioner, in your statement, you state : 

This statute was designed to correct certain defects which had existed in 
trust indentures employed in connection with the public sale of debt securities 
and te provide a means whereby the rights and interest of securities holders 
could be more effectively safeguarded. 

I wonder whether you would care to talk about these defects and 
abuses which existed. 

Mr. Mittonz1. As you know, a trust indenture is an instrument 
under which and by which debt securities are offered to the public. 
The Trust Indenture Act of 1939 resulted from a study and investiga- 
tion requested by Congress of the Securities and Exchange Commission 
when it passed the act of 1934. It was part of an over-all study of 
protective and reorganization committees. 

Part 6 of our report upon this investigation contains many illustra- 
tions of the abuses and defects, and the act was designed to correct 
them. It would take considerable time to make an exhaustive and de- 
tailed analysis of the many instances of abuses and defects, but gen- 
erally they are as follows: 

It was discovered in the issuance of notes, bonds, debentures, evi- 
dences of indebtedness and certificates of interest or participation 
therein, which were offered to the public in many cases, that the obligor 
in the first place failed to provide a trustee to afford investor pro- 
tection and represent the interest of such investors. 

Similarly, it was extremely difficult for the individual investor to 
act for himself because of the great expense involved in bringing a 
lawsuit by way of a single claim under a trust indenture. 

It was also almost impossible to find out who the other holders of 
the same securities were so that they could bring a concerted action. 
It was not possible to get a list of the holders of the same type of 
security. Now, that was onerous; it was expensive, and it repre- 
sented the first big defect. 

Secondly, it was discovered that the trustee named in the indenture 
did not have adequate rights and powers. His duties and responsibili- 
ties were not outlined insofar as they were supposed to represent the 
rights of the investor. Nevertheless, the investor assumed, when he 
bought the security, that the trustee was there to look after his interest 
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and had an affirmative duty to press his claim in the event of default. 

Furthermore, many trust indentures were so worded that the trustee 
had no obligation to do anything at all in the event of default unless 
he was given a formal notice of default by a certain percentage of the 
securities outstanding. In other words, the trustee would have notice 
or know that a certain issue was in default, but unless (under the 
indenture) a certain percentage of the security holders went to him 
and formally told him that the issue was in default, he was not re- 
quired to do anything. 

Then, again, he was relieved from any liability for his own negli- 
gence or own failure or remission to act. 

Thirdly, very often the trustee did not have sufficient resources to 
meet his responsibilities and in many cases he had a relationship with 
the issuer or underwriter that conflicted with the interest of the 
investor whom he was supposed to protect. 

Fourthly, the trustee was not required to give the investor any in- 
formation about the issue, the financial condition or status of payment, 
and even if the trustee wanted to pass on information to the holder 
of securities he had no way of finding out who the other security 
holders were. 

The trust indentures, they found, often contained provisions which 
were misleading, deceptive, and full disclosure certainly was not 
given, particularly with respect to very important indenture pro- 
visions. 

Lastly, the indentures were commonly prepared by the issuer or 
underwriter in advance of the sales so that the investor had no way 
of participating in the preparation of the indenture or had anything 
to say about it; and, because of this, the general lack of understand- 
ing and their inability to get full disclosure, it was impossible for 
them to suggest any other clauses which might go into the indenture 
to afford them greater protection. 

It was apparent that the investor was not being looked after and 
the trust indenture had to be refashioned to provide maximum pro- 
tection, full disclosure, and adequate representation by a qualified 
and responsible trustee with all rights retained by the investor. That 
is, so he could press his own claim if he chose to do so; and the elimina- 
tion of any special interest or conflict of interest between the issuer 
and the underwriter and the investor. 

Mr. Hetier. Would you say that the defects and abuses which you 
have just described have been corrected under this act ? 

Mr. Mittonzi. Let me state, Mr. Chairman, if I may, there are very 
definite requirements in the act that I intend to point out in answer 
to your question. 

Mr. Hetzer. Will you discuss those ? 

Mr. Mitzonz1. I shall be glad to. 

Section 310 (a) requires that there be a corporate trustee with 
assets of at least $150,000 that is qualified to exercise corporate-trust 
powers and authorized by the indenture to perform all the rights, 
duties, powers, and obligations thereunder. 

Section (b) provides that the indenture trustee must not possess 
specified conflicts of interest or have any control relationships with 
the obligor or the underwriter. 

Section 311 provides the indenture trustee must not obtain a prefer- 
ence within 4 months of a default. 
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Under section 312 the trustee must maintain a bondholder’s list 
and make it available to three or more bondholders of 6 months’ 
standing for legitimate purposes. 

Section 313 requires the trustee to send annual reports to bond- 
holders as to its eligibility and its qualification; advances by the 
trustee for which a prior tien is claimed; other indebtedness to the 
trustee by the obligor; property and funds in the possession of the 
trustee; any releases or substitution of property securing the bonds, 
additional issues, and other matters of importance. 

Provision is made for interim reports of releases and substitutions as 
well as advances by the trustee when equivalent to 10 percent of out- 
standing bonds. 

Section 314 (a) provides for the giving by the obligor of reports to 
the trustee that are similar in nature to the reports filed by our Com- 
mission pursuant to the Securities and Exchange Act of 1934. Addi- 
tional reports may be required and summaries must be sent to bond- 
holders. 

Sections 314 (b), (c), (d), and (e) require the obligor to give the 
trustee evidence of the proper recording of the indenture, evidence of 
compliance with conditions precedent, and certificates of fair value 
of property released from or subjected to the lien of the indenture. 

Sections 315 (a) and (d) prescribe the standards of conduct by the 
trustee before and after default. No provision of the indenture now 
may relieve the trustee from liability for negligent action, negligent 
failure, or willful misconduct. However, before default the trustee 
is liable only for express duties specifically set out in the indenture, 
and the trustee may rely upon certificates or opinions in the absence 
of bad faith. 

There was considerable discussion of this provision in the congres- 
sional hearings leading up to the act. I do not think it is a matter 
of great moment, but the question of the “prudent man” rule and the 
elimination of liability of the trustee for acts of negligence or mis- 
feasance was discussed at some length. The trustee may at any time 
rely on the direction of the holders of a majority of outstanding bonds 
and is not liable for errors of judgment made in good faith by re- 
sponsible officers. 

After default the trustee must act as a prudent and reasonable man 
would, under the circumstances, in the conduct of his own affairs. 
Then the trustee must report to the bondholders all defaults known 
to him within 90 days of occurrence. 

It is interesting that provisions may be made for the withholding 
of that information from the bondholders, except in the case of 
default in the payment of principal, interest or sinking fund install- 
ments, as determined in good faith by designated officials of the 
trustee as being in the best interest of the security holders. It 
was thought there that there might be circumstances where it would 
be desirable for the trustee not to report a default to the bondholders. 

Now, under section 316 the right of the holder to receive principal 
and interest on his own bond and to enforce it by suit may not be 1m- 
paired without his consent. Then the trustee must be empowered to 
file suits and proofs of claim on behalf of bondholders, which gives 
him the right to carry out in the event of default. 
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Finally, section 317 (b) requires that each paying agent agree to 
hold all sums in trust for the benefit of security holders and the trus- 
tee, and to give notice to the trustee of defaults; and, in the event of a 
conflict between indenture provisions, the required statutory provis- 
ions shall control. 

I think that those sections pretty well give the protections that the 
investor is entitled to, and I believe that under our administration 
—and we look for these clauses very carefully—these abuses and de- 
fects have been pretty largely eliminated. 

Mr. Hetuier. Mr. Commissioner, the Securities Act deals with full 
and adequate disclosure, as we all know. The Trust Indenture Act pro- 
vides, in addition, for full, adequate disclosure of protective features 
which you have just described. From your limited experience with 
the Commission, and I take into account naturally that this has only 
been since June of last year, would you have an opinion as to why 
this additional protection was given to indenture securities? 

Mr. Mitio0Nnzt. I think the first reason is that they apply to a differ- 
ent type of security. The 1933 act concerns itself generally with 
equity securities. The Trust Indenture Act concerns itself with debt 
securities. Now, I must state that, in almost every case within the 
amounts that are necessary to have a trust indenture, there is simul- 
taneously filed on the very same issue a 1933 act statement giving full 
disclosure so that you have in the majority of these issues, or I would 
say the great majority of these issues, full disclosure under the 193: 
act as well as the protective features that are boiler-plated, so to speak, 
by the act under trust indentures. 

The trust indenture is simply a way to make a debt security—this is 
my opinion—more desirable to the investor. It is in form and theory 
a first mortgage or it purports to give a lien on the property of the 
issuer, and to that extent the investor buys the debt security, feeling 
that he has some kind of claim on the property of the issuer. 

To that extent I think that you have a acct between the t 
of thing you are trying to do under the 1933 act with full disclosure 
and this act which concerns itself with safeguarding rights to enforce 
upon default. 

A debt security is a promise to pay. An equity security is not. So 
that what we are concerned with here is getting a contract between 
the parties which will enable the holder to get his money back because 
it is essentially a promise to pay. 

Does that answer your question, Mr. Chairman ? 

Mr. Heuxer. It certainly does. 

Mr. Mittonz1. Allow me to state further that the glaring abuse 
that was uncovered by the investigation made under the supervision 
of now Supreme Court Justice Douglas into trust indentures was the 
fact that the trustee virtually had no obligations to do anything to 
protect the investor and that very frequently the trustee was little 
more than an arm of the obligor and there was a very definite conflict 
of interest between the trustee and the investor who purchased the 
securities. When the investor did look to the trustee, he assuming 
that there was a fiduciary relationship, he found that the indenture di 
not provide for a fiduciary relationship. The exculpatory clauses that 
were contained in the trust indentures merely made him an anomaly 
or a dummy or figurehead without any real duties or obligations. 
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Mr. Heuer. In those days the indentures sometimes ran as high as 
a hundred pages; is that correct ? 

Mr. Mit1onz1. Mr. Chairman, this is one of our present indentures 
consisting of two volumes. Let me state that a trust indenture may 
be filed and securities under a trust indenture may be issued from time 
to time for a long period, and what they do is to file amendments to 
the original trust indenture and simply issue more securities under 
the same arrangement, so that we may om over in ovr office a trust 
indenture that is there for 10 years, and whenever new securities are 
to be issued, they are issued under the terms of the original indenture. 

Mr. Heuer. Does your experience show that trustees have been 
active in defaults which have occurred since the passage of the act? 

Mr. Mivvonzt. As you are well aware, fortunately we have not had 
a major economic retrogression since 1939 when the act was passed, 
We have had very little litigation concerning the Trust aa 
Act, and I want to state furthermore that the theory, the philosophy 
of the act, was that once the trust indenture was qualified under the 
1939 act, we have nothing more to do with it. In other words, what 
we do in the first instance is to see to it that the investor is protected. 
From that point on it is up to the investor to assert his own claim. 

There has been very little litigation concerning any of these trust 
indentures, and to that extent I think that it can fairly be stated that 
the act has been successful. If we do get into a major economic dis- 
location with several defaults, then we are going to know a lot more 
about how effective this act has been. 

Mr. Heiter. Commissioner, do you have any indentures used in 
connection with securities which have been registered under the act 
under which defaults have occurred ¢ 

Mr. Mirionz1. There is a provision that reports of defaults be 
given by the trustee, and we have had one or two instances, from what 
I have been just informed, of such notices. There has only been one 
lawsuit or one instance of litigation, I should say, where we have 
appeared as amicus curiae on a question that involved an interpreta- 
tion of the act. I want to reiterate that this is the type of thing that 
‘an only be fully tested where widespread defaults occur as a result 
of serious economic dislocations. 

Mr. Heiter. Has the Commission had any experience with pro- 
tective committees in connection with indentures that have come under 
the indenture provisions of the act ? 

Mr. Mittonzi. None. 

‘Mr. Hetier. Do you have a record of the cases which were liti- 
gated? Do you happen to have a record with you on those cases ? 

Mr. Mittonz1. I will be glad to provide them and give you cita- 
tions as well as our brief amicus curiae in the case. I don’t have them 
with me now, but there have only been a few cases. 

Mr. Heuer. Can you supply us with the name of the cases and we 
will put them in the record at this point. 

Mr. Mittonzti. I will be glad to. 

(The cases referred to follow :) 

The Commission, as amicus curiae, filed a brief relating to the Trust Indenture 
Act in Continental Bank and Trust Co. v. First National Petroleum Trust (67 
F. Supp. 859 (1946) ). In addition, the following cases, in which the Commission 


did not participate, have related to the Trust Indenture Act: Schallitz v. Star- 
rett Corp. (82 N. Y. 8. 2d 89 (1948) ) ; Haas v. Palace Hotel Co. (224 P. 2d 783 
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(1950), Cert. Den. 342 U. 8. 813 (1951) ) ; McQuinston v. Third Ave. Transit Corp. 
(S. Ct. N. ¥. Co. (1949), P-H Corp. Serv. Par. 20, 601, April 20, 1949). 

Mr. Hetter. Do you feel as a matter of actual fact that no longer 
do the same counsel serve for the trustee, issuer, or underwriter, 
which was one of the evils which the act was designed to correct? 
Has that been eliminated now? 

Mr. Mittonzi. We feel that it has been, and that is one of the things 
we look for very closely in all these trust indentures. We look also 
for any exculpatory provisions, as I have stated, relieving the trustee 
from any act which he undertakes under the trust indenture. 

Mr. Hetier. What has been the effect of the statute on the cost of 
trusteeship? Have they been much greater or less ? 

Mr. Mutzonzi. Mr. Chairman, I want to indicate that before and 
after the act a trust indenture is a rather lengthy and complicated 
affair. So with respect to the cost of preparation, I can see no appre- 
ciable difference either before or after the act. Specifically, we have 
no evidence to indicate there has been any substantial added cost for 
flotation of indenture securities as a result of the act. There are some 
forms, T-1 and T-2, for example, that have to be filed with us, but 
the added cost of filing those reports is negligible. 

Mr. Heuer. Are you able to tell us something about the fees of 
these trustees / 

Mr. Mitztonzr. We have made no study that I know of as to the cost 
of trustees before and after the act, Mr. Chairman, so that I am 
unable to indicate whether there is a difference. I do know from 
my experience in the banking business that services of this kind would 
cost more today than they did in 1939. 

Mr. Heiter. What change, if any, has occurred in the trustees busi- 
ness? In other words, has a special class of trustees developed follow- 
ing the act ¢ 

Mr. Mittonzt. No. By and large, trustees are generally banking 
institutions or individuals or a combination of _both. Before coming 
here I looked over one trust indenture that provided a bank as trustee, 
together with an officer of a bank. I personally think that it is desir- 
able to use banking institutions as trustees because banks do have and 
exercise trust powers in other respects. Then there is a continuity of 
existence in corporate form. It is easier to meet the provisions that 
the trustee must be worth at least $150,000. Another advantage is 
regular State and Federal examinations through FDIC, or State 
regulatory or Federal Comptroller of the Currency examination of 
banks which act as trustees, and I feel that this added protection makes 
the bank the logical and desirable person to act as trustee. 

Mr. Hetier. How far does the Commission go to determine whether 
the requirements meet the provisions of the act ? 

Mr. Mit1onzi1. Each proposed trust indenture is examined very 
closely to see that all of the provisions of the act are complied with. 

Mr. Heiter. Who makes the examination? 

Mr. Mitwonzt. Our staff. And unless all the provisions that the 
Congress has set out have to be included in the trust indenture are 
included, we won't give it clearance. Those are examined very care- 
fully and very painstakingly. 

Mr. Hexer. Has the Indenture Act, in your opinion, encouraged 
the trend toward private placement of indenture securities? 
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Mr. Musonzi. The problem of private placements is something 
that I would like to allude to a little later. I can only infer from my 
observations of the growth in the number and in the asset position 
of institutional buyers of securities that there must be a great number 
of direct nonregistered issues. There are a considerable number of 
placements in this type of investment, and these placements are 
private, because this is very frequently the type of investment that is 
attractive to an institutional investor. There has been: an increase, 
in other words, in private placements of not only trust indenture 
securities but every other type of securities, and I think that it has 
been caused generally by the building up, or the pressure of the build- 
up of accumulated funds in the form of savings which require invest- 
ment outlet, so that if there are more indenture securities which are 
privately placed, it follows the general trend and is not a result of the 
act. 
Mr. Heuier. In other words, they follow the trend of direct place- 
ment / 

Mr. Miutonzt. I believe so. It is interesting to note here, if I may, 
Mr. Chairman, that when these securities are placed privately, we 
have observed from time to time that they use a trust indenture that 
complies at least with all our requirements and is sometimes somewhat 
broader. 

Mr. Heiter. During the Senate debate on this legislation, there was 
considerable interest expressed by the Senate in making the provisions 
of the legislation applicable to debt securities issued by foreign gov- 
ernments and foreign corporations and sold in the United States. 
Commissioner, would you care to comment on this? Do you consider 
this to be an issue today requiring any legislative attention ? 

Mr. Mriiionzi. There is a difference, and I assume you made it, Mr. 
Chairman, between foreign corporations and foreign governments. 
Foreign corporations are subject to the Trust Indenture Act. With 
respect to the foreign governments, it is true they did give the matter 
very serious thought, but here again there is a different type of rela- 
tionship created between the purchaser of a foreign corporation de- 
benture and that of a foreign government. How does an individual 
investor sue a foreign government in the event of default? He must 
rely by and large on the faith and the credit of the foreign govern- 
ment that issues the debenture. He cannot go to war with the govern- 
ment in the event of default, and a sovereign government, as we all 
know, can’t be sued at will. Generally, the investor in a case of that 
kind has to depend on his government or a committee of other cred- 
itors to get together to make diplomatic presentation of their case, or 
may actually try to channel it through other forms. It might be pos- 
sible to have, and this in partial answer to your question, the under- 
writers sponsor the foreign government issue, just as he sponsors more 
or less other issues of foreign corporations and make him responsible 
to some degree for the collection of these funds. . 

But by and large I would say that because of the nature of the rela- 
tionship that is created as between the American investor on the one 
hand and the foreign government on the other, that is not deemed 
in my opinion to be a subject of legislative inquiry in this field. 

Mr. Hevier. I was very much interested in the statement that you 
made in which you indicated that you wanted to discuss direct or 
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private placement as a separate subject. I would like to get your 


comments on that issue, if you are prepared to do that. Will you tell 
us what your views are on that subject ? 

Incidentally, will you also tell us why in certain cases certain in- 
dividuals refer to these placements as “private” and some “direct” ? 
Is there any distinction ‘ 

Mr. Mittonz1. If there is one, I am not aware of it. It is a little 
too subtile for me. I think they are one and the same. I did state 
that the question of private placement is something that is of great 
concern to me from my observation since I have been here. 

I have some statistics and a chart which I would like to leave with 
you on this subject. I can only barely scratch this particular field 
because it isnot only a large and important field, but it has a very 
direct bearing on what we might call our economic future. 

People in the securities industry are acutely aware of the fact that 
more and more securities are being placed privately or directly with 
large institutional buyers. They complain, for example, that it is 
possible for an insurance company to take down, and I am not. limit- 
ing it to msurance companies, but for any large institutional buyer to 
take down an issue of, let us say, $40 million, a short time thereafter 
they can replace the issue either in toto or in part to several other in- 
stitutional buyers or they may hold onto the issue for 1 year and then 
dispose of it to the general public, all without reference to the 1935 
act's requirements. 

In that sense they are in competition with others who are distribu- 
ting securities without having to conform to the same general type of 
regulation. A considerable growth in private financing oceurred 
within the last 5 years with total sales by corporations during the 
period amounting to about $14 billion. This volume represents over 
40) percent of all issues offered by the United States corporations in 
those years. 

Now, with general reference to the situation and the reason for my 
concern, we have something today that we did not have 10 years ago. 
We have today either through direct negotiation, as a result of direct 
negotiation with labor unions, or for tax purposes, or because of high 
tax rates, or the general mores, a situation hake there are huge pen- 
sion funds that are being developed by several of the large United 
States corporations. In fact, it is not a trend, it is an established fact, 
and it is something that we are going to have with us and it provides a 
pool of capital for investment. 

The pension funds for a corporation like General Motors alone will 
run into several millions of dollars a year. That is one aspect. The 
second aspect is the growth of mutual funds. The third aspect is the 
growth of foundations, the growth of testamentary and inter vivos 
trusts for one purpose or another. 

All of these factors taken together give us a picture of large insti- 
tutions ‘buying common stock and preferred stock issues, or what I 
would lump as equity issues in addition to debt issues and Government 
bonds. ; 

These data I think will show the growth in percentage figures of this 
type of investment in common-stock equities. You must realize that 
today the stock market general return is something around 6 percent, 
and the bond return a little over 3. This has reversed the trend of 
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recent years when bonds were paying more than the common stocks 
were paying. 

Prior to 1947 and extending back through 1935, which was the first 
year in which there was a substantial volume of private placements, 
direct sales amounted to something over $8.5 billion and accounted for 
23 percent of all corporation financing. 

During 1951 the amount of private placements reached a new rec- 
ord, amounting to $3.4 billion. This amount compares with $2.7 bil- 
lion in 1950 and $3.1 billion in 1948, the previous peak. 

The comparison of public and private financing covering only issues 
of bonds, notes, and debentures shows even more strikingly the im- 
portance of direct negotiation in regard to long-term borrowing. 

It is true—I made a statement previously—that the institutional 
buyers were buying equity securities through direct or private place~ 
ments. I believe that the preponderant amount of private placements 
is in the form of notes or debentures because those are most easily 
handled in that way. 

A private investor today would not be attracted very much by a 
bond that pays 3.1 or 314 when he can put his money in a blue chip, for 
example, and nek 4 to 6 percent in the market by buying common stocks. 
But an institutional buyer, when he can buy or take down a large 
amount in dollar volume of securities by direct placement, is definitely 
interested in an investment of that type. 

Now, I have here some charts which I am going to place with you. 
I have not broken it down specifically into the different types of indus- 
try, but the manufacturing companies have been the largest issuers 
of private placements during the past few years. They have accounted 
for about 44 percent of all sales. 

Electric, gas, and water companies were next at 22 percent of the 
sales, followed by real-estate and financial firms of 14 percent, com 
mercial and miscellaneous with 11 percent, and the balance of 8 per- 
cent by issuers in the transportation and communications field. 

One of the large factors in this general picture is the life-insurance 
company. It has just occurred to me that the State of New York 
and I know the chairman is an alumnus of the very distinguished 
legislature of the State of New York—has passed a law enabling 
mutual-savings banks to invest up to 5 percent of their total assets 
in equity securities. This is another large pool of savings that is 
going to be available for common-stock investment, and I feel I 
should add that fact in the record, because the combined assets of 
mutual-savings banks in New York State alone runs into the billions. 

In the last 5 years, life-insurance companies have absorbed more 
than 90 percent of all private placements. The demand was gener- 
ated by life-insurance companies because of the tremendous accumu- 
lation of the funds of these companies, the necessity for investing 
large funds, and the restrictions on life-insurance companies’ invest - 
ments and stocks. I understand that in some legislatures this pro- 
hibition against investment in common stocks has been lifted. Cer- 
tainly, if they lift it for mutual-savings banks they are going to lift 
it for life-insurance companies. 

In 1930 the total assets of life-insurance companies amounted to 
about $19 billion. These grew moderately up until 1940 when the 
total assets amounted to about $31 billion. Then there began a 
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quickly accelerated growth in insurance companies so that at the 
end of the war such companies had $45 billion in assets. However, 
the expansion during the war was almost entirely in investments in 
Government securities. Such securities increased approximately $14 
billion from 1940 to 1945. 

In the postwar period, 1945 to 1951, life-insurance company assets 
increased over $23 billion. So that at the end of last year they 
amounted to more than $68 billion. Of this amount, $17 billion was 
expansion in the holdings of corporate securities and the greatest 
part of this expansion was in the form of privately placed corporate 
securities, 

It is easy to see that with life-insurance company assets expanding 
at the rate of over $4 billion per year, as they are currently doing, a 
substantial demand is created. The growth in life-insurance com- 
panies reflects, of course, the continuation of individual savings in 
this form in the postwar period, even though other forms of indi- 
vidual savings were curtailed. Therefore, it has come about that 
life-insurance companies have become the most substantial single form 
of individual savings in the postwar period. 

I have some tables which I would like to leave with you. I think 
it will be a little burdensome for me to read them off to you, but I 
would like to make one comment on each one, if I may, Mr. Chairman. 

Mr. Heuer. Yes. 

Mr. Mittonzi. The first table is entitled “All Corporate Securities 
Placed Privately and Offered Publicly, 1934-51.” This indicates a 
range from 8.2 in 1936 to 44.4 in 1951, and varies from year to year. 

Mr. Heuer. Do they indicate the resale of these securities? 

Mr. Mittonzi1. They indicate all corporate securities privately 
placed and offered peor ; 

Mr. Hetier. Very good. We will accept it for the record at this 
point. 

(Table 1 referred to is as follows :) 


TABLE 1.—AlIl corporate securities placed privately and offered publicly, 1984-51 


{In millions of dollars] 








| | | 
nee TS ee Percent || Ge es Pri- | Percent 
All . I wblicly | vately | placed || Ae F - | vately | placed 
iss 1¢s offered placed | privately issues offerec pliced_ | privately 
i | | | 
1934_____| 307 | 305 | 92 | 93.2 || 1943 1, 170 798 372 31.8 
1935 2, 332 1,945 | 387 | 16.6 || 1944. . 3, 202 2,415 | 787 | 24 6 
1935 4,572 4.199 373 | 8.2 || 1945 6, 011 4, 980 1,022 17.0 
1937 2, 309 1,979 | 330 | 14.3 || 1946 6, 900 4, 983 | 1,917 | 97.8 
1938 2,155 | 1, 463 | 692 32.1 |} 1947....-| 6,577 4,342| 2,935 | 34 0 
1939 2,164} 1,458 | 706 | 52.6 |} 1948 7, 078 3,901 | 3, 087 | 13.6 
1940 2, 677 | 1, 912 | 765 | 28.6 |} 1949 ___ 6, 052 3, 550 | 2, 502 | 41.3 
1941 2, 667 | 1, 854 813 30.5 | 1950 6, 362 3, 681 | 2, 680 42.1 
1942 1, 062 | 642 420 | 39.5 ! 1951 7, 766 4,316! 3448 | 44 4 
' ' ' 


Mr. Mittonzi. Table 2, entitled “Corporate Bonds Placed Privately 
and Offered Publicly, 1934-51,” indicates a range of 9.2 in 1936 to 
58.8 in 1951. 

Mr. Hetier. Again, you are referring to resale? 

Mr. Mitionzr. No; I am talking about original issue. 

Mr. Hetier. Do you have any records of resale of individual issues? 
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Mr. Mit10nz1. We do not. If they are exempt from the provisions 
of our act, we would have no way of determining what has been done 
with the securities. 

Mr. Hetuer. I see. 

(Tuble 2 referred to is as follows :) 


TaBLe 2.—Corporate bonds’ placed privately and offered publicly, 1934-51 


[In millions of dollars] 





" | | | | . 
| Percent || | Percent 











Year All bond | Placed Offered bonds || Year | All bond; Placed Offered bonds 
offerings | privately | publicly | privately offerings | privately | publicly | placed 
| | | placed || | | | privately 
| 
/ 1] | | 
1934....- 372 | 92 | 280 | 24.7 || 1943_.._.| 990 369 | 621 | 37.3 
1935..-.- 2, 225 | 385 | 1,840 17.3 || 1944.....| 2,670 778 1, 892 29. 1 
1936___. 4, 029 369 | 3,660 9.2 || 1945_.... 4,855 | 1,004 3, 851 20. 7 
a 1, 618 | 327] 1,291 20.2 || 1946.....| 4,882] 1,863 3,019 | 38.2 
1938... 2, 044 | 691 | = 1,353 | 33.8 || 1947.....| 5,036] 2,147 2, 889 42.6 
1939... .- 1, 979 703 1, 276 35.5 || 1948 ._. 5, 973 3, 008 2, 965 | 50.4 
1940... | 2,386 | 758 1, 628 31.8 || 1949.....| 4,800] 2,453 2, 437 50.2 
1941... | 2, 389 | 811 1, 578 33.9 || 1950.....| 4, 920 2, 560 2, 360 52.0 
1942 917 411 506 44.8 || 1951.....| 6,714] 3,387 2, 357 58.8 
| | 


eae i. th | | 


1 Bonds, notes, and maianeiin 
Mr. Muzonzi. The third table is entitled “Corporate Securities 
Offered for Cash in United States, Numbers of Issues,” in the years 
1948, 1949, 1950, and 1951. 
(Table 3 referred to is as follows:) 


Taste 3.—Corporate securities offered for cash in United States, numbers of 








issues 
epee ween we a Paes + oe HS 
148) 0 | 0 1989 || 1950 || 10858 
Public. ... ee Ea ED ba ae i dal 1,096 | 948 | 1, 018 1, 193 
a aN dh lal te eee insite Greed 314 | 303 328 388 
Regulation A !___. aienenl> deinen pe odoin 660 530 575 655 
Mewes... ......-.-.-. SEE TIES 115 115 115 150 
Private « eens ne ep siicushdadddddstccusecinhll | 758 | 712 932 996 
pene 8 a | 1, 854 | 1, 660 | 1, 950 | 2, 189 
| 





1 Rough estimate of issues between $100,090 and $300,000 in size expected to be offered for cash pursuant to 
regulation A of the Securities Act of 1933, as amonded. 
2 Consist mainly of issues of railroads and banks. 

Mr. Mitionzi. I might say that that gets around to the point I want 
to make at the end of this rather brief discussion. I am going to 
recommend that the Congress, because of this problem, authorize the 
Securities and Exchange Commission to make a study of this problem. 

Mr. Heuer. You think it is that serious that a study should be 
made ? 

Mr. Miuttonzi. I do. 

Mr. Hetxer. Would you be able to tell us to what extent these pri- 
vate placements are being resold? Give us your opinion. 

Mr. Mittonzt. I could not give an actual estimate. I will say this, 
and I hope this will be helpful: People who take down securities pri- 
vately are no different than people who have other investments in 
their portfolio. Just as an insurance company will diversify real- 
estate holdings from apartment houses to supermarkets to dwellings to 
hotels and yo at forms of real-estate holdings, it seems to me that they 
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are going to shift around their portfolios to different types of securi- 
ties assets. 

I know what they do with their real-estate holdings, and I have 
no reason to believe that they don’t do the same thing with other 
assets. We know that they do dispose of privately placed securities 
that they take down. I want this clearly understood: There are cer- 
tain types of securities that are taken down by insurance companies 
that there is nothing wrong with at all, and that are perfectly adapted 
to insurance-company needs. There are other types of securities 
which I think they are taking down which have the effect of draining 
them from the market, and whether that has a harmful or a beneficial 
effect, I don’t know, but I do feel that we ought to be able to get the 
facts to find out just what is happening because we do know that 
they have a tremendous accumulation of capital—the savings of a 
lot of little people. 

Those savings are going to be invested in one form or another. I 
have tried to point out that whereas before there was a wide diffusion 
of stock ownership among the masses of the people—some people may 
argue on this—today what we see are large institutional buyers of 
large blocks of securities as contrasted with the small investor buying 
a small amount of securities. 

This is a new development in the securities industry. Whether our 

resent laws are equal to that type of situation, I simply don’t know. 

can’t give you any idea about it because we don’t have the facts on 
it. But as I stated recently, we never do anything in this country 
until we get a catastrophe. I don’t know whether anything can be 
done now, but we can see on the financial scene a different type of 
patterns and it is my recommendation that we look at that pattern, 
evaluate that pattern and try to find out whether our existing regula- 
tions are sufficient to prevent something happening, if indeed there is 
anything to prevent. By that I am saying I don’t know whether there 
is or there isn’t, but I think we ought to find out. 

Mr. Hetzer. I would like to say, Commissioner, that I think that 
is a very good suggestion, and I think it ought to be acted upon either 
through the Commission or through a special committee of Congress. 

Mr. Mittonzi. I am glad you do feel that way, because this isn’t 
only the way I feel but I have talked with a lot of people at home, in 
New York City, here in Washington, and at a few of the trade meet- 
ings I have attended, and it is something that is of great concern, I 
think, to a lot of people in the industry. 

Table 4 is corporate securities offerings, percent distribution by type 
of security from 1948 to 1951; 

Table 5 is corporate bonds placed privately, percent of total amount 
purchased by various investors; 

Table 6 is distr*bution of assets of all life insurance companies. 1 
commend this one to your particular attention because I think the 
ratios are rather startling; then 

Table 7, corporate securities offered for cash in the United States, 
by method of offering and type of securities, which is a kind of reca- 
pitulation. 

If I may leave these with you, I think your committee may find 
them of considerable interest. 

(Tables 4, 5, 6, and 7 referred to follow :) 
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Tamas 4.—Corporate securities offerings, percent distribution by type of saarity 
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TaBLe 5.—Corporate bonds placed privately—Percent of total amount purchased 
by various investors 
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Taste 6.—Distribution of assets of all life-insurance companies, 1930-51 
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TABLE 7.—Corporate securities offered for cash in the United States, by method 
of offering and type of securities, all industries 
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Mr. Mitzo0nz1. T want to make an explanation. When I speak of 
life insurance companies teking down securities and then reselling 
them without registration, I am assuming that there is no control 


relationship because if there is a control relationship, of course, our 
act comes into being at that point, and we would serv tinize that par- 
ticular situation. I see that I neglected to point thet out to you. 
It is something that has concerned me, if the current build-up and 


pressure for savings continue. I notice from the figures in our mutual 
savings banks that people are saving more money all the time, and 
the footings of all your savings banks and commercial banks are 
showing a rather extended build-up. 

Now, if that is so in banks, and it is so in insurance companies, 
and it is so in mutual funds, we do have a considerable amount of 
pressure against all types of obligations, and if we are here—to protect 
the small investor, it is something that I wanted to call to your 
attention. 

Mr. Heiter. Mr. Commissioner, would you know what is the atti- 
tude of the investment banker with regard to the direct placement? 

Mr. Miionz1. It depends on the type of business he is doing, Mr. 
Chairman, to be perfectly candid about it. If he is doing private 

lacement business, he is for it, and that is perfectly understandable. 
f he is not doing a private placement business, he sees great peril. 
But in any event, the great majority are against private placements. 

They are heard to say, for example, that the private placements are 
taking the high-grade securities off the market. The answer to that 
is, as I have heard it expressed, “Well, how is the small investor hurt 
by a large private placement?” He is not hurt directly. He may be 
hurt in the future, depending on whether the securities are sold in 
the form of secondary offering. 

After all, money that is being paid into insurance companies, in 
the mutual funds, in the savings banks, is all money of small people 
putting their savings in large institutions, and to that extent I think 
the small person does have a very great interest in what is happening. 

If I pay a premium on my insurance policy and the insurance com- 
pany takes that money and buys securities with it, who can say I am 
not interested in that process. Although, as far as the direct sale of 
the security is concerned, you don’t have a small investor, you do 
have an overriding public consideration certainly in what happens 
with the money or the savings. 

Mr. Heuer. In other words, your concern extends beyond the neces- 
sity for the filing of the registration statement, does it not ? 

Mr. Mitzonzi. That is right. 

I want to repeat, I don’t know what this type of study will show. 
Frankly, we are all talking in the dark about it because we don’t 
have enough information m A it. We don’t have enough informa- 
tion at the Securities and Exchange Commission, but I think these 
charts that I have given you will point the way certainly to a need. 

It is a trend. Maybe it is not so bad now, but there are too many 
large buyers of securities, and it may be that Congress will want 
to look into that situation to make sure that the small investor and 
our economy are going to be able to get through any type of dislo- 
cation. 
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Mr. Hetier. Commissioner, could you also foresee that in these 
transactions between investment bankers and the insurance company 
the whole question of interlocking directorates might be coming 
u 

Pur. Mittonzi. Very possibly. There again it is the old question of 
who you do business with, Mr. Chairman. If I in the business world 
give a nice piece of business to you, you will feel constrained to 
attempt to reciprocate, so I do suppose that that question might be 
inherent in the general problem. 

Mr. Hetzer. Mr. Commissioner, may I just take you back for one 
moment on this question of the Indenture Act that you were dis- 
cussing ¢ 

Mr. Mitzonz1. Yes. 

Mr. Heuer. I don’t know whether you have this information avail- 
able for us at this time, but if you have not, we will appreciate it if 
you can supply us with the information. These are the two questions 
I would like to put to you: 

Do you know what is the dollar amount of debt securities out- 
standing today which has been qualified under the Trust Indenture Act 
and the amount not so qualified ¢ 

Mr. Mittonzt. I have the figure as to the amount that is qualified. 
That figure is $20,582,288,912 for dates February 4, 1940 to December 
31, 1951. 

I will now offer a chart showing this total by breakdown by year 
in its complete form, so that you will have all the data that are 
available. 

(The chart referred to follows:) 
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Mr. Hetzer. You do not have the amount not qualified ? 

Mr. Mitzo0nz1. No. 

Mr. Hetzer. Will you supply us with that information ? 

Mr. Mirtonzi. Mr. Chairman, there again, where people do not 
register with us, we have no way of ascertaining how many were issued 
that were not qualified. 

Mr. Hetzer. Have you had any which have qualified under the act 
which have never been issued ¢ 

Mr. Mirx10Nnz1. If so, it has been a very rare circumstance. I want to 
state, Mr. Chairman, that if the Congress does decide to authorize our 
Commission to conduct this investigation that it would have to provide 
an appropriation for the same. 

Mr. Hetzer. We have had that problem of appropriations. 

Mr. Mittonzi. We are unable at the present time to carry on as it is. 

Mr. Heiter. Commissioner, would you care to comment on whether 
the time has come when title II of the Securities Act relating to the 
Foreign Bond Holders Act should be made effective ? 

Mr. Miutzonz1. Mr. Chairman, very recently I attended a meeting 
at the office of the Secretary of the Treasury. The Secretary of Com- 
merce, the Chairman of the Federal Reserve Board, State Depart- 
ment, the Export-Import Bank, were all represented. We were con- 
cerned that day with a recent unilateral repudiation by the Government 
of Brazil of investments made by American nationals in Brazil. At 
the present time, in addition, we are having a problem with foreign 
defaulted German bonds, both government and corporate. 

The point 4 program of our Government very clearly provides 
that Americans should be encouraged to invest in foreign countries 
that we are attempting to rehabilitate. I presume the theory is that we 
cannot as a government continue providing funds to these countries 
and that the American investor should be encouraged to fill the void 
when the United States Government no longer provides money. 

All of this has added up to a real problem. The large corporation 
that has an investment in a foreign country can pretty well take care 
of itself. I noticed recently that in Argentina, Texaco and Socony as 
of yesterday sold their establishments in Argentina to the Government. 

At the present time the American holders who have defaulted for- 
eign issues are not being represented adequately in my opinion. Title 
II was passed to provide for what I deem to be adequate representation. 
But before it was proclaimed by President Roosevelt, he was urged 
to have this problem taken care of by a private corporation. Since the 
time of the enactment, we have gone through World War II and we 
have the problem of defaulted issues without adequate representation 
for the American investor. 

In order to restore the confidence of the American investor so that 
the point 4 program of the Government, which I think is right, can 
be implemented, and so that the American investor will be willing to 
invest in foreign countries with proper safeguards as to issues—and I 
am not talking about issues now but as to collection in the event of 
default—I would recommend that the committee give serious con- 
sideration to the creation of a corporation similar to that envisaged 
$a II of an act of Congress which was oo ie on May 27, 1933. 

is title is the Corporation of Foreign Bond Holders Act of 1933 and 
was enactéd as companion to title I, which is the Securities Act of 1933. 
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The council which has been created privately in lieu of the corpora- 
tion which was to be created under title IT 

Mr. Hetier. Why was title II never made effective? 

Mr. Mitionzi. Title II was never made effective because it peo- 
vided that title II was not to take effect— 
until the President finds that its taking effect is in the public interest and by 
proclamation so declares. 

This proclamation was never issued because as a substitute for the 
act a private corporation was formed under the laws of Maryland 
called the Foreign Bond Holders Protective Council, Inc., which it 
was anticipated would perform the same function. Notwithstanding 
in 1937 in the report to Congress this Commission reported favorably 
on the council’s work, it is my opinion that the council does not af- 
ford an adequate degree of protection and assistance to investors that 
Congress intended they should have. 

In the first place, the council’s activities are restricted by its charter 
solely to defaulted bonds which are obligations of foreign govern- 
ments or their subdivisions. It is not therefore concerned with 
foreign securities other than bonds or other securities issued by 
other foreign nongovernmental corporations. 

Secondly, the council has made it a definite policy never to inquire 
into the circumstances surrounding the issuance of foreign securities. 
The council has been criticized as being controlled largely by persons 
representative of banking interests. 

Without discussing the pros and cons of such criticism, the fact 
remains that notwithstanding the fact that the flotation of foreign 
securities has been described by a Senate committee as “One of the most 
scandalous chapters in the history of American investment banking,” 
and that it was “Characterized by practices and abuses which were 
violative of the most elementary principles of business ethics,” the 
council has refused to investigate such matters or to recommend any 
fraud or rescission suits against banking houses of issue. 

This Commission has reported to Congress that— 

Any readjustment of defaulted bonds in a given situation cahnot realistically 
be considered complete if it neglects one possible source of compensation to the 
bondholders for the losses suffered, namely the houses of issue. 

A debt readjustment which results in the issuance of new securities, the ac- 
ceptance of which effectively releases or wipes out claims on the old, is not com- 
plete unless there has been accounting for those other claims. 

The council has also been criticized in that it has not been free from 
the influence of those whose interests conflict with bondholders, 
namely banks holding short-term obligations of the defaulting coun- 
tries. Perhaps the most important weaknesses of the council is that 
it is merely a self-perpetuating private group which in actuality repre- 
sents no one. 

I feel that a corporation incorporated by Congress, the members of 
which are appointed and its activities supervised by a Government 
agency like the Securities and Exchange Commission, will be far 
more effective in accomplishing the purposes which Congress intended. 

The council, ible patterned after the British pattern, does not 





occupy the place in this country that the British council does in that 
nation. The British council, created by Parliament and supervised 
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by the board of trade, is in an effective branch of the Government. 
They state that they— 

Keep in close touch with His Majesty’s Treasury and His Majesty's Foreign Office, 
and whenever desirable they request the support of His Majesty’s Government. 

It seems to me that an effective federally created and federally con- 
trolled agency which will vigorously protect our citizens’ foreign in- 
vestments of all kinds is of greater necessity today than ever. As 
stated, the President’s point 4 program, which has been incorporated 
into the act for international development, emphasizes the need for 
such an agency. 

Congress has made findings as stated in the act— 

That technical assistance and capital investment can make maximum contri- 
bution to economic development only when there is— 

and I interpolate, confidence of fair and reasonable treatment— 

by both the giving and the receiving countries. It involves confidence on the 
part of investors that they will not be deprived of their property without prompt, 
adequate, and effective compensation. 

It was declared to be the policy of the United States to— 

Aid the efforts of the peoples in economically undeveloped areas by encouraging 
the flow of investment capital to their countries. 

Finally, as one way to encourage the flow of investment capital of 
foreign countries and thus further the purposes of the act, I suggest 
the creation of a corporation such as I have suggested. The knowl- 
edge by investors that a federally constituted agency is alert to pro- 
tect their interest will in large measure encourage the flow of invest- 
ment capital in foreign securities which generally would be subject 
to the disclosure requirements of the Securities Act. 

Title IL in its present form could be revised not too greatly to pro- 
vide for the Securities and Exchange Commission, in heu of the Fed- 
eral Trade Commission, because, as you may recall, the Federal Trade 
Commission did the work of the Securities and Exchange Commission 
for the first year and that is why they were named in the act, and it 
provides for a loan of money from the Reconstruction Finance Cor- 
poration, to be repaid out of the collection made on defaulted securities. 
That amount, I believe, was $75,000. I have no opinion one way or 
the other as to what would be required, but I am very firm in my belief 
that the problem of defaulted foreign investments has been an ugly 
chapter .» our financial history and that anything we can do in the 
Congress vv protect. thé American investor against a recurrence of what 
has occurred in the past will be all to the good. 

I have come particularly to this conclusion since I have been ap- 
pointed a Commissioner and have seen the damage that has been done 
to the American investor in foreign fields. 

Mr. Heiter. Commissioner, do you feel that title II adequately 
protects the holders of foreign bonds? : 

Mr. Mrzzonzt. I do. 

Mr. Hetrer. Is not the corporation under the title restricted in its 
full representation of bondholders’ interest by the activities of the 
State Department ¢ 

Mr. Mitionzt. 1 don’t know if I quite understand that, Mr. Chair- 
man. 
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Mr. Hetter. With respect to the policy of the State Department 
with regard to the bonds in default in these foreign countries, isn’t 
there a certain policy that puts a restriction on them ¢ 

Mr. Mitronzr. I don’t know the exact answer to that. I suspect 
that the State Department and the Department of Defense at the pres- 
ent time both would have some regard for the settlement of the Ger- 
man problem, for example, the question of reparations. The question 
of how much is going to be left after the Government has paid for 
private claimants is a question that will have to be settled over-all, I 
presume by a meeting such as a meeting of the minds between our Fed- 
eral departments. 

And Iam also aware of the fact that the State Department does have 
an interest in that it maintains a German desk, a French desk, an 
Italian desk, and so forth, to look after the interest of our nationals 
in those foreign countries. The point I want to make, however, is 
that the State Department, as capable as it is in its own field, and 
I make no comment on that, is not as qualified as the Securities and 
Exchange Commission in the field of securities, and that it ought to be 
the Securities and Exchange Comission which should look after the 
interest of the American investor. 

Mr. Hetter. In other words, there ought to be a removal, I suppose, 
of suodivision (c) of section 210 of the act; is that not correct, or some 
kind of change made in that section ? 

Mr. Miuyonzi. That is a larger question that I don’t feel capable 
to come to any conclusions on, Mr. Chairman, for this reason: I think 
it is entirely possible for the State Department to get around to the 
view that the Besurities and Exchange Commission is a Federal agency 
which looks afer the interest of the American investor. We do not 
maintain offices in foreign countries, as the State Department does, and 
I don’t want to be in the position here of advocating any disagreements 
between what the State Department does in its proper field and what 
we do in our proper field. I think that it is purely a matter of educa- 
tion both on our part and on their part. 

If they could become aware of the fact that we are going to protect 
the American investor and would accede to our predominance in that 
respect, then I think this would be satisfactory. If, however, this 
clause would be a deterrent to our full representation of the American 
investor, then I would recomment that it be eliminated. 

Mr. Hetter. Of course, in view of the present world situation, you 
just could not eliminate it without a reexamination. 

Mr. Miz10nzt. That is precisely what I wanted to say. I didn’t 
want to be arbitrary about it. I do realize that there are overriding 
considerations, but I don’t feel that the American investor should 
continue to go on unrepresented. The State Department is respon- 
sible for the implementation of point 4, but it is to the Securities and 
Exchange Commission that the American investor is going to look 
for protecton. 

Now, if we as a Commission under the 1933 act are going to pass on 
these foreign issues in the first instance and the investor is going to get 
a prospectus that is cleared by the Securities and Exchange Commis- 
sion and makes an investment in a foreign country, it is ludicrous to 
me that in the event of default, because of the mea’ ¢ bit of an investor 
as against a foreign country, that he should not be able to look to the 
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Securities and Exchange Commission for help just as he did when he 
bought the security. There is no one looking after him now ade- 
quately, in my opinion. : 

Mr. Heuer. We certainly appreciate your personal opinion on this 
question of foreign securities, but I wonder whether it has been called 
to your attention that your fellow Commissioners—this was of course 
years before you became a Commissioner, I think it was in 1948—urged 
that the National Advisory Council rather than the SEC could ade- 
quately protect the American investor in foreign securities. 

Mr. Mitionz1. I am aware of that fact. 

Mr. Heyter. You take a contrary view, do you not? 

Mr. Mitionzt. I do, very definitely. I cannot urge too strongly 
that something be done in the situation. We are having a lot of 
difficulty with the problem and really we are in this whole problem by 
sufferance rather than by direction of Congress. 

Mr. Heuer. I might say that you are going to find a lot of company 
accepting your view from what I have been able to gather. 

Mr. Mitzo0nzi. I hope so, because I think it is a very serious problem. 

Mr. Hetter. I think that is about all, Commissioner. I should like 
to say this, that this subcommittee certainly thanks you for your very 
interesting testimony. I would like to make the observation that for 
a man who has not yet completed 1 year on the Commission, you have 
certainly given us some very valuable information and have been an 
excellent witness and we appreciate your being here with us. 

Mr. Mitio0nzi. It was a pleasure. I hope I can be of help. 

(Whereupon, at 3:50 p. m., the committee was recessed until 12:30 
p.m., Friday, March 28, 1952.) 
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FRIDAY, MARCH 28, 1952 


House or REepresENTATIVES, 
SUBCOMMITTEE OF THE COMMITTEE ON 
INTERSTATE AND Foreign CoMMERCE, 
Washington, D.C. 


The subcommittee met at 12:45 p. m., pursuant to recess, in room 
1334, New House Office Building, Washington, D. C., Hon. John A. 
McGuire presiding. 

Mr. McGuire. The committee will come to order. 

The first witness will be Mr. Yohalem, Director, Division of Public 
Utilities, SEC. . 


TESTIMONY OF MORTON E. YOHALEM, DIRECTOR, DIVISION OF 
PUBLIC UTILITIES, SECURITIES AND EXCHANGE COMMISSION— 
Resumed 


(Mr. Yohalem submitted the following statement for the record :) 


PARTICIPATION OF THE COMMISSION IN CORPORATE REORGANIZATIONS UNDER 
CHAPTER X OF THE BANKRUPTCY ACT 


I. GENERAL STATEMENT OF THE COMMISSION'S FUNCTIONS UNDER CHAPTER X 


Chapter X of the Bankruptcy Act governs the reorganization of corporations, 
other than interstate railroads. The Commission (at the request or with the 
approval of the court) appears as a party in the larger reorganizations to provide 
independent expert assistance to the court and security holders. The Commission 
has no statutory right of appeal in any such proceeding, although it may partici- 
pate in appeals taken by others. The Commission acts in a purely advisory 
capacity. It has no authority either to veto or to require the adoption of a plan 
of reorganization or to render a decision on any other issue in the proceeding. 
The facilities of its technical staff and its impartial recommendations are placed 
at the service of the judge and the security holders, affording them the views 
of disinterested specialists in a highly complex area of corporate law and finance. 
The Commission may not receive compensation for its services in the proceedings. 

This paper can only briefly summarize the scope of the Commission’s activities 
under chapter X. For a more detailed discussion of the background and objec- 
tives of chapter X and the Commission’s functions thereunder, reference is made 
to the report which has previously been prepared for and submitted to the 
committee. 


Il, ROLE OF COMMISSION IN THE 1938 AMENDMENT OF BANKRUPTCY STATUTE 


The Securities Exchange Act directed the Commission to make a study and in- 
vestigation of protective and reorganization committees and to report the results 
to Congress. The protective committee report, issued in 8 volumes, revealed a 
host of abuses recurring in reorganizations and that the then available reorgan- 
ization statutes were inadequate to meet the needs and interests of investors. 

Proposals to revise various portions of the Bankruptcy Act had been made 
previously. The disclosures of the Commission’s protective committee study 
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served as added impetus to a revision of the corporate reorganization provisions 
of the Bankruptcy Act (sec. 77B). The Commission assisted in drafting a new 
section on reorganizations in the proposed legislation together with members of 
the National Bankruptcy Conference. The revision of the Bankruptcy Act was 
enacted by Congress and approved by the President on June 22, 1938. In sub- 
stance, the Commission’s basic recommendations were adopted by Congress. 


Ill. ADMINISTRATION OF COMMISSION FUNCTIONS UNDER CHAPTER X 
' 


The position of the Commission under chapter X differs from that under the 
other acts pursuant to which it operates in that the Commission does not initiate 
the proceedings, hold its own hearings, or adopt rules and regulations. As stated, 
it acts in the interest of investors and as an aid to the court solely in an advisory 
capacity. 

In carrying out this function the Commission has stationed analysts, account- 
ants, and lawyers in some of its regional offices, where they can keep in close 
touch with the proceedings and be readily available to the courts and the parties. 
This decentralization, designed to avoid delay and expense, was accomplished 
without delegation by the Commission of any power of decision. Supervision of 
the field activities is exercised by the Division of Public Utilities. 

In the period since the enactment of chapter X, the Commission has been a 
party to 304 proceedings involving the reorganization of 391 companies with 
assets of $3,227,552,000 and indebtedness of $2,158,673,000. As of June 30, 1951, 
the Commission was participating in 53 reorganization proceedings involving the 
reorganization of 75 companies, with aggregate stated assets of about $730,000,- 
000 and aggregate stated indebtedness of about $450,000,000. 

Upon its appearance in a reorganization, the Commission’s staff immediately 
begins to obtain and analyze information concerning the company. It assembles 
data with regard to the physical and financial condition of the company, its past 
performance, the history and background of the company, including its important 
financial and corporate transactions and the reasons for its financial difficulties. 
Econemic factors affecting the particular industry and the competitive conditions 
faced by the debtor are also necessarily considered. 

As a party in the case, the Commission is represented at all important hear- 
ings and customarily expresses its views on the issues arising therein. It fre- 
quently files legal or analytical memoranda on the problems coming up for 
decision by the judge. Of equal, if not greater, importance, the staff regularly 
participates in informal discussions and conferences with the trustee and the 
parties. | 

While the preparation of formal advisory reports has occupied only a small 
part of the time spent by the Commission in chapter X proceedings, nevertheless 
the advisory reports occupy a prominent position in reorganization literature. 
Where no advisory report is submitted, Commission counsel makes a detailed 
oral presentation of the Commission’s views and the reasons therefor. 

Some of the typical issues arising under chapter X and the Commission’s 
position with respect thereto are summarized briefly below. 


IV. PRINCIPLES AND POLICIES ADVOCATED BY COMMISSION 


(a) Issues involving the trusteeship 

A prominent part of the Commission’s work involves its concern with the 
functions of the trustee who occupies, under chapter X, the focal position ip 
the reorganization. Thus, while the Commission is rerely consulted with respect 
to the appointment of a trustee or his counsel by the judge, the Commission 
has always endeavored to assure that the trustee and his counsel are “independ- 
ent” as required by the statute. 

The Commission has at all times striven to be of assistance to the disinterested 
trustee in the carrying out of his responsibilities and to make available to him 
the fund of experience and information accumulated by the Commission through 
its acti‘ ity in hundreds of cases. Throughout the proceedings the staff consults 
with the trustee and his counsel as to the steps to be taken in the reorganiza- 
tion, the timing of these steps, and the appropriate method of taking them. 
Assistance is rendered to the trustees regarding the employment of engineers, 
accountants, and others, the preparation of reports, the conduct of hearings, and 
the consideration of plans. 
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(b) Recovery of corporate assets 

One of the primary duties of the trustee is to make a thorough study to assure 
the discovery and collection of all assets of the estate, including claims against 
those who may have mismanaged the company’s affairs. Here, too, the Com- 
mission aids the trustee. In cases where the trustee has been reluctant to 
pursue assets and the Commission has felt that such inaction was not in the 
interests of investors, it has presented the facts to the court for resolution. 

Where mismanagement, fraud, or other derelictions are discovered and pressed, 
the results have almost always been beneficial to public investors. We have 
reviewed 36 cases in which the Commission actively participated with the trustee 
or other parties in investigating corporate wrongdoing, or has independently 
developed evidence of culpability by those in control of the corporation. The 
cash and cash equivalent resulting from such investigations has meant an en- 
hancement in the participation accorded public investors in these cases of more 
than $20,000,000. 
(c) Responsibilities of fiduciaries 

The Commission has constantly been alert to insist upon high standards of 
fiduciaries in their relationship to the estate and to investors. The buying or 
selling of claims against or stock of the debtor in reorganizations by trustees, 
directors, attorneys, committee members, or other fiduciaries is one of the more 
common abuses that the Commission has constantly had to watch out for. An- 
other evil is the situation presented when a fiduciary is subject to a conflict of 
interests or represents conflicting interests. The sanctions which may be enforced 
by the court are (1) deprivation of any compensation for services or reimburse- 
ment of expenses, (2) limitation to cost of claims against or stock of the debtor, 
and (3) accounting for any profits. In addition the removal of disqualification 
of the fiduciary may be required. Our experience in chapter X cases has shown 
that it almost always falls to the let of the Commission to expose breaches of 
trust, and to press for the imposition of sanctions, Although frequently trustees 
or other parties support the Commission, we have had to take the laboring 
oar. 
(d) Participation of sccurity holders 

The right accorded to creditors and stockholders by the statute to be heard 
on all matters has consistently been championed by the Commission. The Com- 
mission also bends every effort to assure adequate notice to security holders 
of the important hearings in a case. This is one of the basic procedural safe- 
guards introduced by chapter X. 


(ec) Fairness of plans or reorganization 


The Commission has consistently contended that full recognition, either in 
cash or securities, must be given to claims of creditors and stockholders in the 
order of their contractual priorities. This view, known as the absolute priority 
rule, requires that junior claimants must be excluded from participation in the 
reorganization, unless prior claims have been satisfied in full. To implement 
this doctrine fully, a sound valuation is essential. The Commission urged at the 
outset that the proper method of valuation for reorganization purposes is pri- 
marily an appropriate capitalization of reasonably prospective earnings. The 
foregoing. views were adopted by the Supreme Court in several leading cases. 

The determination of valuation is frequently extremely complex and difficult. 
It necessitates intensive studies of the financial and economic history of the 
enterprise and the industry in which it operates, and a careful analysis of the 
factors bearing on their future. The task of estimating future earning power has 
been rendered more difficult in recent years by the extraordinary economic con- 
ditions engendered by World War II, and by the present emergency, including 
its inflationary aspects. 

(f) Feasibility of plans of reorganization 

A prerequisite to the court’s approval and confirmation of a plan under the 
statute is its femsibility, so that the proceeding will not launch a “corporate 
cripple” into the financial world. In this connection, the Commission is con- 
cerned with the adequacy of working capital; the relationship of funded debt 
and the capital structure to property values; earning power in relation to interest 
and dividend requirements ; the need for capital expenditures ; and other matters. 
The Commission also tries to see that any new securities which may be issued are 
not deceptive by their terms or otherwise either to the recipient or to subsequent 
purchasers. 
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(g) Consummation and enforcement of plans of reorganization 

The Commission uses its best efforts to obtain the inclusion of protective fea- 
tures and safeguards for investors in the corporate charter, bylaws, trust in- 
denture, or other instruments which are to govern the internal structure of the 
reorganized corporation. The Commission’s interest in the entire reorganization 
process extends not only to the consummation of the plan but also to the winding 
up of the affairs of the trusteeship. 

In addition, before or after the final decree closing the estate, question may 
arise regarding the carrying out of the terms of the plan. Here, too, the Com- 
mission has a duty to see that the rights of investors are protected. 


(h) Allowance of fees and expenses 

The Commission in its advisory capacity endeavors to protect the estate from 
excessive and inequitable charges, while at the same time urging fair treatment 
to applicants which will adequately compensate them for services rendered and 
encourage legitimate creditor and stockholder participation in the reorganization 
process. The Commission attempts to obtain a limitation of the aggregate fees 
to an amount which the estate can feasibly or should fairly pay. In each case, 
the applications are carefully studied and recommendations are made in the 
light of applicable legal standards and, in general, on the basis of beneficial con- 
tributions to the administration of the estate and to the adoption of a plan of 
reorganization. 


(¢) Jurisdictional issues under chapter X 

The Commission has taken the position that the provisions of chapter X, in 
nccordance with the legislative history and the intent of the statute, be given 
an interpretation which would make its benefits and protective features fully 
available to the investing public. It has accordingly participated in litigation 
involving jurisdictional questions in many cases with this objective in view. 


V. APPRAISAL OF COMMISSION'S ACTIVITY UNDER CHAPTER X 


The Commission believes it has contributed in no small measure to the high 
repute in which the chapter X reorganization procedure is held by the legal 
profession, the financial community, and the public in general. Its activities 
over the past 13 years in reorganization proceedings have been dedicated, in 
the public interest, to carry out the legislative intent of the statute to broaden 
the power and scope of judicial supervision over the reorganization and to 
democratize the proceeding to encourage creditor and stockholder participation. 

The Commission has at all times endeavored to facilitate the proceedings. 
The experience and precedents upon which it can call have made it easier for 
the trustee to carry out his responsibilities. The investigation of the debtor's 
affairs, the examination of witnesses, the analysis of figures and records, the 
drafting of the numerous papers commonly necessary in a case, are matters 
as to which the Commission and its staff have given untold help to trustees 
and their counsel and as well to the courts. 

Insistence on high fiduciary standards on the part of trustees, committees, 
indenture trustees, and attorneys has made chapter X a statutory remedy rather 
than a statutory threat. It was once commonplace for managements to pressure 
investors into going along with a “voluntary” plan, which gave them less than 
their contractual rights, by threatening them with “receivership” or “bankruptcy 
reorganization.” We believe that today investors will not readily yield to such 
pressures. 

The views and recommendations of the Commission regarding fiduciary conduct 
and accountability of management to its investors are frequently not popular 
with those who may be adversely affected. But the Commission’s activities, in 
a field that was once notorious for the prevalence of abuses have assisted the 
courts in maintaining corporate reorganizations on a high plane. 

In a review by the committee of the Commission’s operations we think it 
not inappropriate to advise the committee, at the risk of the, appearance of 
immodesty, that the Commission and its staff have on numerous occasions been 
commended by the bench and bar for its work in specific cases in which we 
have appeared. What is perhaps more important is the weight which has 
come to be accorded to the Commission’s recommendations. This attitude is 
exemplified by the following quotation from Conway vy. Silesian-American 
Corporation :" 


1186 F. 2d 201 (C. A. 2, 1950). 
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“Naturally careful consideration is due the conclusion of the able district 
judge who has had this lengthly reorganization so long under his control. At 
the same time we cannot overlook the fact that the governmental agency charged 
with substantial responsibility in the premises, the Securities and Exchange 
Commission, has made an extensive investigation resulting in a detailed and 
helpful report with a reasoned conclusion which the trial judge has rather 
summarily rejected. If the considered findings of this agency, with so much 
better facilities for investigation than those possessed by either this or the 
trial court, are to have any force beyond their initial impact below, then we 
think that they will largely offset the usual presumption accorded a decision 
of first instance. Otherwise much of the statutory purpose in creating an 
expert body for the consideration of technical problems will be set at naught. 
Compare 6 Collier on Bankruptcy (par. 7.30, 14th ed. 1947). We have elsewhere 
stressed the importance of due regard for Commission findings, Finn v. Childs 
Co. (2 Cir., 181 F. 2d 431, 488); and we are clear that here, too, we must give 
weight to the detailed evaluation of the facts made by this reliable and ex- 
perienced public agency and the conclusion reached, even though this was not 
accepted by the trial judge.” 

Mr. McGutre. Mr. Yohalem, what are the Commission’s functions 
under chapter X of the Bankruptcy Act? 

Mr. Youaem. There are two sections in the Bankruptcy Act which 
refer to the Commission’s functions. The first deals with the problem 
of advisory reports. The act provides that in all cases where the lia- 
bilities of a debtor are $3 million or over, the court must submit the 
plan to the SEC for advisory report before it may approve it. 

The report is purely advisory, and the court may approve the plan 
over the adverse recommendations of the S&C, but by the same token 
the — is intended to be submitted to security holders when they 
are asked to vote on the plan. 

Now, the statute does not require the SEC to render a report, but 
requires the Commission to render a report or to advise the court that 
a report will not be rendered. In the early days of the administration 
of the act when there was a lot of new ground to be broken, in most 
cases where the liabilities were in excess of $3 million, the Commission 
did issue reports. More recently, both because the fundamental prin- 
ciples of law have been pretty well established and because we have 
not had the manpower and time necessary to prepare reports, even in 
cases exceeding $3 million we have generally given our views on the 
plan to the court orally or by memorandum and have declined to 
render reports. 

I might also say in many cf those cases, however, we have been ac- 
tive in cooperation with the court and trustee in seeing to it that the 
material that is sent out to security holders when their votes are solic- 
ited adequately reflect the conflicting considerations that they have to 
bear in mind when they vote on the plan. 

Now, even recently, however, where the case has been of great. im- 
portance or where there were novel principles at stake, the Commis- 
sion has rendered a report. 

Now, the other funciion of the Commission which is much more 
ervasive in its day-to-day impact on the reorganization proceedings 
is that of advising the court in serving as a party in the proceedings. 

Under section 208 of the act the Commission either on its own mo- 
tion, with the approval of the judge, may file a notice of appearance 
and become a party to the proceeding or if the judge requests the Com- 
mission to become a party to the proceeding, it must file a notice of 
appearance and become such a party. 
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Having become a party, we are a party for all purposes save two. 
One, we may not take appeals, and secondly, we may not apply for 
compensation. 

As a party to the proceeding, we endeavor as best we can to advise 
the trustee and the court and the other parties on the legal issues that 
arise and the financial issues that arise. We try to see to it that an 
adequate record is established in the case from which informed esti- 
mates of earnings and financial prospects of the company can be made, 
and generally, we participate in the numerous facets of the case as 
they show up. 

Then while we may not take appeals, if appeals are taken by others, 
we frequently find ourselves either on the side of the appellant or the 
appellee, and as such we submit briefs to the appellate courts. 

Now, a third function which is less frequent in its manifestations is 
to submit amicus curiae briefs to the courts in relation to legal issues 
which may arise in mE, PS LOH proceedings where we are not oth- 
erwise participating. There have been some instances of either small 
cases, where we did not deem it appropriate to become a party where a 
fundamental legal issue has arisen, or large cases where we have not 
appeared because, for example, while the case was large, the public 
interest was not. We felt it appropriate to have our views on the law 
of the case made known to the reviewing courts. In those cases, of 
course, we confine ourselves to legal questions. We do not attempt to 
brief the facts when we did not participate in making the record of 
those facts. 

Now, that, broadly speaking, describes our functions with this in 
addition: There are many cases pending which lie in a hazy area of 
either size or importance or interest where, for one reason or another, 
we have determined not to become formal participants, but they are 
nonetheless active cases in which problems may arise and those cases 
we maintain as “active watch cases.” 

In those cases we receive the papers as they come in from the court 
clerks and within the limits of our ability we try to watch those cases 
so that if something should arise in them which seems to be of crucial 
importance, we can flag them. Also, in some of those cases from time 
to time the judges find themselves confronted with a difficult problem 
on which they want help. And we make our staff available to the 
judges on a purely informal basis to help him over whatever problem 
he finds himself taxed with. 

Now, I have not specifically mentioned as one of our areas of par- 
ticipation the problem of fees, but of course that is a matter of crucial 
importance both to the fee applicants and to the creditors and stock- 
holders and to the courts. ‘4 fee cases we make recommendations 
to the courts. Usually we are the only party making such recom- 
mendations. Sometimes they are followed and sometimes they are 
not. Sometimes our recommendations are increased. There have 
been some occasions where our recommendations have been considered 
too generous. 

Judges have testified that the problem of fees is repugnant to them. 
I can say we do not consider it one of the enviable aspects of our work— 
to help pass on lawyers’ fees and I am certain that as we do it, cer- 
tain lawyers do not consider that it has been done in a manner in 
which they would do it if they were sitting in our shoes. Most of 
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us have been lawyers receiving fees. We try to be as fair as a human 
can, having in mind the duties imposed on us. 

I think by and large the judicial comment on our recommendations 
is favorable. 

Mr. McGuire. Fees are usually very repugnant to the client and 
the attorney. 

Mr. Yoratem. This is an area in which there is no client, generally 
speaking, who can really complain. Every once in a while the client 
y aes complain. Then some strange things happen. That is the 
unusual situation. The client has to find a lawyer to do the complain- 
to him. 

hat is giving it to you in a saucer. As a matter of fact, I think 
the work we have done and are doing is a platter full of work. 

Mr. McGuire. I thought you answered the question very well. 

When does the Commission enter chapter X proceedings? That is, 
what criteria are used in arriving at a decision as to whether or not 
to enter such proceedings ? 

Mr. Youatem. In the first place we try to use a rule of thumb. That 
is, if there seems to be a public investment of a quarter of a million 
dollars or more, subject to treatment in the reorganization, that pre- 
sumptively is a case which we would consider for participation. 

On the other hand, if at the moment that that case comes in, it looks 
like a simple case and we are otherwise very busy, we do not get into 
it, or, if, notwithstanding the fact that we are busy, it seems to be a 
troublesome case, for example, there has been a history of Securities 
Act violations, something of that sort, then we do get into such 
a case. 


Generally speaking, the criteria are the importance of the case and 
primarily from the point of view of the size of the public investment. 

Now, there have been cases of size where the public investment either 
was not large in the first place or seemed clearly to be completely wiped 
out by the fact of bankruptcy, of financial disaster. There have been 
several cases of that sort where we have not participated because of 
our feeling that we could do —t for the public investment in the 


case. One such, about which Mr. Loss testified earlier in this pro- 
ceeding, was Tucker Corp. which was certainly a large case with 
a great deal of notoriety. But so far as we could save the security 
holders of the Tucker Corp., they were beyond good and evil. 

Mr. McGuire. You have said all you wanted to on that general 
question, have you not? 

Mr. Youatem. I have said all I wanted to about the functions of the 
Commission in the chapter X case except for one thing, and that is, 
what is the end purpose of the Commission’s functioning in a chapter 
X proceeding ? 

As to that, I think I can sum it up in just a word, and that is to get 
a fair plan for the security holders effective through fair means. 
That means watching the procedural aspects of the case to assure 
that the safeguards which the Congress enacted in chapter X are 
adhered to, and in the second place that means a good deal of intense 
financial analysis to assure that in adjusting the rights of conflicting 
classes of complainants, everybody gets what he is entitled to within 
the limits of human ability. 

Mr. McGutre. Have you anything more to say about the criteria 
used in arriving at a decision ? 
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Mr. Youatem. I think that in general I have said all that can be 
said. There have been isolated instances where we have participated, 
for example, in cases where the assets or liabilities, as the case may be, 
were alee than would normally interest us, but where we have par- 
ticipated because we have felt that the case was going down the wrong 
slot, and that even though it was a small case there was enough of 
principle at stake to warrant the Commission’s participating, and we 
could give you examples of that, if you like. I do not want to volunteer 
it unless you want to hear about it. 

Mr. McGuire. Are they terribly lengthy or would you like to sub- 
mit them in writing at this point ! 

Mr. Youatem. 1 would suggest this, if I could, Mr. McGuire: 
While I was in the Reorganization Division of the Commission in its 
early days, from 1942 I was insulated from it for a pace of 8 years 
until January 1, 1950, when the administration of chapter X was 
carried over in the Public Utilities Division. I have at my side Mr. 
Greene, who was in the Corporation Finance Division in charge of 
chapter X matters when the administration was in their Division and 
I would suggest he might give you a couple of examples or one at 
least of my last point, and for that purpose, if he could be sworn, the 
testimony could oe woven together. 

Mr. McGuire. That is agreeable. 

Mr. Greene, do you solemnly swear that everything you tell will be 
the truth, the whole truth, and nothing but the truth, so help you God ¢ 


Mr. Greene. I do. 


TESTIMONY OF LAWRENCE M. GREENE, SPECIAL ADVISER, 
SECURITIES AND EXCHANGE COMMISSION 


Mr. Greene. My name is Lawrence M. Greene. 

Mr. McGutre. Give us a little bit of your background. 

Mr. Greene. I am now special adviser on reorganization matters 
in the Division of Public Utilities. I first came to the Commission in 
1938 with the investment trust study and then transferred to the Divi- 
sion of Public Utilities in 1940. After that I was with the Investment 
Company Division until it merged with the Corporation Finance 
Division. I was at that time an attorney in that Division. 

In 1944 I became special adviser on reorganization matters and have 
been acting in that capacity in that Division and in the Division of 
Public Utilities since that time. 

Mr. McGuire. What did you do before you came to the Commission / 

Mr. Greene. Before I came to the Commission I was in private 
practice for about 5 years. I graduated from the New York Univer- 
sity Law School in 1933 and practiced law until 1938 when I came to 
the Commission. 

Mr. McGutre. You may proceed with your illustrations now, Mr. 
Greene. 

Mr. Greene. I have in front of me a file on a small case. The name 
of the corporation involved was Kimbark Manor Realty Trust. The 
case involved only a matter of about $125,000 of bonds which was an 
amount which ordinarily would not interest the Commission. How- 
ever, we did watch the case because there was a public interest in those 
bonds. We found that the trustee appointed by the court was a 
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trust company. That firm had been appointed liquidation trustee 
of many similar issues of real-estate bonds in Chicago, and we had 
learned in other cases that the kinds of plans they proposed were 
liquidation trust plans under which that firm would continue to act 
as liquidation trustee. 

In this particular case we felt that that was not in the best interest 
of the bondholders. We suggested to some of the bondholders who 
were appearing in that proceeding that perhaps in this case they ought 
tc consider the possibilities of an immediate sale in view of the state 
of the real-estate market at that time. They agreed with us that it 
would be far preferable for the bondholders to sell the property. But, 
on the other hand, they advised us that they could not for one reason 
or another object to the plan that was being proposed by the trustee. 
They suggested that we enter the case and that if we did object after 
we entered the case, they would support us. 

Very reluctantly we recommended to the Commission that we 
appear in the proceeding. At the time I think one of the major rea- 
sons was the lack of available manpower to do a good job in the case. 
But we did enter the proceeding because of the situation. 

We objected to the plan that was then being presented by that 
trustee, and the bondholders appearing in the proceeding supported 
us. The judge agreed with us and that plan was dropped. 

A sale plan was then proposed by the trustee after consultation 
with the parties and with us and the sale plan was approved. The 
property was sold at a favorable price for the bondholders. 

I do not believe they were paid in full but they did receive I think 
a fair price for their bonds. 

Now, that is an illustration of the kind of case that we ordinarily 
would not be interested in, but when it appears to be taking a wrong 
turn, going down the wrong road, we think the public interest such as 
it is in the case, needs the Commission’s support. 

I have another illustration in mind where the public interest was 
very small and yet there was a necessity for our appearing in the case. 
That is the case of American Silver Corp. That was a proceeding 
where securities had been sold to the public pursuant to a regulation 
A filing and I believe there were allegations of fraud and misrepre- 
sentation in connection with the distribution of stock. 

The amount of stock held by the public was rather small. I believe 
it was less than $150,000. The promoters of that venture—that was 
an interesting case by the way—they toured the country with several 
trucks loaded with silver ore and they deposited the ore in the middle 
of the business intersections of the various cities and had a big fan- 
fare about their mine. That is the way they sold some of their 
securities. 

The promoters decided that they would like to get some more money 
from the various security holders who had already put $150,000 
into the venture. The mines, as part of the assets of the company, were 
old ones that had been worked out a long time ago, and they had some 
very exaggerated optimistic ideas of what they were worth and what 
might be done with them. 

They did need a lot of money for construction work to open up 
the mines. The promoters sought the means to attract new money 
fromr the old security holders. They could no longer apparently 
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sell any additional securities to new security holders. They filed a 
chapter XI petition and with that petition filed a plan of arrangement 
under which they could assess the old security holders additional 
amounts. 

We appeared in the chapter XI proceeding at that point. We were 
also interested, incidentally, in the fraud aspects of the case and were 
conducting an investigation under the Securities Act of 1933 and the 
Securities and Exchange Act of 1934. 

It appeared to us that the plan was an improper one under chap- 
ter XI; that they could not affect the rights of stockholders in a chapter 
XI proceeding ; that that proceeding was only available for the modifi- 
cation of the rights of unsecured creditors. 

We moved to dismiss the proceeding. We had other bases for it, 
other technical grounds, The proceedings were dismissed and they 
then filed a chapter X proceeding and they sought to do in the chap- 
ter X proceeding pretty much the same thing as they had planned 
to do in the chapter XI proceeding. We felt that was the kind of 
case we ought to be in because we were in it from the fraud angle, 
from the misrepresentation angle, and we ought to be in the chap- 
ter X proceeding to prevent further injury to the stockholders who 
had put their money into the venture. 

Mr. McGuire. For the record, will you please tell us the difference 
between chapter X and chapter XI ememinash 

Mr. Greene. Yes. Chapter XI is a proceeding devised for the 
modification of the rights of unsecured creditors in the small cor- 
poration. It is not intended to be used as a vehicle for modifying 
rights in the large corporations with large public creditor issues or 
stockholder issues. That proceeding is intended to be chapter X. 

That principal differentiation between chapter XI and chapter X 
was at an ae stage in the history of chapter X laid down by the 
Supreme Court in one of the leading cases, SEC v. U. S. Realty & 
Improvement Co. 

1 might just add that chapter XI is in effect the composition 
arrangement that the old Bankruptcy Act had provided for. 


TESTIMONY OF MORTON E. YOHALEM—Resumed 


Mr. McGuire. Mr. Yohalem, I notice on page 70 of the Commis- 
sion’s statement of October 29, 1951, that since the enactment of 
chapter X the Commission has been a party to 304 proceedings. In 
how many of these proceedings did the SEC enter at the request of 
the court? 

Mr. Youatem. I do not have those figures with me. I suppose 
we could get them for you by reference to the annual reports cumu- 
latively. I would say that the great preponderance of the cases are 
cases which are entered on our own initiative, although there have 
been cases of the other sort. 

Mr. MoGutre. Could you please furnish that answer to us and we 
will insert it in the record. 

Mr. Youatem. Yes, I will; and I think it ought to be accompanied 
by a word or two of explanation for that. I do not think that the 
inference should therefore be.drawn, for example, that in most of 
the cases we enter either over the indifference or opposition of the 
court. You understand that as soon as a chapter X proceeding is 
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filed the clerks of the various courts throughout the country send us 
the papers and we promptly look at those new filings. Whenever the 
case is a case which quite apparently is one in which we should par- 
ticipate either because we would be required to issue an advisory report 
or otherwise, we do not wait until there may have been some serious 
action taken in the case. We then promptly on our own initiative 
prepare to discharge the Commission’s obligations. Of these 304 
proceedings, many were pending as 77 (b) proceedings at Septem- 
ber 22, 1938, when chapter X superseded 77 (b). Those pendin 
proceedings were in large part the reason for the enactment o 
chapter X. 

So promptly upon the organization of the Reorganization Division 
of the Commission we examined those pending cases and promptl 
went to court in those that were still pending and which were sizable 
and submitted our notice of appearance to the various district judges. 
So that, as I say, I would not like to see any inference drawn from 
the statistics which I am certain will show that by far our partici- 
pation was on our initiative. 

(The information referred to follows:) 


Number of chapter X proceedings in which the Commission has been a party— 
September 1988 through May 1952 


| 
| On Com- Court | 


| Number of | missioner’s | request for |Source: Commissioner’s 
proceedings|own motion) for appear- annual] reports 
} | to appear | ance 


| 
Sept. 22, 1938, to June 30, 1939._-.......--.- 7. 34 | 53 | Fifth, p. 9. 

July 1, 1939, to June 30, 1940. _....____- 7 27 | 20 | Sixth, p. 52. 

July 1, 1940, to June 30, 1941. __- ad | , 16 | Seventh, p. 40. 
July 1, 1941, to June 30, 1942 eS ‘ 22 | 12 | Eighth, p. 27. 

July 1, 1942, to June 30, 194% 2 | Ninth, p. 47. 

July 1, 1943, to June 30, 1944. ._____. | Tenth, p. 144. 

July 1, 1944, to June 30, 1945_. | Eleventh, p. 70. 
July 1, 1945, to June 30, 1946 Twelfth, p. 81. 
July 1, 1946, to June 30, 1947 Thirteenth, p. 95. 
July 1, 1947, to June 30, 1948 Fourteenth, P. 82. 
July 1, 1948, to June 30, 1949. | Fifteenth, p. 133. 
July 1, 1949, to June 30, 1950 Sixteenth, p. 115. 
July 1, 1950, to June 30, 1951 Seventeenth,p. 122. 
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Mr. McGutre. Would you please submit the figures by years, if 
possible, and you may make any explanation you desire. 

Mr. Youatem. Yes. 

Mr. McGuire. Have there been instances where the Commission 
decided not to participate in a proceeding and subsequently the courts 
requested the SEC to participate? 

Mr. Youatem. Offhand, I think there have been several cases where 
for reasons of size or otherwise we treated the case as “active watch” 
and then the courts asked, “Where is the SEC ?” 

Mr. Greene. May I add there is a notable instance of that provided 
in the Keeshin Freight Line case. In that proceeding we did not par- 
ticipate because there was no public investor interest in the outstand- 
ing securities of the company. After the proceeding had run along 
for 3 or 4 years, several plans came before the judge. At that point 
he wanted the assistance of the Commission in helping him decide 
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what plans to approve and what the fairness and feasibility of the 
plans were. 

Mr. YorartreM. I can recall shortly after we were organized in 
1938, the fee question arose in the Postal Telegraph reorganization 
which had been effectuated under 77 (b) in the years prior to our 
coming into existence. I recall the judge in that case, even though 
it was a nonchapter X case really, the judge called us in and re- 
quested our participation on fees. A great deal of work was done 
on that. 

Mr. Greene. While in those cases we did participate at the re- 
quest of the judge, there have been some cases where our participa- 
tion was requested but where we just lacked the manpower to be 
able to service that proceeding and we felt our participation in the 
case was not really needed, and upon conference with the judge he 
withdrew his request. 

Mr. McGurre. Those figures might be helpful. Could you sup- 
ply those at this point in the record ¢ 

Mr. YouauteM. There are only a few of those instances, I believe 
one or two. It might be difficult for me to go back over our files. 

Mr. McGuire. All right, you do not have to bother with that, 
then. 

It has been alleged that the divided authority given to the court 
and to the Commission under the provisions of chapter X of the 
Bankruptcy Act results in delay and a lack of feeling of authority in 
these proceedings. What is your experience in this respect ? 

Mr. Youatem. My judgment would be entirely to the contrary. I 
would not say that a chapter X proceeding may not take longer than, 
for example, a proceeding under 77 (b) used to take. On the other 
hand, there have been some notorious proceedings under section 77 
(b) that took longer than a chapter X case required. I would con- 
cede that chapter X would take longer than 77 (b) cases. The reason 
why was because chapter X was devised to cure the evils that. were 
in 77 (b) proceedings, one of the principal of which was the speed 
with which it was conducted. 

It almost runs contrary to the memory of man to recall the old days 
of 77 (b) when a petition would be filed in court, accompanied by a 
plan of reorganization, and accompanied also by assents to the plan of 
reorganization from the two-thirds of the creditors and the majority 
of the stockholders involved. Then you would have a short reorgani- 
zation, but you would also have a reorganization in which the relevant 
facts in the case going to the cause for the financial failure as well 
as the propriety of the new set-up, were never given any adequate 
scrutiny by the court, much less by the affected security holders. 
Therefore, as I say, I readily concede that chapter X will take longer 
than many of the (7 (b) proceedings. 

Now, I do not think that that length of time, however, grows from 
any divided authority between the Commission and the court. There 
is no divided authority between the Commission and the court. The 
authority in a chapter X proceeding rests entirely with the court. 
The Commission’s position in all respects is advisory only. Se that 
while, of course, it will take time for the court to seek and to obtain 
advice, that leads, I think, to a better result which far out weighs the 
speed with which a reorganization can be effected if the court seeks 
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no advice. There the question of speed is always a troublesome one. 
We recognize that in a chapter X case, as much as in any judicial 
determination of rights, delayed justice may be no justice at all. 

But I do not know that I can put my finger on any case where any- 
body suffered because of the passage of time. Now, there may be 
such, but I just do not recall them. 

Mr. Greene. I can say this, in accordance with that statement, that 
we have frequently declined to submit an advisory report to the court 
for that very reason, that it would delay a proceeding and might 
affect a commitment which was based upon a certain period of time, 
a commitment by an underwriter perhaps, or some other time com- 
mitment. We, of course, have been alert to the question of delay, and 
we ourselves have frequently gone into courts and have made various 
motions in order to have the proceedings expedited because it some- 
times happens that trustees are inclined to drag the proceedings along 
a bit for personal or other reasons. é, 

Mr. McGuire. At some place in your answer, Mr. Greene, I gath- 
ered that you feel that your organization is understaffed. Is that 
true! 

Mr. Youautem. I would like to address myself to that. I testified 
earlier in relation to the Holding Company Act and endeavored to 
point out that we have had our staff very sharply contracted in re- 
cent years. I should point out that when the chapter X functions 
of the Commission were shifted from the Division of Corporation 
Finance to the Utilities Division, the only professional person that 
came to the added function was Mr. Greene, and whatever other pro- 
fessional work is required in the Washington office has just been ab- 
sorbed by the people who are engaged in Holding Company Act 
work. Therefore, when I talk of lack of staff in the Washington 
office, I think there is a shortage of staff, it is a composite problem 
of Holding Company Act plus chapter X. 

Mr. McGuire. After reading the newspapers, you would think 
everybody is falling over each other on the Government payroll and 
doing nothing at all. One of the first things nearly every commis- 
sion we have appearing before us brings up is that there is a delay 
in getting out the information because they are understaffed. As a 
matter of fact, the Civil Aeronautics Board appeared and said they 
had 650 fewer people working there now than in 1939. 

Mr. Greene. Not a week has gone by that I have not put in at 
least two or three evenings of overtime work and week ends. 

Mr. Youatem. You talk to me at a very sensitive moment because 
I was downtown each of the last two nights and will have to be down- 
town tomorrow. : 

Mr. McGuire. I think that is prevalent in the Government service. 
A manufacturer from my home State came down here to advise the 
Government on some business he is well informed on. He said he ai- 
ways used to meet Government officials, and he thought it was one 
sinecure after another. He has been down here 6 months and never 
worked harder in his life. He has been putting in 16 or 18 hours 
a day, and he says that any big operator that criticizes Government 
officials should be subpenaed to come to Washington and spend some 
time finding out how hard they work here. 

Would you say the Commission has had too big a role in the actual 
drafting of the plans of the reorganization ¢ 
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Mr. Yonatem. No; I would not say so, at all. I would say that 
we have had a very fruitful role in the drafting plans of reorganiza- 
tion. You recognize that the drafting of the plan does not lie with 
us under the statute. It lies in the first instance with the trustee 
and, after he has submitted his notions of the plan, then with creditors 
or perhaps the debtor. The role we played has depended mostly on 
the extent to which the trustee or other parties have sought our assist- 
ance. We are in no position to stop, and never have stopped, any- 
body from filing a plan or stopped anybody from filing a plan about 
which they have not consulted us. 

I think it has been the experience of the reorganization that it speeds 
the proceedings considerably if prior to their filing the plan they do 
talk it out with us, because I do not hesitate to say that we have had 
more experience in this field than anybody else. 

Mr. McGutre. Would it be desirable to leave drafting of reorgani- 
zation as much as possible to the security holders themselves, subject 
to the review by the court without SEC participation ? 

Mr. Youarem. I do not think so. I think that would be going 
back to the good old days; and, so far as I have been able to judge, 
there was more old than good. 

Mr. McGuire. Do you think the powers of the Commission in 
reorganization proceedings can be narrowed or eliminated without 
jeopardizing public safety? 

Mr. Yoratem. By “public safety,” I take it you mean public safety 
in this restricted area ? 

Mr. McGume. That is right. 

Mr. Youartem. And in this restricted area I personally do not feel 
there should be any limitation. I would not know at what point in 
the reorganization process any limitations on our activities would 
either be helpful or desirable. 

Mr. McGuire. Based on your experience in chapter X proceedings, 
can you make any recommendations for changes in this chapter of the 
Bankruptcy Act? 

Mr. Youatem. At this point I take it you are requesting the Com- 
mission’s view. I think in any event, and insofar as I know, the Com- 
mission has not felt that any amendments were necessary or desirable, 
except one or two minor ones that have been made with our participa- 
tion and concurrence. So far as I am concerned personally, my own 
experience with the chapter—and it has been considerable—leads me 
to believe that it is a very good working law as it now stands. I sup- 
pose there is no law that cannot be improved upon if one sets himself 
to that task. But I do not know of any particular area in the statute 
where here is sufficient difficulty of operation or inadequacy to lead 
me as a personal matter to feel that amendment was necessary. 

Mr. McGuire. How many employees are assigned to chapter X 
proceedings ? 

Mr. Youatem. In the Washington office there are only Mr. Greene 
and I guess one full-time clerical employee. In the field it is differ- 
ent. The New York office, which has by far the bulk of the case load, 
has 15 professional employees, consisting of 9 lawyers and 6 financial 
analysts and accountants. 

In Chicago there are five. In Cleveland, the regional administrator, 
who is an alumnus of the Reorganization Division, and one of his as- 
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sistants devote part of their time to chapter X work, and I suppose 
from time to time they may call on the services of others in the tlic e, 
but that would be occasional. There is nobody in that office specifically 
assigned to chapter X work exclusively. 

Then on the west coast we have a lawyer who covers the enormous 
area—I was going to say west of the Rockies—but, in fact, he also goes 
to Utah and Montana and Nevada. He goes east of the Rockies, ‘too. 
Of course, the case load is much lighter. 

Mr. McGuire. He lives the life of the recluse ? 

Mr. Youatem. Yes; he spends a good deal of his time in a Pull- 
man berth, and I suppose that is being a recluse, too. That is the 
whole story on staff except that division staff members will from time 
to time get into a chapter X proceeding to assist Mr. Greene for a 
minimal amount of time. 

Mr. McGurre. What percentage does this constitute of the em- 
ployees in the Public Utilities Division ? 

Mr. Youatem. The Public Utilities Division now as of this moment 
has a roll of 84, I think, with 4 people on reimbursable loan to other 
agencies or other divisions of the Commission, so that we have a net 
working force of 80. Of that 80, Mr. Greene is the only professional 
employee in chapter X work, and he has one filing clerk. 

1 might say that the regional offices, even those people in the regional 
offices working on chapter X work, are not in the Public Utilities 
Division. 

Mr. McGuire. You mentioned before that chapter X matters were 
transferred from the Division of Corporation Finance to the Divi- 
sion of Public Utilities on January 1,1950. Why was this done? 

Mr. Youatem. I think it was done by the Commission in order to 
make the most effective use of manpower. The large part of the work 
of the Public Utilities Division is in the reor ganizatio nm field; and 
therefore, our professional employees are at that work all the time. 
The Corporation Finance Division’s functions are diverse and not 
primarily reorganization work. I think the Commission felt that 
it was a more logical segregation of activity to put all the reorganiza- 
tion in one place. 

The other reason, I think, was that the Holding Company Act work 
was not a static load because, as holding-company reorganizations are 
concluded, that work is out, gone, and I think it was, therefore, the 
Commission’s judgment that the process of sloughing off Holding 
Company Act work could be merged with the absorption of chapter 
X work with much better utilization of man-hours. I think it has 
turned out that way. 

Mr. McGume. You feel the results are satisfactory ? 

Mr. Youarem. Yes. Whether one of the reasons was or was not 
the fact that I personally have been active in chapter X work—that 
iS, bag ed active in it—I just do not know. 

MeoGuire. Would you care to elaborate any further as to why 
Ps Coneieatid did not participate in the reorganization of the 
Tucker Corp. ? 

Mr. Youatem. That has seemed to be a question of some interest. 

I don’t know that I will add anything by elaborating, but perhaps 
I ought to say this: As I stated this morning, in the first place it did 
not appear to us that the assets available were sufficient to afford any 
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participation to security holders. That by itself and by normal cri- 
teria would have dictated that we not participate in te case. 

Then I think.of less compelling force but certain’? a factor that 
had to be given consideration was the circumstans that there was 
pending in Chicago the criminal prosecution of Mr Tucker and his 
associates, I think that in that circumstance, where on the one hand 
the Commission was not satisfied that they could do anything for 
public security holders, it felt that as a consequence t would be best 
not to participate in the chapter X proceeding ana subject itself to 
possible criticism in the sense that it might be un istly accused of 
using the chapter X court as a forum, if you will, for pursuing matters 
which were germane to the prosecution. 

Now, as the case progressed, from time to time we had occasion to 
reconsider whether the failure to participate was proper, and each 
time we continued of the view that there was nothing to be achieved 
by our becoming a party to the case. 

I might say that, as the case proceeded, from time to time we have 
been in formal consultation with the trustee and havc been as helpful 
as we could on those problems about which he has chosen to consult 
us; for example, the civil litigation that he has had under considera- 
tion in the case and the business problems that were attendant on sal- 
vaging whatever could be salvaged out of the assets. Now, so far as 
I know, that is the whole story. 

Mr. McGutre. Has the court invited such participation ? 

Mr. Youauem. In the Tucker case? 

Mr. McGuire. Yes. 

Mr. Youatem. Not that I know of. 

Mr. McGuire. Did the staff recommendation call for participation 
in this proceeding? 

Mr. Youatem. No. Well, I should say this: that there was one 
occasion when the Chicago office suggested that participation was de- 
sirable, and I overruled that suggestion and then took the matter to 
the Commission, with both views expressed. The Commission con- 
curred in my judgment that there was no advantage in getting into it. 

Mr. McGutre. I want to thank you, Mr. Yohalem, and Mr. Greene, 
for coming here this afternoon. It has been very enjoyable and very 
enlightening. 

Mr. Youatem. Thank you. 

(Whereupon, at 1:30 p. m., the committee adjourned subject to 
call. ) 
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